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STUDY UNIT 1: INTRODUCTION TO PURCHASING AND SUPPLY CHAIN MANAGEMENT
1.1 A NEW COMPETITIVE ENVIRONMENT 
· The new millennium features increasing numbers of world-class competitors, domestically and internationally, that are forcing organisations to improve their internal processes to stay competitive.
· Sophisticated customers, both industrial and consumer, demand price reductions!
· The info over internet will continue to alter the balance of power between buyers and sellers
· Abundance of competitors and choices  have conditioned customers to want higher quality, faster delivery, and products and services tailored to their individual needs at a lower total cost.
· “Social media” spreads info about products and services at an accelerated rate. “spread the word” of  inadequate delivery
· In 1960s and 1970s- companies began to develop detailed market strategies that focused on creating and capturing loyalty.
· Strong engineering, design and manufacturing function were needed to support these market requirements.
· Design engineers had to translate customer requirements into product and service specifications- which had to be produced at high level of quality at a reasonable cost.
· As demand for new products increased in the 1980s, organisations had to become flexible and responsive to modify existing products, services and processes, or to develop new ones to meet ever-changing needs
· Organisational capabilities improved in the 1990s, managers began the material and service inputs from suppliers had a major impact n their ability to meet customer needs 
· This led to an increased focus on the supply base and the responsibility of purchasing
· Getting the right products and services to customers at the right time, cost, place and in the right condition, as well as quantity constituted an entirely new type of challenge
· The 21st century has spawned time reducing information technologies and logistic networks aimed at meeting these new challenges 
· The availability of low- cost alternatives has led to unprecedented shifts towards outsourcing and off shoring
·  The impact of china as a major world competitor poses a tremendous challenge to U.S. firms in both the manufacturing and services sectors.
· Services sector now accounts for 70% of the gross domestic product, new strategies are required for effective supply management in this sector
· Changes have made 21st century organisations realise how important it is to manage their supply base.
· They must be involved in the management of the suppliers that provide materials and services.
· They must also be concerned with the network of downstream firms responsible for delivery and aftermarket service of the product to the end customer.
Several factors driving an emphasis on supply chain management
1. The cost and availability of information resources among entities in the supply chain allow easy linkages that eliminate time delays in the network.
2. The level of competition in both the domestic and international markets requires organisation to be fast, agile, and flexible.
3. Customer expectation and requirement s are becoming much more demanding 
4. Ability of an organisation’s supply chain to react rapidly by managing risk minimises disruptions in both supply and downstream product or services to mitigate the impact on lost sales.

1.2 WHY PURCHASING IS IMPORTANT
INCREASING VALUE AND SAVINGS
· Many features that make their way into final products originate with suppliers.
· The supply base is  an important part of the supply chain
· Supplier capabilities can help differentiate a producer’s final good or service, increasing their value to the final consumer.

In the manufacturing sector
· The percentage of purchases to sales averages 55 percent.
· This means that for every rand / dollar of revenue collected on goods and services sales, more than half goes back to suppliers
· Purchasing is clearly a major area for cost savings.
· Cost saving also encompasses avoiding costs through early involvement with design and proactively responding to supplier requests for price increases.
BUILDING RELATIONSHIPS AND DRIVING INNOVATION
SAVINGS COME IN DIFFERENT FORMS
The traditional approach; bargain hard for price reductions
Newer approach is to build relations with suppliers to jointly pull costs out of the product or service and expect suppliers to contribute innovative ideas that continually add value to the firm’s products and services.
Examples of supply managers building relationships:
· Food producers are realising there are benefits to taking a new approach to supplier relations

Traditional approach: negotiate hard with suppliers and squeeze their profits

Newer approach (progressive): to develop strategic partnerships and open innovations between purchaser sand selected suppliers of inputs, packaging and equipment to produce breakthrough solutions and sustainable growth.
Working with suppliers, certain producers have developed strategies to optimise:
· Formula costs
· Select more efficient raw materials 
· Improve production processes 
· Reduce processing tie 
· Obtain higher yields
· Achieve a better shelf life/ life span an d stability
· Outcome of relationship:  ability to produce traditional (food) products with better profits.
EXAMPLE: CARGILL CORPORATION- FOOD PRODUCER
· Created a field school for farmers to increase yields and improve quality , resulting in higher incomes 
· Farmers trained in good an safe farming techniques
· Program focused on grower of various oil seeds – vital part of Cargill’s business.
For these relationships to work – both buyer and supplier must agree to acceptable payback from their investments so that each realises a positive gain.
If supplier’s strategic intent is to be the customer of choice, they have to provide necessary technical infrastructure to assist the buyer. With both parties cooperating, a climate of trust emerges between the parties setting the stage for innovative ideas.
In food industry:
· Trend among the affluent consumers for healthy convenience products; wants to enjoy reduced preparation time without sacrificing appealing taste and healthy fares.
· Suppliers can contribute novel ideas about techniques that preserve taste and with innovative use of natural ingredients – allowing food producers to tout the health benefits of their products as well as the convenience 
· Enjoy higher mark-ups= greater profits for both parties.

21st century- professional rained food industry buyer is looking to attract, retain and maintain the e best suppliers in areas assisting the firm obtain competitive advantage:
· Product formulation. 
· New product development
·  research and innovation
The results will be new and innovative offerings for the purchaser’s company which are gained by tapping the creative talent of their supply base. Given the global nature of the food business, such partnerships will involve suppliers worldwide.
IMPROVING QUALITY AND REPUTATION
· Purchasing and supply management also has a major impact on product service and quality
· Companies are seeking to increase the proportion of parts, components and services they outsource in order to concentrate their own areas of specialisation and competence
· Increases the importance among purchasing, external suppliers and quality

The link between supplier quality and product quality
· Sourcing components or ingredients needs to be accounted for and controlled
· Key component and ingredients are sometimes sourced in small, poorly regulated factories
· One organisation can buy from another , but the other firm may not be able to trace the supplies in a foreign region than it can domestically
· Supplier selection process is important in the entire supply chain, from raw material to finished product
· Lapses in managing supplier quality potentially tarnish a firm’s reputation
REDUCING TIME TO MARKET
· Purchasing acting as the liaison between suppliers and engineers can also help improve product designs
· Companies that involve suppliers early achieve an average 20 percent improvement on material costs, material quality and product development times.
· Development teams that include supplier receive more improvement suggestions 
· Early supplier involvement in the design process is a way purchasing can begin to add new value and contribute to increasing competitiveness.
GENERATING ECONOMIC IMPACT
The power of organisational purchasers as a group is significant
· The ISM report on business is one of the most closely followed indicators of economic activity.
·  Surveys purchasing managers in both the manufacturing and non manufacturing sector is closely monitored by the financial sector
CONTRIBUTING TO COMPETITIVE ADVANTAGE
The focus on purchasing is critical to gaining a competitive advantage. Tan indication of this enhanced status, reputation and recognition is the higher salaries being paid to purchasing professionals.
UNDERSTANDING THE LANGUAGE OF PURCHASING AND SUPPLY CHAIN MANAGEMENT 

Purchasing- is a functional group (formal entity of the organisation chart)
· Group performs many activities to ensure it delivers maximum value to the organisation
· Supplier identification 
· Selection
· Buying 
· Negotiation
· Contracting
· Supply market research
· Supplier measurement and improvement
· Purchasing development systems
“The 5 rights”: QUALITY, QUANTITY, TIME, PRICE, SOURCE
SUPPLY MANAGEMENT- a strategic approach to planning for and acquiring the organisation’s current and future needs through effectively managing the supply base, utilising a process orientation in conjunction with cross functional teams (CFT) to achieve the organisational mission.
The identification, acquisition, access, positioning, and management of resources and elated capabilities an organisation needs or potentially needs in the attainment of it strategic objectives.
· Requires pursuing strategic responsibilities- the activities that have a major impact on longer term performance of the organisation  
· Long term strategies are not pursued in isolation, but should be aligned  with the with the overall mission and strategies of the organisation- excluding day-to-day decision that may be part of traditional purchasing responsibilities
Supply management is a Progressive approach to managing the supply base that differs from a traditional arm’s length or adversarial approach with sellers. It requires purchasing professionals to work directly with suppliers that are capable of providing world class performance and advantages to the buyer.
· Process approach to obtaining required goods and services 
· Process of identifying , evaluating, selecting, managing and developing suppliers  to realise the supply  chain performance

· Cross-functional means it involves purchasing, engineering, supplier quality assurance, the supplier, and other related functions working together as one team, early on, to further mutual goals.
SUPPLY CHAINS AND VALUE CHAINS
SUPPLY CHAIN ORIENTATION- is a higher level recognition of the strategic value of managing operational activities and flows within and across a supply chain.
SUPPLY CHAIN- 3 or more organisations linked directly by one or more of the upstream or downstream flows of products, services, finances, and information from a source to customer.
SUPPLY CHAIN MANAGEMENT endorses a supply chain orientation and involves proactively managing the two-way movement and co-ordination of goods, services, information and fund from raw material to the end user.
· Requires the coordination of activities and flows that extend across boundaries.
·  Supply chains are composed of interrelated activities that are internal and external to a firm.
· PROCESS- consists of a set of interrelated tasks or activities designed to achieve a specific objective or outcome. New product development (NPD), customer-order fulfilment, supplier evaluation and selection, and demand and supply planning are examples of critical organisational processes that are part of supply chain management.
· NEW SUPPLY CHAINS CONCEPT: The reverse supply chain; its goal is to rapidly identify and return tainted products back through their supply chain. E.g. Toyota’s problem with acceleration and braking problems lead to massive recalls and forced Toyota to suspend the sale of certain models.
MICHAEL Porter’s models
A firm’s value chain is composed of primary and support activities that can lead to competeitiv3 advantage when configured properly.
The difference between a supply and value chain is to conceptualise the supply chain as a subset of the value chain. All personnel within the organisation are part of the value chain. The same is not true about supply chains.
The value is broader than the supply chain, because it includes at activities in the form of primary and support activities.
Value chain is primarily focused on internal participants, whereas the supply chain is internally and externally focused.


[image: ]SUPPLY CHAINS ILLUSTRATED
A cereal company purchases grain from a farmer and process it into cereal. The cereal company also purchases the paperboard from a paper manufacturer, which purchased the trees to make the paper, and labels from a label manufacturer, which semi-finished label stock to make the labels. The cereal is then packaged and sent to a distributor, which in turn ships the material to a grocer, who then sells it to an end customer. The number of transactions and information flows can be considerable. 
· The supply chain for the cereal manufacturer features extensive distribution network that is involved in getting the packaged cereal to the final customer. - Within the downstream portion of the supply chain, logistics managers are responsible for the actual movement of materials between locations.
For products such as automobiles, which feature multiple products, technologies and processes, the supply chain becomes more complicated. The materials, planning and logistics supply chain is complex, spanning from automotive dealers back through multiple tiers of suppliers. The network includes thousand of firms that provide items ranging from raw materials to complex assemblies and sub-assemblies, such as transmissions, brakes and engines. 
Participants in a supply chain are willing to share information only when there is trust between members. Thus, management of relationships with other parties in the chain becomes paramount.
PARTNERSHIPS AND ALLIANCES provide dedicated capacity, specific information, technological capabilities, or even direct financial support to other members of their supply chain.
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THE SUPPLY CHAIN UMBRELLA
Although the need to perform supply chain- related activities has been present for many years, it is an organisation’s willingness to align, coordinate, integrate, and synchronise these activities and flows that relatively new.
MANAGEMENT ACTIVITIES
· PURCHASING
· Inbound transportation- larger organisations have specialised traffic and transportation function to manage the physical and informational links between the supplier and the buyer .for some organisation transportation is the single largest category of single costs, especially for highly diversified organisations. There are usually opportunities to coordinate the purchase of transportation services.
· QUALITY CONTROL- organisations realise the importance of supplier quality and the need to prevent, rather than simply detect, quality problems. Early prevention in t he materials sourcing process.
· DEMAND AND SUPPLY PLANNING- demand planning identifies all the claims (or demand) on output. The forecasts of anticipated demand, inventory adjustments, orders taken but not filled, and spare-part and aftermarket requirements. Supply planning is the process of taking demand data and developing supply, production, and logistics network capable if satisfying demand requirements.
· RECEIVING, MATERIALS HANDLING AND STORAGE- all inbound materials must be physically received as it moves from a supplier to a purchaser. In a no-just-in-time environment, material must be stored and staged. This part of materials management function because of the need to control the physical processing and handling of inventory.
· MATERIALS OR INVENTORY CONTROL- the materials control group is often responsible for determining the appropriate quantity to order based on projected demand and then managing materials releases to suppliers. This includes generating the materials release, contacting the supplier directly concerning changes , and mentoring the status of inbound shipments
Inventory control- responsible for determining the inventory level of finished goods required to support customer requirements, emphasising the physical distribution (outbound/downstream) of side of the supply chain.
Integrated supply chain management- requires that materials and inventory control groups coordinate their efforts to ensure a smooth and uninterrupted flow to customers.
· ORDER PROCESSING – helps to ensure that customers receive material when and where they require it. Problems involved with order processing have involved accepting orders before determining if adequate production capacity is available, not coordinating order processing with order scheduling, and using internal production dates rather than the customer’s preferred date to schedule the order. Order processing represents a link between the producer and the external customer.
· PRODUCTION PLANNING, SCHEDULING AND CONTROL- these activities involve a time-phased schedule of production, developing short term production schedules, and controlling work-in –process production. The production plan often relies on forecasts from marketing to estimate the volume materials required over the near term.
· WAREHOUSING/DISTRIBUTION- before the product is shipped to customer is must be stored for a period in a warehouse
· SHIPPING- involves physically getting a product ready for distribution to the customer. This requires packing to prevent damage, completing any special labelling requirements, completing the required shipping document s and/ or arranging transportation with an approved carrier. 
· OUTBOUND TRANSPORTATION- FEWER ORGANISATION SOWN THE TRANSPORTATION LINK TO their customers.
THIRD PARTY LOGISTICS PROVIDERS (3PL) are designing and managing entre distributions networks for their clients 
· CUSTOMER SERVICE- a wide set of activities that attempt to keep customers satisfied with a product or service

