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FOREWORD

It is over 35 years ago that I first ran into procurement as a source of
strategic value and relevance for the company. Writing the first
Harvard Business Review article about procurement in 1983 led to
the introduction of what became the most commonly used supplier
segmentation in procurement. Since then a lot has happened and I am
now convinced more than ever that procurement is critical for enter-
prise performance enhancement. Procurement and supplier-facing
activities are fundamentally commercial in nature and as a result
need top talent. In fact, procurement may be too small a word for
what the function does and supply chain is a better reference.
Procurement executives and managers can be proud of how much
has been achieved. Most companies now have a chief procurement
officer reporting to the board and procurement teams are impacting
performance across the business. The impact spans not only cost
competitiveness but also sustainability, innovation, risk and cash
management to name just a few. As a result students of procurement
can be excited about what is to come and how much is still to be
done. Procurement is becoming a very good part of the organization
for those seeking to make a mark, have demonstrable ROI and expo-
sure to many parts of the business and commercial processes.

It is with pleasure that I learn about this book focused on develop-
ing leaders of the future and turning thought leadership into action.
Precisely what we need for the next 35 years!

Peter Kraljic
Director Emeritus, McKinsey ¢& Company
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Introduction

The strategic role of procurement

CARLOS MENA

The most strategic decisions in an organization are made around the
boardroom table; however, the procurement function is often conspic-
uous by its absence. In many organizations, the chief procurement
officer (CPO) or purchasing director reports to another function such
as finance, operations or supply chain and does not have a seat at the
table.

While some organizations have recognized the strategic value of
procurement, many have yet to realize the potential benefits it offers
in terms of quality, innovation, sustainability and, most notably, resil-
ience. The COVID-19 pandemic has shown the devastating impact
that systemic risks can cause on supply chains. Across product cate-
gories, from ventilators to vaccines, it has become evident that
procurement decisions directly impact business continuity. As sad as
it is, this realization should serve as the catalyst that makes procure-
ment a more strategic and influential business function.

In this chapter, we first explore how procurement can create
competitive advantage for any organization, discussing its potential
contribution to both the top and bottom line. We then evaluate how
to maximize the impact of procurement by developing and delivering
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strategies, aligned internally with the needs of the organization, and
externally with the requirements of customers and suppliers. Finally,
we look at the leadership role that procurement can play, not only
within its organization but also across the entire supply base. In
essence, in this chapter we argue why procurement deserves a seat at
the boardroom table and how we can present this argument.

Procurement and its impact on the bottom line

The impact of procurement decisions on the bottom line has long
been recognized. On average organizations spend around 40 per cent
of their sales revenue on external goods and services (CAPS, 2017).
For some, this figure can be much higher, for instance, a retailer such
as Walmart spends around 75 per cent of its revenues in sourcing the
products it sells to consumers. This means that every $1 saved in
purchasing is equivalent to about $4 in additional sales.

Figure 1.1 presents a cross-industry comparison of the proportion
of spend in relation to sales. It shows that sectors such as industrial
manufacturing and aerospace and defence spend around 45 per cent

FIGURE 1.1 Spend as a percentage of sales: cross-industry comparison 2017

% of sales
0 5 10 15 20 25 30 35 40 45 50

Industrial | | | | | | | | |

. 45.3
manufacturlng | | | | | | | |

Aerospace and

defence | | | | | | | 44.8

Average 39.5
Petroleum 38.2
Utilities 34.4

Financial services 15

SOURCE Based on data from CAPS (2017)
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of their revenues on raw materials and services, giving procurement
a big responsibility. For other sectors, like financial services, this
proportion is considerably lower.

Procurement and sustainable competitive advantage

Given the substantial impact that sourcing products and services has
on the bottom line, procurement professionals are often proud of
negotiating great deals and achieving cost reductions. However, a
myopic focus on ‘deals’ can be a distraction from a more strategic
role of procurement — its impact on long-term competitive advan-
tage. Failing to recognize that procurement is the gateway to the
supply base, which can bring innovation, quality, technology and
access to new markets, would be a significant oversight.