THE EVOLUTION OF PURCHASING AND SUPPLY CHAIN MANAGEMENT
    There have been more changes affecting purchasing over the last 15 years than over the previous 125 years. To appreciate how we arrived at where we are today requires a brief understanding of the evolution of purchasing and supply chain management, although some might argue the last 15 years resembled a revolution. This evolution covers seven periods spanning the last 150 years.
Period 1: The Early Years (1850–1900)
Some observers define the early years of purchasing history as beginning after 1850. There is evidence, however, that the purchasing function received attention before this date. Charles Babbage’s book on the economy of machinery and manufacturers, published in 1832, referred to the importance of the purchasing function. Babbage also alluded to a “materials man” responsible for several different functions. Babbage wrote that a central officer responsible for operating mines was "a materials man who selects, purchases, receives, and delivers all articles required." 
    In the textile industry, the selling agent often handled purchasing and was also responsible for the output, quality, and style of the cloth. The selling agent was responsible for all purchasing decisions, because the grade of cotton purchased was a factor in determining the quality of the cloth produced. Customer orders were transformed into purchase orders (POs) for cotton and subsequently into planned production. 
    The greatest interest in and development of purchasing during the early years occurred after the 1850s. During this period, the growth of American railroads made them one of the major forces in the economy. Railroads were vital to the country’s ability to move goods from the more developed Eastern and Midwestern markets to less developed Southern and Western markets. By 1866, the Pennsylvania Railroad had given the purchasing function departmental status, under the title of Supplying Department. A few years later, the head purchasing agent at the Pennsylvania Railroad reported directly to the president of the railroad. The purchasing function was such a major contributor to the performance of the organization that the chief purchasing manager had top managerial status. 
 The comptroller of the Chicago and North-western Railroad wrote the first book exclusively about the purchasing function, The Handling of Railway Supplies—Their Purchase and Disposition, in 1887. He discussed purchasing issues that are still critical today, including the need for technical expertise in purchasing agents along with the need to centralize the purchasing department under one individual. The author also commented on the lack of attention given to the selection of personnel to fill the position of purchasing agent. 
    The growth of the railroad industry dominated the early years of purchasing development. Major contributions to purchasing history during this period consisted of early recognition of the purchasing process and its contribution to overall company profitability. The late 1800s signalled the beginning of organizing purchasing as a separate corporate function requiring specialized expertise. Before this period, this separation did not exist.
Period 2: Growth of Purchasing Fundamentals (1900–1939)
The second period of purchasing evolution began around the turn of the 20th century and lasted until the beginning of World War II. Articles specifically addressing the industrial purchasing function began appearing with increasing regularity outside the railroad trade journals. Engineering magazines in particular focused attention on the need for qualified purchasing personnel and the development of materials specifications. 
    This era also witnessed the development of basic purchasing procedures and ideas. In 1905 the second book devoted to purchasing—and the first non-railroad purchasing book—was published. The Book on Buying contained 18 chapters, each written by a different author. The editors devoted the first section of the book to the “principles” of buying. The second section described the forms and procedures used in various company purchasing systems. 
    Purchasing gained importance during World War I because of its role in obtaining vital war materials. Purchasing central focus during this period was on the procurement of raw material versus buying finished or semi finished goods. Ironically, the years during World War I featured no publication of any major purchasing books. Harold T. Lewis, a respected purchasing professional during the 1930s through the 1950s, noted that there was considerable doubt about the existence of any general recognition of purchasing as being important to a company. Lewis noted that from World War I to 1945, at least a gradual if uneven recognition developed of the importance of sound procurement to company operation.
Period 3: The War Years (1940–1946)
World War II introduced a new period in purchasing history. The emphasis on obtaining required (and scarce) materials during the war influenced a growth in purchasing interest. In 1933, only nine colleges offered courses related to purchasing. By 1945, this number had increased to 49 colleges. The membership of the National Association of Purchasing Agents increased from 3,400 in 1934 to 5,500 in 1940 to 9,400 in the autumn of 1945. A study conducted during this period revealed that 76% of all purchase requisitions contained no specifications or stipulation of brand. This suggested that other departments within the firm recognized the role of the purchasing agent in determining sources of supply.
Period 4: The Quiet Years (1947–Mid-1960s)
The heightened awareness of purchasing that existed during World War II did not carry over to the post-war years. John A. Hill, a noted purchasing professional, commented about the state of purchasing during this period: "For many firms, purchases were simply an inescapable cost of doing business which no one could do much about. So far as the length and breadth of American industry is concerned, the purchasing function has not yet received in full measure the attention and emphasis it deserves." 
    Another respected purchasing professional, Bruce D. Henderson, also commented about the state of affairs facing purchasing. In his words, "Procurement is regarded as a negative function—it can handicap the company if not done well but can make little positive contribution." He noted that purchasing was a neglected function in most organizations because it was not important to mainstream problems. He went on to say that some executives found it hard to visualize a company becoming more successful than its competitors because of its superior procurement. 
    Articles began appearing during this period describing the practices of various companies using staff members to collect, analyze, and present data for purchasing decisions. Ford Motor Company was one of the first private organizations to establish a commodity research department to provide short- and long-term commodity information. Ford also created a purchase analysis department to give buyers assistance on product and price analysis. 
    The post-war period saw the development of the value analysis (VA) technique, pioneered by General Electric in 1947. GE’s approach concentrated on the evaluation of which materials or changes in specifications and design would reduce overall product costs. Although important internal purchasing developments occurred during this era, there was no denying that other disciplines such as marketing and finance overshadowed purchasing. The emphasis during the post-war years and throughout the 1960s was on satisfying consumer demand and the needs of a growing industrial market. Furthermore, firms faced stable competition and had access to abundant material —conditions that historically have diminished the overall importance of purchasing. The elements that would normally cause an increase in the importance of purchasing were not present during these quiet years of purchasing history.
Period 5: Materials Management Comes of Age (Mid-1960s–Late 1970s)
The mid-1960s witnessed a dramatic growth of the materials management concept. Although interest in materials management grew during this period, the concept’s historical origins date to the 1800s, when U.S. railroads organized under the materials management concept during the latter half of the 19th century. They combined related functions such as purchasing, inventory control, receiving, and stores under the authority of one individual. 
    External events directly affected the operation of the typical firm. The Vietnam War, for example, resulted in upward price and materials availability pressures. During the 1970s, firms experienced materials problems related to oil “shortages” and embargoes. The logical response of industry was to become more efficient, particularly in the purchase and control of materials. 
    There was widespread agreement about the primary objective of the materials concept and the functions that might fall under the materials umbrella. The overall objective of materials management was to solve materials problems from a total system viewpoint rather than the viewpoint of individual functions or activities. The various functions that might fall under the materials umbrella included materials planning and control, inventory planning and control, materials and procurement research, purchasing, incoming traffic, receiving, incoming quality control, stores, materials movement, and scrap and surplus disposal. 
The behaviour of purchasing during this period was notable. Purchasing managers emphasized multiple sourcing through competitive bid pricing and rarely viewed the supplier as a value-added partner. Buyers maintained arm’s-length relationships with suppliers. Price competition was the major factor determining supply contracts. The purchasing strategies and behaviours that evolved over the last half century were inadequate when the severe economic recession of the early 1980s and the emergence of foreign global competitors occurred. Overall, the function was relegated to secondary status in many companies. Dean Ammer’s classic 1974 article in the Harvard Business Review categorized top management’s view of purchasing as passive, risk averse, and a dead-end job. Ammer felt overcoming this perception could be accomplished by active purchasing, which is measured in terms of meeting overall company objectives and contributing to bottom-line profitability. He argued that the purchasing executive should be part of non-purchasing decisions, for the entire organization loses when purchasing is not part of the organization’s consensus on major decisions. Finally, Ammer suggested that the function should have sufficient stature to report to top management or a division manager. However, this happened in only 37% of his responding firms.
Period 6: The Global Era (Late 1970s–1999)
The global era, and its effect on the importance, structure, and behaviour of purchasing, has already proved different from other historical periods. These differences include the following:
· Never in our industrial history has competition become so intense so quickly.
· Global firms increasingly captured world market share and emphasized different strategies, organizational structures, and management techniques compared with their American counterparts.
· The spread and rate of technology change during this period was unprecedented, with product life cycles becoming shorter.
· The ability to coordinate worldwide purchasing activity by using international data networks and the World Wide Web (via intranets) emerged.
This intensely competitive period witnessed the growth of supply chain management. Now, more than ever, firms began to take a more coordinated view of managing the flow of goods, services, funds, and information from suppliers through end customers. Managers began to view supply chain management as a way to satisfy intense cost and other improvement pressures.
Period 7: Integrated Supply Chain Management (Beyond 2000)
Purchasing and supply chain management today reflects a growing emphasis concerning the importance of suppliers. Supplier relationships are shifting from an adversarial approach to a more cooperative approach with selected suppliers. The activities that the modern purchasing organization must put in place are quite different from just a few years ago. Supplier development, supplier design involvement, the use of full-service suppliers, total cost supplier selection, long-term supplier relationships, strategic cost management, enterprise wide systems (enterprise resource planning, or ERP) and integrated Internet linkages and shared databases are now seen as ways to create new value within the supply chain. Purchasing behaviour is shifting dramatically to support the performance requirements of the new era. 
    It is possible to reach three conclusions about 21st-century purchasing. First, the reshaping of the purchasing role in the emerging global economy is under way, in response to the challenges presented by worldwide competition and rapidly changing technology and customer expectations. Second, the overall importance of the purchasing function is increasing, particularly for firms that compete in industries characterized by worldwide competition and rapid change. Third, purchasing must continue to become more integrated with customer requirements, as well as with operations, logistics, human resources, and finance, accounting, marketing, and information systems. This evolution will take time to occur fully, but the integration is inevitable. 
    The history and evolution of purchasing and supply chain management provides an appreciation for the growth, development, and increased stature of the profession over the last 150 years. Each historical period has contributed something unique to the development of purchasing, including the events that have shaped today’s emphasis on integrated supply chain management.
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Figure 1 THE DEVELOPMENT OF PURCHASING INTO STRATEGIC SOURCING, AND THE EVOLUTION OF SUPPLY MANAGEMENT


STUDY UNIT 2
THE PURCHASING PROCESS
PURCHASING OBJECTIVES
Objective 1: SUPPLY CONTINUITY
· Buy products and services at the right price
· Buy them from the right source
· Buy them at the right specification that meets the user’s needs
· Buy them in the right quantity
· Arrange for delivery at the right time 
· Require delivery to the right internal customer
1. Manufacturing 
2. Physical distribution centres 
3. engineering and technical groups
4.  research and development 
5. information technology 
6. transportation and other services
Objective 2: MANAGE THE PURCHASING PROCESS EFFICIENTLY AND EFFECTIVELY
· Determining staff levels 
· Developing and adhering to budgets
· Providing professional training and growth opportunities
· Introducing procure to pay systems
1. Improved spending visibility
2. Efficient invoicing and payment
3. User satisfaction
Objective 3: 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
Objective 4: DEVELOP ALIGNED GOALS WITH INTERNAL FUNCTIONAL STAKEHOLDERS 
· Internal customers as stakeholders
·  Strong two-way communication
·  Cross-functional coordination and collaboration 
·  Positive, problem – solving relationships[image: http://scm.ncsu.edu/as/scm/i/channels/articles/scm/relationships-role-of-procurement-small.gif]

Objective 5: SUPPORT ORGANISATIONAL GOALS AND OBJECTIVES
· Congruency of functional goals with organisational goals 
·  Mutually supportive , not counter- productive 
· Purchasing substantial impact on the organisation’s bottom line
· Purchasing as a strategic core competency
[image: http://scm.ncsu.edu/as/scm/i/channels/articles/scm/goal-role-of-procurement-small.gif]
Objective 6: DEVELOP INTEGRATED PURCHASING STRATEGIES THAT SUPPORT ORGANISATIONAL STRATEGIES
· Monitoring supply markets and trends 
· Identifying critical material and services (material price increases, shortages , changes in suppliers ) and interpreting the impact of these trends on company strategies
·  Supporting new product development
·  Developing supply options and contingency plans
· Supporting a diverse and globally competitive supply base
REASONS FOR NOT BEING STRATEGIC
1. Purchasing personnel have not historically participated in senior-level corporate planning
2. Executive management has not always recognised the benefits of world-class purchasing
Objective 7: address broad based black economic empowerment
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2.2 PURCHASING RESPONSIBILITIES
· Evaluate and select suppliers
Supplier evaluation is a term used in business and refers to the process of evaluating and approving potential suppliers by quantitative assessment. The purpose of supplier evaluation is to ensure a portfolio of best in class suppliers is available for use.[1] Supplier evaluation is also a process applied to current suppliers in order to measure and monitor their performance for the purposes of reducing costs, mitigating risk and driving continuous improvement.
CARTER 9 –C MODEL:
Capacity (Does the organisation have the capacity to deliver the order)
  - Competency (Is the organisation, its people or its process competent)
  - Consistency (Does the organisation produce a consistent output)
  - Control of process (Can the organisation control its process and offer flexibility)
  - Commitment to Quality (Does the organisation effectively monitors and manages quality)
  - Cash (Has the organisation got a strong enough financial base)
  - Cost (Is the product or service offered at a competitive price)
  - Culture (Are the supplier and buyer cultures compatible)
  - Clean (is the organisation ethical, funded legitimately, doesn't engage Child labour, etc)

·  Review specifications 
1. Review the requirements for the material or service being provided
2. May be able to suggest alternative standardized materials that can save the organization money
3. Periodic review of requisitions can allow greater leveraging of requirements

· Act as primary contact with suppliers 
· Determine the method of awarding purchase contracts

IMPROVE THE PROCURE-TO PAY PROCESS

Figure 2 PROCESS- TO- PAY 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

FORECAST AND PLAN REQUIREMENTS
 CLARIFY REQUISITION NEEDS
1. Purchase requisition and/or statement of work
2. Forecasts and actual customer orders 
3. Reorder point system stock checks (cycle counts)
4. New product development teams

· ELEMENTS OF PURCHASE REQUISITION
1. Description of required material or service 
2. Quantity required
3. Estimated unit cost
4. Operating account to be charged
5. Date of requisition
6. Date required
7. Authorised signature
· TRAVELLING PURCHASE REQUISITION
1. Printed card or barcode
· Description of item
· List of approved suppliers
· Prices paid to paid suppliers
· Prices paid to suppliers
· Reorder point
·  Record of usage

2.  Conserves time for handling routine materials and supplies
3. 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
 BIDDING VS NEGOTIATION
When to use COMPETITIVE BIDDING
· Volume is sufficiently high
· Specifications or requirements are clear to the supplier
· Market place 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 requires early supplier involvement
· The supplier cannot determine risks costs before contract is awarded
·  The supplier requires substantial lead time to develop and produce the requested items
REQUEST FOR QUOTATION
A request for quotation (RFQ) is a standard business process whose purpose is to invite suppliers into a bidding process to bid on specific products or services. RFQ, generally means the same thing as IFB (Invitation for Bid).
An RFQ typically involves more than the price per item. Information like payment terms, quality level per item or contract length are possible to be requested during the bidding process.
To receive correct quotes, RFQs often include the specifications of the items/services to make sure all the suppliers are bidding on the same item/service. Logically, the more detailed the specifications, the more accurate the quote will be and comparable to the other suppliers. Another reason for being detailed in sending out an RFQ is that the specifications could be used as legal binding documentation for the suppliers.
RFQs are best suited to products and services that are as standardised and as commoditised as possible, as this makes each supplier's quote comparable. In practice, many businesses use an RFQ where an RFT or RFI would be more appropriate

SPECIFICATIONS OR BLUEPRINTS
Specification may refer to an explicit set of requirements to be satisfied by a material, design, product, or service.[1] Should a material, product, or service fail to meet one or more of the applicable specifications, it may be referred to as being out of specification
· The abbreviation OOS may also be used.[3] In casual usage, under spec or over spec are used when something is worse or better than specified, though in general (such as for sizes) there is only a notion of "in spec" or "out of spec", not "better" or "worse". A specification is a type of technical standard.
SUPPLIER EVALUATION
APPROVAL, CONTRACT, AND PURCHASE ORDER PREPARATION
A potential supplier must:
· apply to the local Supply Chain Services group in the country of interest for approval before procurement can take place
· Supply accurate information regarding legal name, complete address, tax ID number (if applicable), etc.
· Must obtain a vendor registration number (details and required documentation vary by country).
RECEIPT AND INSPECTION
INVOICE SETTLEMENT AND PAYMENT
RECORDS MAINTENANCE
CONTINUOUSLY MEASURE AND MANAGE SUPPLIER PERFORMANCE
RE-ENGINEERING THE PROCURE TO PAY PROCESS

THE PURCHASING PROCESS AFTER SUPPLIER SELECTION
1. A purchase order (PO) is a commercial document and first official offer issued by a buyer to a seller, indicating types, quantities, and agreed prices for products or services.
· Quantity
· Material specification
· Quality requirements
· Price 
· Delivery date
· Method of delivery  
· Ship to address
· P.O. number
· Order due date

[image: ]

PURCHASE ORDER VISIBILITY
· Accounts payable
· Requisition
· Receiving
· Traffic management
· Purchasing
· Quality control
BLANKET PURCHASE ORDER
· Used for ongoing purchases of an item
· Release materials as need vs. issuing a new purchase order each time
· Purchase order open during the time specified
[image: ]
Figure 3 BLANKET PURCHASE ORDER FORM
TYPES OF PURCHASE ORDERS
· 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
·  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
Material Packing Slip- A shipping list, packing list, waybill, packing slip, is a shipping document that accompanies delivery packages, usually inside an attached shipping pouch or inside the package itself.
Bill Of Lading  is a document issued by a carrier which details a shipment of merchandise and gives title of that shipment to a specified party.[1] Bills of lading are one of three important documents used in international trade to help guarantee that exporters receive payment and importers receive merchandise. A straight bill of lading is used when payment has been made in advance of shipment and requires a carrier to deliver the merchandise to the appropriate party. An order bill of lading is used when shipping merchandise prior to payment, requiring a carrier to deliver the merchandise to the importer, and at the endorsement of the exporter the carrier may transfer title to the importer. Endorsed order bills of lading can be traded as a security or serve as collateral against debt obligations
Receiving Discrepancy Report
SDR is a tool used to report shipping or packaging discrepancies attributable to the responsibility of the shipper, (including U.S. Government sources and contractors/manufacturers/vendors) and to provide appropriate responses and resolution, including financial action when appropriate.  The purpose of the SDR exchange is to determine the cause of such discrepancies, effect corrective action, and prevent recurrence.
Issues with just-in-time purchasing
Backflush accounting
Impact of change notices
[image: ]
Figure 4 RECEIVING PROCESS
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 
RE-ENGINEERING PROCURE-TO-PAY PROCESS
· 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
· CONSUMER PRODUCTS- goods purchased by individuals and households for personal consumption
· INDUSTRIAL PRODUCTS are purchased by organisations for use in the manufacture of other products to make profits or achieve other objectives
· RESALE PRODUCTS are those purchased by organisations in order to resell them at a profit.
· SERVICES include the performance of duties or provision of space and equipment helpful to others
· Raw materials
· Semi-finished products and components
· Finished products
· Maintenance, repair, and operating supplies (MRO) 
· 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 
· MRO may be defined as, "All actions which have the objective of retaining or restoring an item in or to a state in which it can perform its required function. The actions include the combination of all technical and corresponding administrative, managerial, and supervision actions."

· Production support items
· Services
· Capital equipment
· Transportation and third-party logistics providers 
IMPROVING THE PURCHASING PROCESS
· Online requisitioning systems
· Procurement cards issued to users
· E-commerce using the Internet
· Longer-term purchase agreements
· Online ordering systems (advantages)
· 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 
· Purchasing process redesign
· Electronic data interchange (EDI) - is an electronic communication system that provides standards for exchanging data via any electronic means. By adhering to the same standard, two different companies, even in two different countries, can electronically exchange documents (such as purchase orders, invoices, shipping notices, and many others)
· Online ordering using electronic catalogs
· Direct user-supplier contact 
FedEx Sourcing Process
· 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 





STUDY UNIT 3
SUPPLY MANAGEMENT INTEGRATION FOR COMPETITIVE ADVANTAGE
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 THE SUPPLY CHAIN RISK
SUPPLY INTEGRATION
Professionally managing suppliers and developing close working relationships with different internal groups.
“the process of incorporating or bringing together different groups, functions or organisations, either formally or informally, physically or by way of information technology, to work jointly and often concurrently on a common business related assignment or purpose.
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 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
THE CRITICAL ROLE OF CROSS-FUNCTIONAL TEAMS
It includes members from all levels of an organisation; member may also come from outside organization (in particular, from suppliers, key customers, or consultants0. Cross functional teams often function as self directed teams responding to broad, but not specific directives. Decision making within a team may depend on consensus, but is often led by a manager /coach /team leader
The benefits sought from the cross-functional teams 
· Reduced time to complete a task
· Increased innovation
· Joint ownership of decisions
· Enhanced communication between  function of organisations 
· Realising synergies by combining individuals and functions
· Better identification and resolution of problems
· The need to build internal relationships
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
Operations 
· traditional close relationship through direct support
· development of a global operations strategy
· sales and operations plan
· 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 non conformance issues
Environmental Management
· Environmental management system
1.  ISO 14000
2. Hazardous waste handling and transportation
· Health issues
· Safety issues
1. OSHA- occupational safety and health administration
EXTERNAL INTEGRATION
· Supply management is the face of the organisation to its supply base
· Acts as liaison on multiple fronts
· Materials
· New technology market information services
· 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 resolve disputes
· - (new products, supplier cost data and production schedules and forecast s for purchased items)
·  Credible commitment to work together during difficult times
·  Commitment to high quality defect-free, easy-to- manufacture products that supplier’s process is capable of producing
Advantages of Closer relations
· TRUST 	-  not to 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 OF SRM
· Start with business outcome at the business unit level. Defining a specific measurable performance indicator that means something to the business stakeholder (operational cost savings, supply continuity, process improvement suggestions, access to new technology or process innovation)

· Let the business outcome drive relationship process, course of action and level of investment through initiation of projects focused on achieving the outcome

· The overall relationship (big R) then becomes the outcome an outcome of various relationships with different products and services that meet different business outcomes

· Program management  (big R) drives incongruity resolution, aggregation of benefits and opportunity analysis across lines of business

Business Cases Must Be Clearly Understood and Compelling At All Levels
· Specific benefits to supplier and buyer need to be outlined with clear criteria for success and a realistic timeline for assessing leading and lagging indicator metrics
· Benefits need to be weighed against assessment of costs of adopting different way of working and the time and the resource investment required to realise benefits
· Soft benefits should be rolled up to believable metrics that are meaningful to business units. Metrics need not always be financial, but need to be compelling and strategically important
·  Metric should conform to existing available data; gathering the data should not be an additional hardship.