Organizations gain competitive advantage through the use of
resources at their disposal. These resources allow organizations to
exploit opportunities or neutralize threats, leading to superior long-
term performance (Barney, 1991, 1995). These can include scarce
physical resources (eg land or raw materials), human resources,
know-how, technological resources, financial resources and intangi-
ble resources (eg reputation).

Traditionally, organizations have sought to develop and exploit
internal resources to create competitive advantage. However, manag-
ers increasingly recognize that they can tap into resources beyond
their own four walls, by establishing appropriate external relation-
ships, finding synergies and creating new complementary resources
(Dyer and Singh, 1998; Lavie, 2006). This opens the doors for
procurement to play a strategic role in developing and sustaining
competitive advantage.

Figure 1.2 depicts how both 1) organizational (internal) and 2)
supply base (external) resources can lead to 3) short-term competi-
tive advantage. For these resources to contribute to competitive
advantage they need to be valuable (ie they can make the organiza-
tion more efficient and effective), rare (ie they are not possessed by
large numbers of organizations) and appropriable (ie once an
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FIGURE 1.2 Procurement and sustainable competitive advantage

Time
A
>

COMPETITIVE ADVANTAGE SUSTAINABILITY
PHASE PHASE

1. ORGANIZATION
Production use of firm
resources that are:

e Valuable
* Rare
* Appropriable . 4. If sustained over time
~ g 3. Short-term Which due to resource
Leads to competitive * Imitability
p N advantage e Substitutability
2. SUPPLY BASE *  Mobility

Productive use of inter-
organization resources
through:

* Relationship investments
¢ Knowledge sharing

e Complementarity

e Effective governance

A

SOURCE Adapted from Wade and Hulland (2004)

organization appropriates them, they cannot be exploited by others).
Eventually, some of these resources that are difficult to imitate or
substitute can lead to 4) sustainable competitive advantage.

The procurement function contributes to organizational resources
mainly through knowledge of the supply market (eg commodities
buying, contracting) and skills (eg global sourcing, negotiation,
specification development). These resources are extremely valuable
to an organization, and sometimes can be rare. For instance, the
scarcity of procurement talent can become a source of competitive
advantage for organizations that manage to attract, develop and
retain the best procurement professionals. However, procurement’s
most significant contribution to competitive advantage is through
the supply network’s external sources (see Tesla’s supplier innova-
tion case study).
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CASE STUDY
Supplier innovation at Tesla, Inc

The automotive industry is undergoing its most significant revolution in a
hundred years. The combination of electrification, autonomous vehicles
technologies and changing mobility trends, such as ridesharing, are altering the
competitive landscape, and new players are challenging established companies.
Arguably, the most recognizable of these new players is Tesla.

Tesla was established in 2003 by a group of engineers who aspired to prove
that electric vehicles could be fast and pleasurable to drive. In 2008 they
introduced an all-electric sedan called Model S, capable of accelerating from
0-60 mph in 2.28 seconds. In 2015 they unveiled an SUV — Model X — and in
2017 they started delivering a low-price, high-volume vehicle called Model 3.
Three years later, they launched Model Y, a compact crossover utility vehicle
based on the same platform as the Model 3. These new models have
dramatically boosted sales. In 2020 alone the company sold almost 500,000
vehicles and has now produced over 1 million units.

Central to Tesla’s success has been its iconic CEO, Elon Musk. Musk is well
known for setting very ambitious targets and sometimes criticized for not
delivering, at least, not on time. However, his ambition and determination have
played a role in inspiring employees and suppliers alike. One of their suppliers
noted: ‘Tesla is extremely aggressive, but takes a position that they are the
innovator and will drive technology to the supply base’ (Toolan, 2016).

Tesla’s supply chain approach has been unorthodox. First, they bought an old
assembly plant from NUMMI - a joint venture between General Motors and
Toyota - in Fremont, California. Then, they decided to maintain tight control
over a range of components by building them in-house, bucking outsourcing
trends in the industry. When they source externally, they seek short-term,
single-source agreements, to allow them more flexibility. However, they also
recognize that innovation requires relationships with key partners that have the
right expertise. Such a partnership has been established with Panasonic, the sole
supplier of batteries for all their models.

Together with Panasonic, they built Gigafactory 1in 2017, an enormous
lithiumion battery factory in Nevada, which will cut battery costs by at least
30 per cent. More recently, they have again joined forces with Panasonic to
build Gigafactory 2, a new facility making solar cells in Buffalo, NY.

A recent survey by Deloitte shows that suppliers prefer to build relationships
with customers that encourage innovation. More than half of the suppliers
responding indicated that they would withhold their most innovative products



PROCUREMENT STRATEGY

from automakers that do not participate in collaborative relationships. This
approach gives Tesla an edge over its competitors who are perceived to be more
conservative and slower to respond.

SOURCES Hogg (2016); Tesla (2014, 2020); Toolan (2016); Wernle (2015)

Procurement can stimulate the development of network resources in
four different ways (Dyer and Singh, 1998):

1 Investing in relationship: Procurement can work together with

suppliers to invest in relationship-specific assets, such as new
facilities or equipment, leading to competitive advantage. This
collaboration is usually achieved by providing safeguards and
volume commitments that give suppliers the confidence to invest
in those assets.

Sharing knowledge: The ability to innovate through co-creation of
products and services with suppliers is increasingly recognized as a
key to competitiveness. However, this requires a high degree of
knowledge sharing and the ability to learn from other organizations.
By investing in knowledge-sharing activities, aligning incentives to
encourage transparency and reciprocity, and discouraging free-
riding, organizations can tap into this innovation potential.

Finding complementarity: Organizations can also create competitive
advantage with their suppliers by leveraging complementary resources
with suppliers. Complementarity means that two or more organi-
zations can achieve something together that they could not accomplish
independently. This requires the procurement function to identify
suppliers with potentially complementary resources (through
supplier selection) and put in place the necessary mechanisms to
access the benefits from complementary strategic resources, by
aligning systems, processes and cultures (supplier development and
relationship management).

Establishing effective governance: This is the ability to choose
governance structures that reduce transaction costs and mitigate
supply chain risks. It can be achieved either through contracts or
self-enforcing agreements that rely on trust and goodwill. The key
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is to align relationships and specific transactions with governance
structures.

An important consideration in supply chain governance structures
is how to protect the organization from risks in the supply base.
Global supply chains are vulnerable to events such as natural
disasters; intellectual property rights (IPR) infringements; ethical
violations; and other forms of opportunism from suppliers. Lacking
the right governance structures to manage these risks can have a
strong impact on an organization’s reputation and performance.

To develop a sustainable competitive advantage, organizations not
only need to identify and tap into resources in the supply chain but
also to do it in a way that is difficult for competitors to imitate.

The changing role of procurement

Procurement has gradually transformed from a clerical activity into a
strategic function. In the 1980s there were strong calls for moving
from the routine of transactional purchasing to supply management,
where companies have a thorough understanding of internal require-
ments and the supply market, and can establish their strategic
positioning for different kinds of supplies (Kraljic, 1983).

In the 1990s, with outsourcing and global sourcing trends on the
rise, there were increasing calls for procurement to become a more
prominent and strategic function in organizations. However, a study
by Cammish and Keough (1991) revealed that in many cases, the
procurement function lacked seniority and had limited access to top
management. Furthermore, they found that procurement managers
were paid less than their counterparts in other functions and were
perceived to have little impact on performance. To change this situa-
tion, the advice was to move towards greater cross-unit coordination
and more central control of the purchasing activities, to reduce total
system cost rather than just unit cost.

At the turn of the 21st century, the effects of longer, more frag-
mented and more complex supply chains started to increase risk
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exposure for organizations. Events such as natural disasters, acts of
terrorism, political instability and global pandemics showed that, in
an increasingly globalized and interconnected world, procurement
decisions have to take into account risk and vulnerabilities across the
entire chain.