EFFECTIVE SUPPLIER RELATIONS MANAGEMENT (SRM)
· START WITH HOW 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 (KPI)
SRM SKILLS
· Different stages of SRM require different skill sets and levels of investment and attention
·  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 stakeholder meetings
· Drive people to insight and commitment
· Be willing to remove people or directions that aren’t aligned with strategy
3.4 CROSS-FUNCTIONAL TEAMS
· Consist of various internal functional areas and possibly suppliers
· Specific tasks
1. Supplier selection
2. Product design
· General tasks
1. Reducing purchased item costs
2. Improving quality
3.4.1 Benefits of CFTs
· Reduced time to complete tasks
·  Increased innovation
·  Joint ownership of decisions
·  Enhanced communication between functional areas
· Realising synergies
· Better identification and resolution of problems
· Need to build internal relationships
3.4.2 Drawback s of CFTs
· Does not guarantee success 
· Team process loss
· Negative effects on individual members
· Poor team decisions
1. Groupthink
2. Artificial consensus
3.4.4 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 ORGANISATION CONSIDER CFT PLANNING ISSUES WHEN ESTABLISHING SOURCING TEAMS?
CFT PLANNING ISSUES
· Selecting a task
· Meaningful?
· Selecting team members and leaders
·  Training  requirements resource support
SELECTING TEAM MEMBERS AND LEADERS 
· 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 organisational 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
 (
ORGANISATIONAL RESOURCE REQUIREMENTS
SUPPLIER PARTICIPATION
REQUIRED SERVICES AND HELP FRO OTHERS
TIME AVAILABILITY
BUDGETARY SUPPORT
MATERIALS AND SUPPLIES
TEAM MEMBER TASK PREP
WORK ENVIRONMENT
EXECUTIVE MANAGEMENT COMMITMENT
JOB RELATED INFORMATION
TOOLS AND EQUIPMENT
)



2. DOES EXECUTIVE MANAGEMENT PRACTICE SUBTLE CONTROL OVER SOURCING TEAM?
Subtle management control
· Authorising the creation of the sourcing team
· Selecting the team’s tasks
· Establishing broad objectives
· Selecting team leadership
· Requiring regular updates
· Conducting performance reviews

3. DOES OUR ORGANISATION RECOGNISE REWARD TEAM MEMBER PARTICIPATION AND TEAM PERFORMANCE?
RECOGNITION AND REWARDS
· Monetary bonuses and other one-time cash awards
· Executive recognition
· Non monetary rewards
· Merit raises
· Team membership should be a part of the individual’s performance review
· Management should assess each individual’s contribution to the team

4.  DO WE HAVE THE RIGHT INDIVIDUALS SELECTED AS SOURCING TEAM LEADERS?
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

5.  DO OUR SOURCING TEAMS EFFECTIVELY ESTABLISH PERFORMANCE 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

6. ARE KEY SUPPLIERS PART OF THE SOURCING TEAM PROCESS?
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 
3.5 INTEGRATING SUPPLY MANAGEMENT, ENGINEERING AND SUPPLIERS TO DEVELOP NEW PRODUCTS AND SERVICES
FORMALISED PROCESS FOR SELECTING ITEMS
· Supply management’s involvement enables it to determine at an earlier point the materials or service requirements for a new product and provide input during the design phase based on knowledge of materials supply markets.
· can recommend substitutes for high cost or volatile materials, suggest standardised items, ad evaluate long-term materials trends
· must be formally authorised through new product development process
· supply management should monitor and anticipate activity in supply markets 
· e.g. forecast long-term supply and prices for its basic commodities
· monitor technological innovation that impacts primary materials and or make substitute materials economically attractive
USE OF CFTS FOR SUPPLIER SELECTION AND INTEGRATION
· evaluation and selection requires a major time commitment by supply management
· the team approach allows SM to anticipate product requirements earlier- to id the most capable suppliers
· supplier assessment should be systemically carried out, based on hard performance data by CFT  of technical and nontechnical personnel who conduct subjective evaluations
· 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? 

EARLY SUPPLIER SELECTION FOR DESIGN AND VOLUME WORK
· 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 MEMBERSHIP AND TEAM PARTICIPATION
· Co-location of buyer and supplier personnel
· Formal trust development efforts
· Sharing of technology between buyer and supplier companies
· Joint education and training efforts 
Suppliers can have a major impact on the overall on the overall timing and success of new product. The type of involvement can also vary.
WHITE BOX DESIGN- the supplier is given blueprints and told to make the product from them.
GRAY BOX DESIGN- the supplier’s engineers work more cooperatively with the buying company’s engineers to jointly design the product
BLACK BOX DESIGN- supplier is provided with functional specifications and is asked to complete all technical spec, including materials used, blueprints and so on. 
· Depending on the level of involvement the supplier may need to be a full time member of the team
DIRECT CROSS-FUNCTIONAL COMMUNICATION
· Team participation allows supply management to be at each phase of the product development project. 
· SM can assess whether project timing is realistic as it applies to the new part’s sourcing requirements. 
· If the timing is not realistic, SM should have 3nough visibility to re-evaluate the timing requirements or come up with plans to meet the revised time-frame.
· Ongoing set of milestones should be established to ensure communication with the supplier continues and occurs at regular intervals
CO-LOCATION OF BUYER AND SUPPLIER PERSONNEL
GUEST ENGINEER- program invites key suppliers to place an engineer in the buying company’s facility for a short period of time (2-3 weeks) I the very early stages of product development
· During this period, the firms develop product and design specs and assign responsibilities for development
· Another buying company co-locates its personnel and the supplier’s personnel at a neutral site due to union rules 
FORMAL TRUST DEVELOPMENT EFFORTS
SHARING OF TECHNOLOGY BETWEEN BUYER AND SUPPLIER COMPANIES
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 

JOINT EDUCATION AND TRAINING EFFORTS 
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 
SUPPLIER INTEGRATION INTO ORDER FULFILMENT
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 AN ON-SITE REPRESENTATIVE
· Supply management
· On-site supplier representative can process purchase transactions between customer and supplier using the customer’s SM system and purchase orders.
· On-site rep can work cooperatively with customer’s planner to ensure timely and efficient delivery of materials.
· On-site rep can also assume a buyer-planner role and coordinate multiple facilities, 
· On-site rep places orders only at the established prices
· Sales
·  On-site supplier rep may also perform the routine responsibilities of a traditional sales representative. The supplier is empowered to sell directly to units from an on-site location
·  Results in a reduction in the supplier’s overhead cost structure for this particular customer, because a good portion of overhead goes to budgeting for a sales force
· Engineering
· Preferred suppliers can reside on-site and are empowered to provide design support under the supervision of customer engineers
· Full-time , on-site supplier reps act as resident information resources
· Customer can utilise supplier ideas and expertise at the earliest stages of product and process development
· Transportation 
· Overseas transportation modes (surface, air, ocean, foreign brokerage) may be combined into one location controlled at the customer’s site. 
· Suppliers of freight services provide professional on-site support to the using of location and can create a command centre for coordination of all inbound and outbound transportation within the supply chain.
POTENTIAL BENEFITS of ON-SITE SUPPLIER REPRESENTATIVES
ON-SITE REP BENEFITS TO A BUYER
· Increased buyer-supplier coordination
· Supplier personnel work on-site
· Supply management staff increased
· Supplier performs some sourcing activities
ON SITE REP BENEFITS TO A SUPPLIER
· 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

PART 3: STRATEGIC SOURCING
STUDY UNIT 4
SUPPLY MANAGEMENT AND COMMODITY STRATEGY DEVELOPMENT
OVERVIEW
· Aligning supply management and enterprise objectives
· What is category strategy development?
· Category strategy development
· e-reverse auctions
· evolving sourcing strategies
4.1 ALIGNING SUPPLY MANAGEMENT AND ENTERPRISE 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? 
· When faced with these challenges, business units must then work together  to define their functional strategies, which are a set of short term and long term plans that will support the enterprise strategy
1. Leadership team must understand its key markets and economic forecasts and provide a clear vision of how the enterprise will differentiate itself from its competitors, achieve growth objectives, mange costs, achieve customer satisfaction and maintain continued profitability


Figure 5 HOW COMPANIES CREATE SHAREHOLDER VALUE
INTEGRATIVE STRATEGY DEVELOPMENT

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

Figure 6 COMPONENTS OF INTEGRATIVE SUPPLY DEVELOPMENT
ENGAGING STAKEHOLDERS TO BUILD CATEGORY STRATEGY OBJECTIVES
NEED FOR ENGAGING STAKEHOLDERS
Before initiating category strategy, there MUST be buy-in from the key stakeholders especially at the senior leadership level. Without executive commitment, strategic sourcing results are unlikely to be successful, to ensure buy-in of the corporate team, SM MUST CLEARLY DEFINE THE “PRIZE”- to obtain at he go ahead to pursue the strategy
1. Allocate resources initially, including assessment of current spend, data collection, market research, training and people.
2.  Validate the saving or contribution to other company objectives achieved by SM and drive them to the bottom line
3. Sustain the initiative through presentations to senior executives who support move towards an integrated SM function with other functional groups in the supply chain, including marketing , research and development and accounting

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 
4.2 WHAT IS CATEGORY STRATEGY?
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 SPEND ANALYSIS
· An annual review of a firm’s entire set of purchases. Provide answers to the following questions
· 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? (Sarbanes Oxley 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 Statements of Work? (ensure contract compliance)
· Which divisions spent their money on products and services that were correctly budgeted for? (planning budgets in the coming year)
· Are there opportunities to combine volumes of spending from different business, and standardize product requirements, reduce the number of suppliers providing these products, or exploit market conditions to receive better pricing?
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
· [image: ]Pareto analysis is a formal technique useful where many possible courses of action are competing for attention. In essence, the problem-solver estimates the benefit delivered by each action, then selects a number of the most effective actions that deliver a total benefit reasonably close to the maximal possible one. (
Figure 
7
 BEST PRACTICES in SPEND ANALYSIS
)[image: ]
 (
Figure 
8
 EXAMPLE OF SPEND ANALYSIS
)
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Figure 9 Pareto Chart of Spend by Commodity category
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Figure 10 Pareto Chart of Spend Analysis of Suppliers by Commodity group
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Figure 11 Pareto Chart of Spend per Supplier by Commodity
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Figure 12 Pareto Chart by percentage of Total Spend by Category
4.3 CATEGORY STRATEGY DEVELOPMENT (STRATEGIC SOURCING)
[image: ]
Figure 13 THE STRATEGIC SOURCING PROCESS
STEP1: BUILD THE 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
[image: ]Triangulation – explore, compare, and contrast data from multiple sources
[image: ]
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

Establish benchmarks through industry databases
· Identify critical performance criteria
· Identify relative competitive performance
· Use of industry benchmarks
· CAPS
· Third party consulting firms 

Requests for information
· 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
Value chain analysis 
· Is to help identify the cost savings opportunities that exist within the supply chain
· The goal is to be able to understand identify and exploit cost savings opportunities that may have been overlooked by business unit managers or even by suppliers in bringing the products and services to the appropriate location.
· Best data for (VCA) comes from books, industry journals and discussions with suppliers
· The tool provides insights into product origins and destinations- as well as- the market you need to be buying
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
· 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 – Preferred Supplier
· 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 – Transactional Supplier
· 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
· 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 
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 
· Defined marketplace
· Best price
· Average price
· Business unit’s price
· Expected trends in pricing 

· Preferred supplier lists
· Competitive bidding
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 
· Negotiation
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
· 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 
· Supplier scorecard
· Use quarterly and review results with supplier
4.4 TYPES OF SUPPLY MANAGEMENT
· Supply base optimization
· The process of determining the appropriate number and mix of suppliers to maintain. The commodity team can eliminate suppliers who are not capable of achieving excellent performance
· Supply risk management- an evolving discipline in operations management for manufacturers, retailers, financial services companies and government agencies where the organization is highly dependent on suppliers to achieve business objectives
· Global sourcing
· The practice of sourcing from the global market for goods and services across geopolitical boundaries. Global sourcing often aims to exploit global efficiencies in the delivery of a product or service. The efficiencies include low cost skilled labour, low cost raw material and other economic factors like tax breaks and low trade tariffs.
· Longer-term supplier relationships
· Early supplier design involvement
· Supplier development
· Total cost of ownership 
· Financial estimate intended to help buyers and owners determine the direct and indirect costs of a product or system.
· It a management accounting concept that can be used in full cost accounting or even ecological economics where it includes social costs
4.5 E-REVERSE AUCTIONS
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 
4.6 EVOLVING SOURCING STRATEGIES
[image: ]
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 

OBSERVATION 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 

STUDY UNIT 5
SUPPLIER EVALUATION AND SELECTION

· 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 
5.1 THE SUPPLIER 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

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 
Identifying key sourcing requirements
· May be determined by internal and external customers
· Supplier quality
· Cost
· Delivery performance
· Other
· Vary widely from item to item 
Determining 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 
Information search requirements
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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 

Determine the method of supplier evaluation and selection
· Evaluation from supplier-provided information
· Supplier visits
· Use of preferred suppliers
· External or third-party information 
5.2 KEY EVALUATION CRITERIA
· Environmental regulation compliance
· Conforming to environmental, laws, regulations. Standards and other requirements such as site permits to operate. In recent years, environmental concerns have a significant increase in the number and scope of compliance imperatives across all global regulatory environments.
· Financial stability
· Production scheduling and control systems
· The timetable for the use of resources and processes required by a business to produce goods or provide services. A typical business will modify its production schedule in response to large customer orders, to accommodate resource changes, to reduce costs, and to increase overall production efficiency
· E-commerce capability
·  A type of business model, or segment of a larger business model, that enables a firm or individual to conduct business over an electronic network, typically the internet.
· 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 labour costs
·  Is a part of wage-bill or payroll that can be specifically and consistently assigned to or associated with the manufacture of a product, a particular work order, or provision of a service?
· Indirect labour costs
· Material costs
· Manufacturing or process operating costs
· General overhead costs 
CHALLENGES OF 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 Statistical Process Control techniques
-  is a method of quality control which uses statistical methods. SPC is applied in order to monitor and control a process. Monitoring and controlling the process ensures that it operates at its full potential
· Level of defects
· Safety, training, and maintenance
· Use of MBNQA and ISO 9000 criteria 
· MBNQA- is a competitive award that recognizes a limited number of organizations for performance excellence
· ISO 9000
·  Family of quality management systems standards is designed to help organizations ensure that they meet the needs of customers and other stakeholders while meeting statutory and regulatory requirements related to a product.[1] ISO 9000 deals with the fundamentals of quality management systems, [2] including the eight management principles upon which the family of standards is based.[2] [3] ISO 9001 deals with the requirements that organizations wishing to meet the standard must fulfil.
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
·  a family of standards related to environmental management that exists to help organizations
 (a) Minimize how their operations (processes, etc.) negatively affect the environment (i.e., cause adverse changes to air, water, or land); 
(b) Comply with applicable laws, regulations, and other environmentally oriented requirements, and
 (c) Continually improve in the above
· 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 
PRODUCTION SCHEDULING AND CONTROL
· Does the supplier use MRP?
·  Is a production planning, scheduling, and inventory control system used to manage manufacturing processes. Most MRP systems are software-based, while it is possible to conduct MRP by hand as well.
An MRP system is intended to simultaneously meet three objectives:
1. Ensure materials are available for production and products are available for delivery to customers.
2. Maintain the lowest possible material and product levels in store
3. Plan manufacturing activities, delivery schedules and purchasing activities.