Another significant trend during the ‘noughties’ was the emergence
of sustainability and corporate social responsibility. Greenhouse gas
emissions, waste, pollution, scarcity of natural resources, workers’
rights and child labour are among a long list of sustainability-related
issues that affect procurement. Both the increasing risk in supply
chains and the greater importance of sustainability call for a change
in the role of and a new set of skills from procurement professionals.

The 2010s started amid a deep economic recession following a
global financial crisis in 2007-8. In some respects, this situation was
detrimental to the development of procurement as a strategic func-
tion because many firms had reverted to an obsessive focus on cost,
at the expense of other critical factors such as value, sustainability
and resilience. Procurement can have a significant short-term impact
on cost by putting pressure on suppliers to reduce prices. Still, this
impact is often short-lived and can damage relationships with trust-
worthy suppliers that might be needed in times of trouble. Ten years
later, the COVID-19 pandemic has exposed how procurement and
supply chain decisions can expose (and protect) organizations from
risks. This realization is likely to broaden the focus and reach of
procurement, as organizations seek to create more agile and resilient
supply chains.

While the role of procurement has changed over time and gener-
ally has become more strategic, some organizations and even entire
industries have been left behind. Maturity models, such as the one
depicted in Table 1.1, represent the different stages of development of
the procurement function. The maturity model presents four stages in
the development of the procurement function:

1 Transactional procurement: At this stage, there is little or no
strategic involvement from procurement, and the function is not
seen as strategically important for the organization. The procurement
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function is decentralized and characterized by a focus on serving
basic needs for materials and services. The main activities involve
processing orders and chasing suppliers, and decisions have a short-
term impact. Pressure is centred mainly on reducing purchasing
prices, and the potential contribution of procurement to organi-
zational effectiveness is minimal.

For organizations at this stage of maturity, procurement personnel
require clerical and basic IT skills to allow them to interact with
internal customers and suppliers. There is limited emphasis on
professional development.

To move to the next stage of development needs a more centralized
function within the organization, which can leverage procurement
spend and deliver greater savings. A broader perspective on total
cost, focusing not only on purchasing price, can also lead to better
results and more significant influence within the organization.

Cost-driven procurement: The procurement function has strategic
intent, but it’s not necessarily aligned closely with the strategy of
the organization. For organizations at this stage, the procurement
function has an analytical approach focused on minimizing costs.
This approach involves achieving better deals from suppliers and
streamlining business processes. The more advanced organizations
in this category take a more holistic view of cost and use tools such
as spend analysis and total cost of ownership (TCO). Procurement’s
contribution to performance is mainly in terms of savings.
Procurement professionals in organizations at this stage tend to
have strong analytical skills that allow them to analyse spend and
evaluate the return on investments. They also have good negotiation
and contracting skills to be able to get the best deals from suppliers.
The impact of procurement on the bottom line should not be
underestimated. However, if organizations want to shift to the
next maturity stage, they need a change in mindset, from a cost
focus to a wider set of financial and non-financial measures
including risk, value, innovation and growth. This will, in turn,
shift procurement’s influence from cost reduction to value creation.
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3 Integrated procurement: Procurement has a clear strategy that is
aligned with that of the organization. The focus at this stage is on
integrating and aligning strategies and processes with stakeholders
across the supply chain, including internal and external customers
and suppliers. To do so, organizations establish a portfolio of
relationships with different stakeholders. The main contribution is
in creating value for the customer and generating additional revenue.

Procurement professionals operating in organizations at this
level need to master the management of complexity and require
not only analytical and negotiation skills but also emotional and
relational skills that allow them to influence others inside and
outside their organization.

The shift to procurement leadership involves a radical change in
the procurement role within the organization and an even greater
change in its role with suppliers. Procurement needs to move from
aligning with the strategy towards formulating strategy in sync
with other functions.

4 Leading procurement: At this stage, the procurement function is
actively engaged in shaping strategy, transforming its organization
and leading the supply base to search for sustainable competitive
advantage. Procurement leaders do not only align their strategy
with the rest of the organization but also shape strategy by creating
a vision that contributes to the success of their organization and
the entire supply chain (see Flex case study).