· 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
WEB BASED B2B- on the Internet, B2B (business-to-business), also known as e-biz, is the exchange of products, services or information (aka e-commerce) between businesses, rather than between businesses and consumers.
Although early interest centred on the growth of retailing on the Internet (sometimes called e-tailing), forecasts have predicted that B2B revenue will soon far exceed business-to-consumers (B2C) revenue.
B2B websites can be sorted into the following categories:
· Company websites. The target audience of many company sites is other companies and their employees. These sites can be thought of as round-the-clock mini-trade exhibits. Sometimes, a company website serves as the entrance to an exclusive extranet, available only to customers or registered site users. Some company sites sell directly from the site, effectively e-tailing to other businesses
· Product supply and procurement exchanges. These are exchanges in which a company purchasing agent can shop for supplies from vendors, request proposals and, in some cases, bid to make a purchase at a desired price. Sometimes referred to as e-procurement sites, some serve a range of industries, while others focus on a niche market.
· Specialized or vertical industry portals. These portals provide a "sub-web" of information, product listings, discussion groups and other features. Vertical portal sites have a broader purpose than procurement sites (although they may also support buying and selling).
· Brokering sites. These sites act as an intermediary between providers and potential customers that need their specific services, such as equipment leasing.
· Information sites. Sometimes known as infomediaries, these sites provide information about a particular industry to its companies and their employees. Information sites include specialized search sites and those of trade-and-industry-standards organizations.
ELECTRONIC DATA INTERCHANGE (EDI)
· Computer-to-computer– EDI replaces postal mail, fax and email. While email is also an electronic approach, the documents exchanged via email must still be handled by people rather than computers. Having people involved slows down the processing of the documents and also introduces errors. Instead, EDI documents can flow straight through to the appropriate application on the receiver’s computer (e.g., the Order Management System) and processing can begin immediately.
· Business documents – These are any of the documents that are typically exchanged between businesses. The most common documents exchanged via EDI are purchase orders, invoices and advance ship notices. But there are many, many others such as bill of lading, customs documents, inventory documents, shipping status documents and payment documents.
· Standard format– Because EDI documents must be processed by computers rather than humans, a standard format must be used so that the computer will be able to read and understand the documents. A standard format describes what each piece of information is and in what format (e.g., integer, decimal, mmddyy). Without a standard format, each company would send documents using its company-specific format and, much as an English-speaking person probably doesn’t understand Japanese, the receiver’s computer system doesn’t understand the company-specific format of the sender’s format.
· There are several EDI standards in use today, including ANSI, EDIFACT, TRADACOMS and ebXML. And, for each standard there are many different versions, e.g., ANSI 5010 or EDIFACT version D12, Release A. When two businesses decide to exchange EDI documents, they must agree on the specific EDI standard and version.
· Businesses typically use an EDI translator – either as in-house software or via an EDI service provider – to translate the EDI format so the data can be used by their internal applications and thus enable straight through processing of documents.
· [image: EDI Document Exchange]Business partners – The exchange of EDI documents is typically between two different companies, referred to as business partners or trading partners. For example, Company A may buy goods from Company B. Company A sends orders to Company B. Company A and Company B are business partners.

· Does the supplier have CAD capability?
· Computer-aided design (CAD) is the use of computer systems to assist in the creation, modification, analysis, or optimization of a design.CAD software is used to increase the productivity of the designer, improve the quality of design, improve communications through documentation, and to create a database for manufacturing.CAD output is often in the form of electronic files for print, machining, or other manufacturing operations.
· Does the supplier use bar coding?
· Does the supplier use RFID?
· Can the supplier provide ASNs?
· An advance ship notice or advance shipping notice (ASN) is a notification of pending deliveries, similar to a packing list. It is usually sent in an electronic format and is a common EDI document.
· Can the supplier accept EFT transfers?
· Does the supplier utilize e-mail? 
SUPPLIER SOURCING STRATEGIES, POLICIES AND TECHNIQUES
· Tier 1 vs. Tier 2 vs. Tier 3 suppliers
TIER 1 – 
A tier one company is the most important member of a supply chain, supplying components directly to the original equipment manufacturer (OEM) that set up the chain. Creating a tiered supply chain is part of supply chain management. Its aim is to link important business functions and processes in the supply chain into an integrated business model, according to the Council of Supply Chain Management Professionals.

 TIER 2- 
A Second Tier supplier (referencing the CUSTOMER) is a supplier that invoices the First Tier supplier for goods and services rendered. Direct Spend Second Tier Purchases are defined as Second Tier supplier products and services which CAN be identified in support of Kodak's requirements.
TIER3- 
In commerce, a "third-party source" means a supplier (or service provider) who is not directly controlled by either the seller (first party) or the customer/buyer (second party) in a business transaction.The third party is considered independent from the other two, even if hired by them, because not all control is vested in that connection. There can be multiple third-party sources with respect to a given transaction, between the first and second parties. A second-party source would be under direct control of the second party in the transaction.

· 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? 
5.3 DEVELOPING A SUPPLIER EVALUATION AND SELECTION SURVEY
· 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 

[image: ]Critical supplier selection issues
· Size relationship
· Use of international suppliers
· Competitors as suppliers
· Countertrade requirements
· Social objectives 
5.3 REDUCING SUPPLIER EVALUATION 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 
STUDY UNIT 6
SUPPLIER QUALITY MANAGEMENT
· Supply quality represents the ability to meet or exceed current and future customers i.e. buyer expectations or requirements within critical performance areas on a consistent basis
1.  The ability to exceed- satisfy or surpass buyer expectations or requirements each and every time
2. Current and future customer expectations and requirements – possess the ability to anticipate and satisfy future customer expectations and requirements. Demonstrate continuous performance improvement
3. Within critical performance areas on a consistent basis- quality suppliers satisfy a buyer’s expectations or requirements in many areas, including 
· product or service delivery,
· product or service conformance,
·  after-sale service and support, 
· current technology and features, 
·  total cost management

Supply management’s evaluation of a supplier’s quality performance should include more than just direct, out-of pocket purchase price and delivery costs. It must also provide for the analysis of related indirect costs i.e. transaction costs, communication, problem resolution efforts, buyer oversight, accompanying services, cost of quality, and switching costs.
The buyer must  also evaluate the supplier’s delivery reliability- higher inventory must be maintained to cover both inconsistent delivery and quality performance.
· Buyers should focus not only on a supplier’s physical output, but also on the supporting inputs, systems and supporting processes that create output, but also on the supporting systems that create that output.
· Part of supply’s management’s role in supply management quality management involves being a good customer to its suppliers. It is difficult to maintain a trusting and collaborative relationship and receive quality goods and services when suppliers do not enjoy doing business with the buying organisation.
· Supplier quality performance requires that a buyer learn how to becpme preferred customer by understanding and adapting to what suppliers expect and appreciate in the buyer-seller relationship. Trust is a two-way street.

Expectations that suppliers might have for a buyer within a supply chain relationship include
· minimising product design changes once productions begins
· providing visibility to future purchase volume requirements
· sharing early access and visibility to new product requirements
· suppliers also value sufficient production lead time
· fair and ethical treatment 
· access to new technology
· accurate and timely payment of invoices

Wherever possible buyers should strive for negligible changes in purchase orders after sending material release to suppliers to alleviate supply disruptions and higher costs
A buyer cannot realistically expect the highest levels of supplier performance when the supplier must respond to frequent or short lead time changes. Order stability allows a supplier to minimise its costs and more effectively plan its operations on the basis of accurate, timely, and consistent buyer information.
Frequent order quantity and specification changes limit supplier’s ability to meet the buyer’s expectations including quality requirements, as well as increasing the supplier’s costs and eventually the purchase price.
FACTORS AFFECTING SUPPLY MANAGEMENT’S ROLE IN MANAGING SUPPLIER QUALITY
· the ability of a supplier to affect a buyer’s total quality
· the resources available to support supplier quality management and improvement 
· the ability of a buying firm to practice world-class quality
· a supplier’s willingness to work jointly to improve quality
· a supplier’s current quality levels
· a buyer’s ability to collect and analyse quality related data
SUPPLIER QUALITY MANAGEMENT USING S TOTAL QUALITY MANAGEMENT PERSPECTIVE
 Total quality management is a business management strategy aimed at embedding awareness of quality in all organisational processes- especial when addressing aspects concerning suppliers. 
8 KEY PRINCIPLES OF TOTAL QUALITY MANAGEMENT
1. define quality in terms of customers and their requirements
2. pursue quality at the source
3. stress objective rather than subjective analysis
4. emphasise prevention rather than detection of defects
5.  focus on process rather than output
6. Strive for zero defects
7.  Establish continuous  improvement as a way of life
8. Make quality everyone’s responsibility
DEFINING QUALITY IN TERMS OF CUSTOMERS AND THEIR REQUIREMENTS
 In a buyer-seller relationship, the buyer is the supplier’s direct customer in the supply chain. One of the primary causes of nonconforming supplier quality involves inconsistent communication and the resulting misunderstanding of specifications, expectations, and requirements among supply chain members. 
Supply managers working closely with engineers and other internal customers, must provide clear specifications and unambiguous performance requirements regarding the design and operation of a product, as well as any relevant info that ultimately affects the quality or delivery of a purchased input.
Another form of buyer communication is sharing of final product requirements, which at times may be broad or incomplete. The process for determining final requirements must be established and mutually agreed upon between the buyer and supplier.
Keki Bhote, a leading quality expert argues that he incomplete or inaccurate development and communication of specifications has a disproportionate effect on supplier quality. At least half or even more of the quality problems between the customer i.e., the buyer and supplier are caused by poor specifications, for which the customer company is largely responsible. Most specifications are vague or arbitrary.
·  They are generally determined unilaterally by engineering, which lifts them from some boiler-plate document and embellishes them with factors of safety to protect its hide.
· When bids go out to suppliers, the latter are seldom consulted on specifications and most suppliers are afraid to challenge specifications for fear of losing the bid. So the first cure for poor supplier quality is to eliminate the tyranny of capricious (changeable) specifications.
Developing a clear understanding of a buyer’s expectations and requirements has two dimensions
1. The ability of the buying company to succinctly identify, clearly define, wuantify, or specify its technical and sourcing requirements
2. The buyer’s ability to effectively communicate these requirements, which means that both parties completely understand the requirements. Buyers (customers ) must take the initiative and clearly communicate their requirements through detailed requests for proposals (RFP), the contract negotiation process, and regular performance feedback sessions, using measurement systems that quantify performance expectations.
DEMING’S 14 POINTS
Dr W> Edwards Deming, considered to be the father of the modern quality movement, developed a comprehensive14- point management philosophy for achieving performance excellence.
· Applicable to management and service industries alike, as well as government, non profits and education.
· It was criticised because it doesn’t prescribe specific actions and programs for management to follow.
UNIQUE FEATURE OF DEMING’S PHILOSOPHY
· VARIATION IS THE PRIMARY SOURCE QUALITY CONFORMANCE
· To reduce variation, the search for improved quality is a never ending cycle of design, production, 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 improvement
· Interacting parts of a system must be managed together as a whole, not separately
· Psychology helps managers 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 that helps to understand cause-and-effect relationships.

1. Create a vision and demonstrate commitment
2. Learn the new philosophy
3. Understand inspection
4. Stop making decisions purely on the basis of price
5. Improve constantly and forever
6. Institute training
7.  Institute leadership
8. Drive out fear
9. Optimize the team efforts of teams
10. Eliminate exhortations
11. Eliminate numerical quotas and measurement by objective
12. Remove barriers to pride in workmanship
13. Encourage education and self-improvement
14. Take action
THE SEVEN WASTES
HONDA’S BP process is a well known continuous improvement process that focuses on eliminating waste from its production and support activity process. BP- best position, best product, best price and best partners-
· Philosophy of doing business for continuous improvement as its foundation.
Common causes of waste are a combination of
· Inadequate processes
· Inadequate tools/equipment
· Insufficient layouts
· Lack of training
· Inadequate suppliers 
· lack of standardisation
·  poor management decisions
· Mistakes by operators
· Inadequate scheduling
From these seven wastes, identified by the BP process, listed above include the following:
· Overproduction
· Idle time
· Delivery
· Waste in the work itself
· Inventory
· Wasted operator motion
· Waste from rejected parts
PROVIDING INCENTIVES FOR SUPPLIER QUALITY IMPROVEMENT
· Award longer-term purchase contracts
· Offer a greater share of the purchaser’s total volume to superior performers
· Publicly recognise superior suppliers, including “supplier of the year” awards
· Share the cost of savings resulting from supplier-initiated improvements
· Provide suppliers with access to new technology
· Provide early insight in to new business opportunities and product development plans
·  Invite suppliers to participate in new- product and process development projects
· Allow suppliers to use the purchaser’s supply agreements to obtain favourable  pricing
· Invite suppliers to participate in executive buyer supplier councils
· Create a preferred list of suppliers that are offered first opportunity for new business
PURSUING SIX SIGMA
1. Six Sigma is a management philosophy developed by Motorola that emphasizes setting extremely high objectives, collecting data, and analyzing results to a fine degree as a way to reduce defects in products and services. The Greek letter sigma is sometimes used to denote variation from a standard.
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SIX  SIGMA- reduces much of the complexity that often characterised early TQM efforts. Six sigma relies on a small set of proven methods and trained individuals known as six sigma black bets to apply these sometimes sophisticated quality management tools and approaches. 


USING ISO STANDARDS AND MBNQA CRITERIA TO ASSESS SUPPLIER QUALITY SYSTEMS
ISO 9000:2008
The ISO 9000 family addresses various aspects of quality management and contains some of ISO’s best known standards. The standards provide guidance and tools for companies and organizations who want to ensure that their products and services consistently meet customer’s requirements, and that quality is consistently improved.

Standards in the ISO 9000 family include:
· ISO 9001:2008 - sets out the requirements of a quality management system
1. CUSTOMER FOCUS- Organisations should understand current and future needs and strive to exceed customer expectations
2. LEADERSHIP- leaders establish purpose and direction. They should create and internal environment where people can help achieve the organisation’s objectives
3. INVOLVEMENT OF PEOPLE- Full involvement of employees at all levels will benefit the organisation
4. SYSTEM APPROACH- attention to processes rather than simply output will achieve desired results
5. System approach to management- identifying, understanding and managing interrelated processes as a system contributes to effectiveness and efficiency
6. CONTINUAL IMPROVEMENT- continual performance improvement should become a permanent organisational objective
7. FACTUAL APPROACH TO DECISION MAKING- objective rather than subjective analysis and decisions should lead to effective decision making
8. MUTUALLY BENEFICIAL SUPPLIER RELATIONSHIPS- an organisation and its suppliers are inter dependent. This interdependency enhances the ability to create value

ISO 14001:2004
ISO 14001:2004 sets out the criteria for an environmental management system and can be certified to. It does not state requirements for environmental performance, but maps out a framework that a company or organization can follow to set up an effective environmental management system. It can be used by any organization regardless of its activity or sector. Using ISO 14001:2004 can provide assurance to company management and employees as well as external stakeholders that environmental impact is being measured and improved.
The benefits of using ISO 14001:2004 can include:
· Reduced cost of waste management
· Savings in consumption of energy and materials
· Lower distribution costs
· Improved corporate image among regulators, customers and the public

MALCOLM BRIDGE NATIONAL QUALITY AWARD
An award established by the U.S. Congress in 1987 to raise awareness of quality management and recognize U.S. companies that have implemented successful quality management systems. Awards can be given annually in six categories: manufacturing, service, small business, education, healthcare and nonprofit. The award is named after the late Secretary of Commerce Malcolm Baldrige, a proponent of quality management. The U.S. Commerce Department’s National Institute of Standards and Technology manages the award, and ASQ administers it.
Criteria for Performance Excellence:
1. Leadership: How upper management leads the organization, and how the organization leads within the community.
2. Strategic planning: How the organization establishes and plans to implement strategic directions.
3. Customer and market focus: How the organization builds and maintains strong, lasting relationships with customers.
4. Measurement, analysis, and knowledge management: How the organization uses data to support key processes and manage performance.
5. Human resource focus: How the organization empowers and involves its workforce.
6. Process management: How the organization designs, manages and improves key processes.
7. Business/organizational performance results: How the organization performs in terms of customer satisfaction, finances, human resources, supplier and partner performance, operations, governance and social responsibility, and how the organization compares to its competitors.
STUDY UNIT 7
SUPPLIER MANAGEMENT AND DEVELOPMENT: CREATING A WORLD-CLASS SUPPLY BASE

OVERVIEW
· Supplier performance measurement
· Rationalisation and optimisation
· Supplier development
· Overcoming the barriers to supplier development 
KEY POINTS
· Suppliers play critical roles in the success of most organisations
· 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
7.1 Supplier Performance Measurement
 Supplier performance measurement is the process of measuring, analysing and managing supplier performance for the purpose of reducing costs, mitigating risk, and driving continuous improvements in value and operations.
· Consists of the methods and system 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
[image: ]
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MEASUREMENT AND REPORTING FREQUENCY
· Reporting to buyer
· day-to-day performance for troubleshooting and expediting
· Reporting to supplier
· Routinely summarised 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 system differs in terms of:
· Ease of use
· Level of decision subjectivity
· Required system resources
·  (
Figure 
14
 Categorical System
)[image: ]Implementation cost

· 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
 (
Figure 
15
 Weighted-Point system
)[image: ]
WEIGHTED-POINT SYSTEM
· 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
Example:
[image: ][image: ]COST BASED SYSTEM
· 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)

Total Purchases + Nonperformance Costs
Total Purchases 
· SPI has a base value of 1.0
· It is calculated for each item or commodity provided by a supplier
Example:
[image: ] 











Supplier performance example
[image: ]7.2 RATIONALISATION AND OPTIMISATION : creating a manageable supply base
· Determining the optimum number and quality of suppliers in the supply base
· Rationalisation- how many and which suppliers to maintain
· Optimisation- 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 purchasing 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 one
· 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
· Provided access to supplier’s engineering, R&D, design, testing, production, service and tooling capabilities
· Allows outsourcing of integrated items
REDUCTION OF SUPPLY BASE RISK
· “the magnitude of exposure to financial loss or operational disruption and stems fro uncertainty”
· Need for carefully selected and qualified suppliers
· Reduced variability and more consistent quality
LOWER ADMINISTRATIVE COSTS
· Greater information sharing
· Formalised 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 volumes
· 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 of MAINTAINING FEWER SUPPLIERS
· Supplier dependency
· Absence of competition
· Supply disruption
· Overaggressive supply reduction
SUPPLIER DEPENDENCY
· Overly dependent on buyer for suppliers 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)
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 TO SUPPLY BASE OPTIMISATION
TWENTY/EIGHTY RULE
This approach identifies those 20 percent of suppliers receiving the bulk of purchase spend or that minority of suppliers that cause the most quality problems. Purchase spending and supplier quality are two possible decision criteria used to identify suppliers for elimination. Organisations often use this approach when they require a rapid reduction I the number of suppliers.
A disadvantage:
· The possible elimination of otherwise capable suppliers simply because they received fewer purchase dollars. 
“IMPROVE OR ELSE” APPROACH
This approach provides all the suppliers, regardless of their performance history, a chance to remain in the supply base. It involves notifying suppliers that they have a specified period of time in which to meet new performance requirements – from improved quality levels and delivery performance to lead time and cost reductions, or any other key performance indicator

TRIAGE APPROACH
This approach requires the systematic evaluation of the performance of individual suppliers and placement into one of three categories
1. Suppliers that are marginal performers or otherwise incapable of meeting purchase performance requirements, wither currently or in the future
2. Suppliers that do not consistently meet purchase requirements I all areas but demonstrate sufficient improvement potential.
3. High-quality capable suppliers requiring no improvement assistance. These suppliers are candidates for collaborative buyer-seller relationships, which may include longer-term contract in exchange for continuous improvement, as well as being considered for alliance.

 (
Figure 
16
 SUPPLY BASE OPTIMISATION AND DEVELOPMENT
)



COMPETENCY STAIRCASE APPROACH
This method requires suppliers to successfully navigate a succession of performance milestones in order to remain in the supply base. Suppliers must pass a series of hurdles which is analogous to climbing a staircase.
1. All suppliers must meet a buyer’s basic quality standards for consideration as potential suppliers. 
2. The supplier’s ability to meet a buyer’s technical specifications and product performance requirements
· Demonstrating sustained product competency, delivery capability (j-i-t), willingness to share information, supplier size, sustainability and physical proximity to the buyer.
· Different purchase requirements will present varying sets of hurdles
·  Each hurdle results in fewer and fewer suppliers remaining in the buyer supply base.  
SUPPLIER DEVELOPMENT: A Strategy for Improvement 
PROCESS MAP
1. 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 based 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 to be able to become more responsive? 
· Does the buyer plan to develop and maintain open and trusting relations?

2. IDENTIFY CRITICAL SUPPLIERS FOR DEVELOPMENT
· Use a supply base assessment system 
· Routinely evaluate suppliers and rank them best to worst 
· Poor performers are candidates for elimination
· Middle-of-the-road suppliers are candidates for development

3. FORM CROSS-FUNCTIONAL TEAM
· Develop internal consensus and support 
· Improve internal processes first
· Typical members
· Supply management
· Engineering
· Operations
· Quality
4. MEET WITH SUPPLIER’S TOP MANAGEMENT TEAM
· Establish relational building blocks
· Strategic alignment
· Measurement
· Professionalism
· Establish positive tone
· Reinforce collaboration
· Foster 2-way communication
· Develop mutual trust

5. IDENTIFY OPPORTUNITIES AND PROBABILITY FOR IMPROVEMENT
·  May  be driven by final customer’s requirements and expectations
· Determine probability and scope of improvement
· Jointly agree upon areas of improvement

6. 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

7. REACH AN AGREEMENT ON KEY PROJECTS AND JOINT RESOURCE REQUIREMENTS
· Identify necessary resources 
· Obtain commitment to deploy resources
· Develop specific measures and metrics that demonstrate success
· Develop visible milestones and time horizons

8. MONITOR STATUS OF PROJECTS AND MODIFY STRATEGIES
· Routine monitoring
· Ongoing 2-way exchange of information
· Analyse progress toward visible milestones
· Modify plan as necessary to maintain momentum or address new findings
7.4 OVERCOMING BARRIERS TO SUPPLIER DEVELOPMENT
· Direct involvement activities (hands-on): companies often send in their own expert personnel in to assist suppliers
·  Shared personnel
· Incentives and awrds (the carrot)
· increase in future order volumes
· warnings and penalties (the “stick”)
· withhold future business

1. BUYER SPECIFIC BARRIERS
· Barrier: Buying company’s purchase volume from supplier does not justify development investment
· Solution: Standardisation 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 organisation for supplier development
Solution: Prove the benefits

2.  BUYER-SUPPLIER INTERFACE BARRIERS
· Barrier: Supplier is reluctant to share information on cost or processes
· Solution: create an ombudsman- who deals with soft side of the business primarily human resources issues not usually associated with cost quality or delivery.

· Barrier: confidentiality inhibits information sharing
· Solution: establish confidentiality agreements

· Barrier: Supplier doesn’t trust buyer
· Solution: spell it out

· Barrier: organisational 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

3. SUPPLIER-SPECIFIC BARRIERS
· Barrier: Lack of commitment in the part if 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 centres
· Solution: provide human resource support

LESSONS LEARNED FROM DEVELOPMENT
· Managerial attitudes are a common and difficult barrier to overcome
· Realising 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

STUDY UNIT 8
STRATEGIC COST MANAGEMENT
THE HONDA BUSINESS MODEL FOR SUPPLIERS
· Six-year plan 
· 100% understanding of all components of product cost
· Lean supplier development concurrent engineering 
· Flawless new product launch
· Communications 
In today’s economy the driving force behind global competition can be summarised in a single equaiton:
Value=(Quality+ Technology+ Service + Cycle Time)/ Price
Although purchasing has a major impact on allof the variables in the numerator in this equation. The focus is on the denominator: price and its driver, cost.
PRICE ANALYSIS
· Process of comparing supplier prices against external price benchmarks

COST ANALYSIS
· Process of analysing each individual cost element that makes uo final price
TOTAL COST ANALYSIS
· Applies value equation across multiple process
HISTORICAL COST REDUCTION APPROACHES
· VALUE ANALYSIS/VALUE ENGINEERING
· PROCESS IMPROVEMENTS
· STANDARDISATION
· IMPROVEMENTS in EFFICIENCY USING TECHNOLOGY
 (
Figure 
17
 STRATEGIC COST MANAGEMENT PROCESSES
)
VALUE ANALYSIS/ VALUE ENGINEERING
· Team-based
· Cross-enterprise
ON-SITE SUPPLIER DEVELOPMENT
· Process to accomplish supplier continuous improvement

CROSS ENTERPRISE COST MANAGEMENT
· 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












STRATEGIC COST FRAMEWORK

GENERICS (high supplier & low value)
· Competitive market with many potential suppliers
· Emphasise total delivered price
· No need for detailed cost analysis
· Users order direct through supplier
COMMODITIES (high supplier & high value)
· High value product and services
· Competitive market situation
· Traditional bidding approaches
· Identify competitive pricing through price analysis

UNIQUE PRODUCTS (low supplier & low value)
· Few available suppliers 
· Relatively low value 
· Standardised products
· Try to move to generics quadrant over time

CRITICAL PRODUCTS (low supplier &high value)
· Requires majority of buyer’s focus
· Relatively few suppliers
· Higher value items
· Explore opportunities for
· VA/ VE
· Cost-savings sharing
· Collaborative efforts to identify cost drivers
· Supplier integration early in product development cycle

PRICE vs. COST vs. TOTAL COST ANALYSIS
PRICE ANALYSIS 
· Commodities and generics quadrants
COST ANALYSIS
· Unique and critical products quadrants
 (
Figure 
18
 MARKET-BASED PRICING
)

MARKET STRUCTURE ANALYSIS
· Number of competitors in industry
·  Relative similarity (or lack thereof) of competitive products
· Any existing barriers to entry for new competitors
MARKET STRUCTURE TYPES
Monopoly
· Single supplier market
· Unique product with no substitutes
· Large barriers to entry
Oligopoly 
· A few large suppliers 
· Pricing strategies of one supplier influence others in the industry
Perfect Competition
· many small suppliers
· price is solely function of supply and demand
· minimal barriers to entry
ECONOMIC CONDITIONS
CONDITIONS FAVOURABLE TO SUPPLIER
· high level of capacitiy utilisation
· tight supply
· strong demand
CONDITIONS FAVOURABLE TO BUYER
· Low level of capacity utilisation
· High level of supply 
· Weak demand
ANALYSING SUPPLIER PRICING
· Does the supplier have long-term or short- term pricing strategy?
· Is supplier price leader or price follower?
· Is supplier attempting to establish entry barriers?
· Is supplier using cost-based or market-based approach?


MARKET DRIVEN PRICING MODELS
· PRICE VALUE MODEL
·  
· MARKET-SHARE MODEL
· MARKET SKIMMING MODEL
· REVENUE PRICING MODEL
· PROMOTIONAL PRICING MODEL
· COMPETITION PRICING MODEL
· CASH DISCOUNTS
PRICE VALUE MODEL
· MAXIMISING PROFIT
· Lowering 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 tolling setup, and operating techniques
MARKET-SHARE MODEL
· long run profitability depends on level of market share obtained
· also known as penetration pricing
· lower margins initially to increase market share
· eventually spreads out indirect costs over greater volume
MARKET- SKIMMING MODEL
· start with high price with high-end product
· the lower the price as the market penetrates to exclude competition
· seed of revenue management (dynamic pricing)
REVENUE PRICING MODEL
· dynamic pricing 
· price differentiation
· Airline industry
PROMOTIONAL PRICING MODEL
· Prices set to enhance overall product line profitability, not individual products within line
· Sometimes prices are set lower than costs
· Need to utilise total cost of ownership(TCO) analysis
COMPETITION PRICING MODEL
· Focuses on reacting to actual or anticipated competitor pricing
· What is highest price the supplier can charge and be just below its competition?
· Example
· Reverse auctions
CASH DISCOUNTS
· Incentives to buyer who pay invoices promptly
· Usually worthwhile to take advantage of cash discounts
· Relatively high return
 (
Figure 
19
 ATTRIBUTES OF DIFFERENT HEDGING TOOLS
)












	
Figure 20 Customer buys a fixed-price swap
Figure 21 Customer buys a Call Option
 (
Figure 
22
 Customer buys Zero-Cost collar
)c










PRODUCER PRICE INDEX (PPI)
· Appropriate for market based products where price is largely function of supply and demand
· Published by U.S. Bureau of Labour Statistics (BLS)
· PPI tracks material price movements on quarter-to -quarter basis


8.3 COST ANALYSIS TECHNIQUES
· Cost based pricing model
· Product specifications
· Estimating supplier costs using reverse auctions
· Break-even analysis

COST BASED PRICING MODEL
Cost mark-up pricing model
· Estimate cost and add mark-up%
Cost mark-up pricing
· Assume supplier desires 20% markup over its $50 total cost
$50 + (20% x $50) = $60
· 
Margin Pricing Model
· Establish profit margin that is predetermined % of  quoted price
Margin pricing example
· Assume supplier would like 20% profit margin on sales price
· Assume $50 total cost
· Cost+(Margin rate * unit selling price) = unit selling price
· Cost ÷ (1 – margin rate) = unit selling price
$50 ÷ (1 – 20%) = $62.50
· 
Rate-of –return pricing model
· Desired profit on financial investment
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 per unit
$50 + ((20% x $300,000) ÷ 4,000) = $65
PRODUCT SPECIFICATIONS
· Custom design and tooling increasing product costs
· Determine if added differentiation gives competitive advantage in marketplace
· Standardised components helps reduce product costs
COST ANALYSIS
· Direct function of quality and availability of information
· Techniques
· Require 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 judgement
· Review of public financial documents
Example:
[image: ]
OPPORTUNITIES FOR COST REDUCTION
· Plant utilisation
· Process capability
· Learning curve effect
· Supplier’s workforce
· Management capability
· Supply management efficiency

Learning curve
· A learning curve displays the relationship between the “per unit cost (or time) and the cumulative quantity produced of a product
· Basic learning curve premise:
· the production cost (or time) per unit is reduced by a fixed percentage (1-r) each time that production is doubled
· 	Definitions 
 	  C1	= the cost (or time) of the 1st unit
	Cn	= the cost (or time) of the nth unit
  	 Cm	= the cost (or time) of the mth unit
	r		= the learning rate
			= % of previous cost (or time) whenever production is doubled
	a 	= the learning curve constant (> 0)
	n or m	 = total number of units produced
· Basic Learning Curve Formula
    	Cn 	= C1 (n-a  )=C1 / (na)
· Growth rate learning curve Formula
    	 Cn	 =  Cm[(n/m)-a]

· Three methods to compute “a”
	Case 1) learning rate r is known
		a 	= - ln (r) / ln (2)
  
	 Case 2) C1 and Cn are known 
          	 a	=  -ln (Cn /C1) / ln(n)

	 Case 3) Cm and Cn are known
 		a	=  -ln (Cn /Cm) / ln(n/m)

· Computing “r”
· Step 1: compute a using case 2 or case 3
· Step 2: r= 2-a 
Example 
r = 90% and C4 = $100

Example 1 
Production Airlines manufactures small jets. The initial jet required 400 labor days to complete.  
Assuming an 80% learning rate, how many labor days will be required for the 20th jet.
	
 Example 2 
Suppose it costs a firm $60.00 to produce the 1st unit and $48.00 to produce 160th unit.  What is the learning rate for this company?

Example 3 
Suppose it costs a firm $1200 to produce the 2,000th unit and its learning rate is 75%.   How much should it cost to produce the 8,000th unit?

INSIGHTS FROM BREAK- EVEN ANALYSIS
· Identify if target purchase price provides reasonable profit given supplier’s cost structure
· Analyse supplier’s cost structure
· Perform sensitivity (what if ) analysis on impact of varying mixes of purchase volumes and prices
· Prepare for negotiation
ASSUMPTIONS FROM BREAK- EVEN ANALYSIS
· Fixed costs remain constant over period and volumes considered
· Variable costs fluctuate in linear fashion
· Revenues vary directly with volume
· Fixed and variable costs include semi-variable costs
· Considers total cost rather than average costs
· There are minimal joint costs
· Considers only quantitative factors
Break even analysis
Net income (or loss) = P(X) - VC(X) - FC
· Where:
· P = average purchase price
· X = units produced
· VC = variable cost/unit of production
· FC = fixed cost of production
· Net income = $0 @ break-even point 









	Net income (or loss) = 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
8.4 TOTAL COST OF OWNERSHIP
PURCHASE PRICE
· invoice amount paid to supplier
ACQUISITION COSTS
· costs of bringing product to buyer
USAGE COSTS
· conversion ad support costs
END-OF-LIFE COSTS
· net of amounts received/ spent at salvage
Building a TCO model
1. Map the process and develop categories
2. Determine cost elements for each category
3. Determine how each cost element is to be measured (metrics)
4. Gather data and quantify costs
5. Develop a cost timeline
6. Bring costs to present value
Opportunity costs
· cost of next best alternative
Examples: 	 lost sales, lost productivity, downtime
Factors to be considered in TCO
· Use for evaluating larger purchases
· Obtain senior management buy-in
· Work in a team
· Focus on big costs first
· Obtain realistic estimate of life cycle
· [image: ][image: ]Consider all relevant costs in global sourcing throughout supply chain
8.5 
COLLABORATIVE APPROACHES TO COST MANAGEMENT
· TARGET PRICING
· Used in new product development
· Sales price - Profit = Allowable cost
· Gap in cost become cost reduction goal
· COST SAVING 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 on high degree of
·   Trust
· Information sharing
· 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 savings sharing starts and how calculated
WHEN TO USE COLLABORATIVE COST MANAGEMENT APPROACHES
· Not appropriate for all sourced items
· Supplier contributes high levels of added value
· Complex, customised items
· For products requiring conversion from raw material through supplier’s design
For two years:
· Material cost reduces through substitution by $1.50/unit
· Overall material costs rise by 4%
· Labor rates increase by 3 percent per unit
· Scrap rate decreases  by 50%
· Year 2 The supplier receives 50 % of the $1.50 material reduction
[image: ]
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STUDY UNIT 9	
PURCHASING AND SUPPLY TECHNIQUES
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
· Operates 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 
· At the 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

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
· Breakdown the project into phased deliverables
· Manage expectations continuously and consistently
· Measure objectively
· Ensure rapid problem resolution

PROJECT PHASES
· CONCEPT
· PROJECT DEFINITION 
· PLANNING
· PRELIMINARY STUDIES
· PERFORMANCE
· POST-COMPLETION

	

CONCEPT PHASE
· Initiate broad discussion of project
· Identify broad constraint
· 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, tasks, timing, budget and resources
· Create organisation 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
POST-COMPLETION 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
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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




 (
Figure 
23
 NETWORK EXAMPLE
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9.2 LEARNING CURVE ANALYSIS
· Establish the rate of improvement due to learning as producers realise direct labour cost improvements as production volumes increase
· The learning rate represents the improvement as production doubles 85% learning rate indicate that direct labour 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 pursue productive 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 labour content
VALUE ANALYSIS/ VALUE ENGINEERING
· involves examining all elements of a component, assembly ,end product, or service to make sure that it fulfils 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
· 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 customised 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, labour, 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 specifications 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
· Analyse
· Recommend and execute
· Summarise and follow up
Gather information
· 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 data creating techniques
· Develop as many improvement ideas as possible without judgment
Analyse stage
· Perform critical evaluation of ideas created iin 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
Summarise and follow up stage
· Ensure that progress is being made
· VA team may follow up
· Another team may have this responsibility
9.4 QUANTITY DISCOUNT ANALYSIS
· Allows buyer to verify that quanity discounts are reasonable
· Buyer may be able to negotiate price improvement through a better understanding of incremental unit costs
· Prices at specific quantities vs. prices at quantity ranges
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9.5 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 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
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STUDY UNIT 10
CONTRACT MANAGEMENT
· Elements of a contract
· How to write a contract
· Types of contract
· 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 recognising cultural or legal landmines
PREVENTIVE CONTRACTING
· Fully understand 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?
· It establishes the terms and conditions by which the parties agree to conduct business
· Defines the type of relationship
· Represents the understanding of the parties
10.1 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 favoured 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)
10.2 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 ids 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
10.3 TYPES OF CONTRACTS
FIXED-PRICE CONTRACTS
· 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 stared does not change
· Can be obtained using:
· Price quotation
· Supplier response to RFP
· Negotiation
· Simplest and easiest contract
· Supplier bears the 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 labour 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 determination contract
· Typically utilised 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 high degree of uncertainty 
COST PLUS INCENTIVE FEE
· Similar to fixed-price plus incentive except incentive is based on changes in allowable changes in allowable costs
· May include cost-savings sharing at 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
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 labour 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 and technology uncertainty
· Supplier’s ability to impact costs
· Total dollar value of the purchase
 (
Figure 
24
 Desirability of contract types
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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 approx 1 year)
BENEFITS OF LONG TERM CONTRACTS
· Assurance of supply
· Access to supplier technology
· Access to

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


























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



























Call Options


Specific, up-front cost    (like buying insurance)


Ceiling price established


Collars


Often, no up-front costs


Downside is price is set (floor)


Unlimited downside price participation


Upside cost is capped (ceiling)


Fixed Price Swaps


No up-front costs


Single, fixed price


Full protection from higher prices


No ability to participate in price decreases





























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


















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










114

image3.jpeg
and Delivery System

A;iﬁtomntive Supply Chain: The Role of Materials Planning and Logistics in the Prodﬁm

CARS
_ - Car Dealers
=
; P :
- .- - Allocated - __ i bl
A Sales " Buildable S Asserg::ly lateria Shipping
Qperations QOrders . " anning
* Vehicle scheduling Assembly Line
== 7777 7™ e Pre-production planning )
New Products and ; ;
Pmc!ucl B i - Compc-ments schet?ulmg Wareh;usmg
Engineering Changes , * Planning/sequencing Receiving
: Ll
‘ Ship - 2
Release’, .. o =
h 1 " Request "~
. to Buy
A Manufacturing — 57 Plants Stampings i ‘. Ship Releases
Engines Transmissions Castings : Request Eiklnesiing
g t Changes
Electrical/Fuel i '
ectrical/Fue i Jio ' '
Handling Devices Components Group | Erectronics i Y .
Plastics/Trim . i PURCHASING
Glass Products Climate Control | ] 0
u‘MJ.‘..cs..anw...;;‘._:.,.(_.‘.L,.‘«.,‘...‘.N- =2t g o ey i) ! G
: Sourcing : I
! : V 1
o ' L MATERIALS SUPPLIERS ___|
: E (Hundreds)
. . ) i
% >+ . Advance Ship Notice, . -
N . @ """" »
%, o
‘%e’/b

i ~Cf"inges and Ship Releas®. _ - -

T - _ - -+ Information
— Part:'//




image4.emf

image29.png
Purchase Order

Involce

Buyer’s Supplier’s
internal system internal system




image5.gif
Procurement support personnel willncreasingly co-locate with intornal
customers to achiove greater understanding of equirements and integration

Engineering Operations Warketing
+Evchingproductand | | insihtnto suppler | | Forecastand domand
process technology porormance planning reguiemorts
reaurements ~Requiements in ~Eary insight o new
~Eany nsgtinto cost. qualty productideas
mateir speccatons | | deery, ey tme.
~Supportnow product | | +Insight o copacy,
wams. materialand

Servicanesds

. R

Formally reportto the procurement
‘organization




image30.jpeg
Category Weight Subweight Score Weigtited Subtotal
(1-5scale) Score
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
Debtstructure 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
researchand 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





image31.jpeg




image32.jpeg
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
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Factor

Description

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
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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
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Advantages Disadvantages Users
* Flexible system * Tends to focus on * Most firms can use
* Supplier ranking unit price this approach
allowed * Requires some
* Moderate computer support

implementation
costs

* Quantitative and
qualitative factors
combined into a
single system
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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





image37.jpeg
Weighted

Performance Category Weight Score i

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
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Commodity: Integrated Circuit

Part Number Supplier Unit Price SPI Total Cost
04279884  Advanced Systems $3.12 1.20 $3.74 ok
BC Techtronics $3.01 1.45 S4.36
Micro Circuit $3.10 1.30 $4.03
04341998  Advanced Systems $5.75 1.20 $6.90 4
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)
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Supplier: Advanced Systems

Commodity: Integrated Circuit
Total part numbers in commodity: 2

A. Total purchase dollars this quarter:
Nonperformance Costs:

Event # of Occurrences
Late delivery
Return to supplier

Scrap labor costs
Material rework costs

oW N ;

B. Total nonperformance costs
C. Purchase + nonperformance costs (Line A + Line B)
D. Supplier Performance Index (SPI) (Line C / Line A)

E. Service factor rating

Avg Cost
per Occurrence

$150.00
$45.00
$30.00
$100.00

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

$5,231.67

Extended Cost

$750.00
$90.00
$90.00
$100.00

$1,030.00

$6,261.67

1.20

78%
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Critical Products

Strategies:

«Cost analysis

*Collaborative cost-reduction
efforts focused on total costs

Commodities

Strategies:
* Leverage preferred
suppliers

* Price analysis using market
forces

Unique Products
Strategies:
*Cost analysis — reverse
pricing

*Standardize requirements

Generics

Strategies:

*Total delivered cost
*Automate to reduce
purchasing involvement
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Hypothetical price

Profit/SG&A allowance (15%) -3
Subtotal| $17
Direct material -4
Subtotal| $13
Direct labor -3
Manufacturing burden (overhead) $10
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Purchase Price:
Hardware $ 1,200,000
Software licenses A, B, and C $ 450,000
Acquisition Costs:
Sourcing $ 42,500
Administration S 150 S 480 S 480 S 480
Usage Costs:
Opportunity cost — productivity S 450,000 S 450,000 S 450,000
Installation $ 700,000
Equipmentsupport $ 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 S (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
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Purchase price:

» Hardware + $1,200/PC — supplier quote
+ Software licenses A, B, and C | « $450/PC — supplier quotes (3)

Acquisition costs:

- Sourcing +2 FTE employees @ $85K and $170K for 2 months
+ Administration +1P.O. @ $150, 12 invoices @ $40 each

Usage costs:

+ Installation « $700/PC

» Equipment support * $120/month/PC — supplier quote

* Network support + $100/month — supplier quote

* Warranty + $120/PC for 3-year warranty

» Opportunity cost — lost » Downtime: 15 hours/PC/year @ $30/hour
productivity

End-of-life costs
- Salvage value « $36/PC
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First-year target price = $61.00

Negotiated/Analyzed
Cost Structure

+ Material

« Labor rate

» Burden rate

+ Scrap rate

+ SG&A expense rate

« Effective volume range

+ $20/unit

+ $8.50/unit

+200% of direct labor
*10%

+10% of mfg cost

+ 125,000 units/year £ 10%

* Projected product life +2 years
+ ROl agreement +30%
. Year 1 Year 2
Supplier Investment $3,000,000 $2,000,000
Total Supplier Investment $5,000,000

Cost Savings Sharing
(50/50)

+ Direct labor
+ Scrap rate

*10% annual reduction
*50% annual reduction
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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% 5.00 4.50
Total Cost | $55.05 | $49.52

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

Selling price $61.05 | $56.27 | New selling price after Year 1
improvements

** Profit based on 30% return on investment negotiated in agreement
(S5 million over 2-year investment x 0.3) / 250,000 total units = $6.00 profit/unit
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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 | H
Test computerized system J |
Select final suppliers K G
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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
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Quantity

10

Total Cost

$85.00

$240.00

$420.00

$690.00

Incremental Quantity

10

Incremental Cost

$85.00

$77.50
$77.50
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$60.00

$67.50
$67.50
$67.50
$67.50




image54.png
Step #1
Step #2
Step #3
Step #4
Step #5
Step #6
Step #7

Hourl

Hour2

Hour3

Hour4




image55.png
Employee 1 physically places trailer at receiving dock

15 minutes

Employee 2 unloads the trailer with material handling equipment

30 minutes

Employee 3 checks load quantity from the trailer against shipping
documents for accuracy

30 minutes

Employee 4 acknowledges receipt of the material on the computer
and prints control tickets to move material to required warehouse
locations

60 minutes

Employee 5 attaches control tickets to individual loads

20 minutes

Employee 6 inspects inbound material

30 minutes

Employee 7 moves material to required warehouse location, freeing
up the receipt line for another trailer

30 minutes

Employee 4 files copy of shipping documents and forwards copies to
Accounts Payable at the end of the day (no physical movement
required)

15 minutes
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CORPORATE FORMS MANAGEMENT
ACCOUNT CODE NUMBER/A.F.E.NO./A/F/M/ NO.

REQUEFTED BY

AnyCompany

DATE WRITTEN DATE DELIVERY REQUIRED _ H

REQUIS\TIjN NO. VENDT)R NO. I

PURCHASE ORDER
No.

PURCHASE ORDER NUMBER MUST BE SHOWN
ON ALL DOCUMENTS, ACKNOWLEDGEMENTS,
SHIPPING PAPERS, PACKING SLIPS, PACKAGES,
INVOICES AND CORRESPONDENCE

DEPAR

MENT OR LOCATION

INVOICE IN TRIPLICATE
ATTN: ACCOUNTS PAYABLE
RMS

SHIPPING INSTRUCTIONS

THIS ORDER SUBJECT TO CONDITIONS ON REVERSE SIDE D TAXABLE
ITEM NORQUANTITY

O

DESCRIPTION

TAX EXEMPT

PRICE

- IMPORTANT -

IF YOU CANNOT DELIVER THIS MATERIAL OR SERVICE
BEFORE DATE REQUIRED PLEASE NOTIFY US IMMEDIATELY

AnyCompany

NOTICE:

EQUIPMENT, MATERIALS AND/OR
MUST COMPLY WITH ALL APPLICABLI
ODES FOR PLACES OF EMPLO!

PURCHASING AGENT
ICE UNDER THIS CONTRAC

STATE AND FEDERA

FETY
CLUDING OSHA

AN EQUAL EMPLOYMENT OPPORTUNITY EMPLOYER

0 o

ASST BUYER
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CORPORATE FORMS MANAGEMENT

ACCOUNT CODE NUMBER/A.F.E.NO./A.F.M.NO. REQUESTED BY REQUISITION NO.| VENDOR NO.
Refer to Blanket Order Release J. M. Smith 20659 02867
PURCHASE ORDER
AnyCompany
No. 34833

Corporate Purchasing
Street Address
Any City, State 00000

SEND INVOICE TO:
ATTN: ACCOUNTS PAYABLE

PURCHASE ORDER NUMBER MUST BE SHOWN
ON ALL DOCUMENTS, ACKNOWLEDGEMENTS,
SHIPPING PAPERS, PACKING SLIPS, PACKAGES,

Telephone INVOICES AND CORRESPONDENCE.
DATE WRITTEN _ DATE DELIVERY REQUIRED FO.B. DEPARTMENT OR LOCATION TERMS
1/ 3/ 04 As Requested Our Plant Various 2% 10, Net 30
To SHIPPING INSTRUCTIONS

Miller Plumbing Supply Company
1616 S. E. 3rd Avenue
Anytown, Any State 90641

@ ATTN: SUPPLY ROOM

l
g TAXABLE D

TAX EXEMPT

ITEM NOQUANTITY

DESCRIPTION

PRICE

BLANKET PURCHASE ORDER

6/30/04. Prices
the period of this order.

appears below.

number.

order.

Purchase Order:

~IMPORTANT -
IF YOU CANNOT DELIVER THIS MATERIAL OR SERVICE
BEFORE DATE REQUIRED PLEASE NOTIFY US IMMEDIATELY.

This Blanket Purghdﬁe Order is issued to cover our purchases of
caly s from you for the period 1/3/04 through
are not to exceed your proposal dated 12/15/03 for

This order is not a commitment for any material until actual
releases are made on our standard Blanket Order Release form
#GP-3809 by an authorized AnyCompany employee whose name

All shipments, deliveries, and pick-ups will be accompanied by a
delivery ticket or packing slip.

All packing slips, delivery tickets, invoices and any other
documents relating to this order must reference this Blanket
Purchase Order number and the applicable Blanket Order Release

AnyCompany reserves the right to cancel this order at any time
without cost or obligation for any items not released against this

Personnel authorized to make releases against this Blanket

THIS PURCHASE ORDER SUPERSEDES PURCHASE ORDER
#40019, DATED JULY 1, 2002.

AnyCompany

WM M Bou
PURCHASING AGENT

THIS ORDER SUBJECT TO CONDITIONS ON REVERSE SIDE

0 0

ASST BUYER

NOTICE: EQUIPMENT, MATERIALS AND/OR SERVICE UNDER THIS CONTRACT MUST COMPLY WITH ALL APPLICABLE STATE AND FEDERAL SAFETY

CODES FOR PLACES OF EMPLOYMENT, INCLUDING OSHA.

AN EQUAL EMPLOYMENT OPPORTUNITY EMPLOYER
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f Characteristics of the Buyer-Seller Relationship

TRADITIONAL APPROACH COLLABORATIVE APPROACH

Multiple sources played off — One of few preferred suppliers for each major item
against each other

Buyer takes all cost savings; = Win-win shared rewards

supplier hides cost savings

Little or none — Joint improvement driven by mutual interdependence
Buyer unilaterally resolves — Existence of conflict-resolution mechanisms
disputes

Minimal or no two-way exchange - Open and complete exchange of information

of information

Buyer determines response to — Buyer and seller work together to adapt to changing
changing conditions marketplace

Buyer inspects at receipt - Designed into the product
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Supplier

Commodity

Annual Spend

Rebate Company
Invest Company
Advert Company
Repair Company
Benefits Company
Hardware Company
Partco

Telecom

Display Company
Penpaper Company
Labor Company
Supply Company
Contract Company
Office Company
Graphics Company
Payment Company
Freight Company
Paper Company
Service Plan Company
Service Company
Consumer Company

Energy Company

Rebate fulfillment & call center
Investments
Advertising
Servicerepairs
Benefits

Hardware

Service parts
Telecommunications
Store displays

Paper

Contract labor

Paper

General contracting
Paper

Graphic design
Business & management services
Surface freight
Paper

Service plan

Service parts
Consumer financing

Energy

$329.873.663
$130.328.512
$56.134.490
$49.339,218
$48.969.149
$40.572.450
$39.910.372
$31.055.599
$30.020.969
$29.175.843
$27.880.363
$23.844.707
$22.579.113
$22,257.690
$21.966.989
$20.380.275
$19.369.010
$15.603.682
$15.478.827
$14.868.023
$14.833.333
$14.087.177
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