At this stage, procurement professionals require an extensive set
of transformational, visioning and influencing skills. They need to
convince their internal colleagues of the power of procurement
and align their suppliers to create stronger supply chains.

The four stages in the maturity model represent progress towards a
more efficient and effective procurement function, providing a
competitive advantage to the organization. However, it is essential to
remember that the maturity model is a broad generalization and that
many contextual factors, such as the maturity of the industry, the size
of the organization, the power balance with customers and suppliers,
and the overall economic situation, might affect the role and influ-
ence procurement can have in an organization.



TABLE 1.1 Procurement maturity model

Transactional

Cost-driven

Integrated

Leading

Alignment/
involvement
in strategy

Scope of
activities

Relationship
management
(external and
internal)

Use of
technology

Skills and
knowledge of
people

No strategic orientation or
involvement

Clerical in nature

One-off negotiations with
suppliers

Order processing
Hardly any tendering

No supplier relationship
management (SRM)

No engagement with other
functions

Ad hoc use of IT

Use of spreadsheets

Clerical
Technical skill gaps
Some training provided

Independent from
organization’s
strategy

Commercial
activities
Tendering
Negotiation
Getting the deal!

Limited SRM
Moderate
integration with
internal functions

Automation of
clerical activities
to reduce cost
Technical
competence
Negotiation and
commercial skills

Training provided

Supports organizational strategy
Close alignment

Active in make-buy decisions
Outsourcing

Global sourcing

Focus on strategic sourcing

Relationship management and
supplier development

Portfolio approach to
relationships

Engagement in SRM
Extensive internal integration
Investments in ICT
E-procurement

Professionalized
Highly technical competence
Good project management skills

Systematic integration of
training plans

Influences organizational strategy

Provides strong input to values and
strategies

Move from strategic sourcing to SRM
End-to-end supply chain management

Few areas of external spend
untouched

Relationship management and
supplier development

Seen as customer of choice by
suppliers

Engage with other stakeholders
Close internal alignment

Extensive use of e-procurement +
internet technologies

Professionalized

Highly technical competence
Transformational and leadership skills
Continuous development

Attracts top talent

(continued)

€l



TABLE 1.1 (Continued)

Transactional

Cost-driven

Integrated

Leading

Performance -
measurement
(KPIs) .

How visible is
procurement?

No structured targets and
limited follow-up

Focus on number of
purchase orders handled,
volume metrics and order
process compliance

Not prominent

Targets and
reviews focus on
financial results

Focus on price
reductions and
contract coverage

Elevated profile
based on savings
potential

Balanced scorecard

Focus on total cost of ownership
(TCO) and business alignment

Highly visible internally and
externally

Comprehensive balanced scorecard
Continuous monitoring

Focus on TCO, innovation,
sustainability and continuous
improvement

Internally procurement is seen as a
driver of competitive advantage

Supply chain champion

SOURCES Burt and Doyle (1993); Cousins et al (2006); Freeman and Cavinato (1990); Reck and Long (1988); Schiele (2007)
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CASE STUDY
The LIVING supply chain at Flex

Flex is a multinational technological manufacturer, involved in the design,
manufacture and distribution of products for other companies, including Apple,
Google, Ford and Nike. The company employs over 200,000 people, has
manufacturing sites in over 30 countries, and manages a global network of more
than 14,000 suppliers.

Flex has invested heavily in developing a software system called Pulse to
coordinate such a complex supply chain. The system integrates data from over
50 different information feeds, including internal data sources (eg inventory,
manufacturing, transportation) and external sources (eg news feeds, Twitter, fire
departments, police scanners). Pulse allows Flex’s staff to monitor and analyse
‘big data’ using apps on their phones.

Flex has also built a physical network of Pulse centres, where active tracking
of over 1,000 supply chains is done 24/7. Currently, they have Pulse centres in
the United States, Israel, China, India, Mexico, Poland and Austria.

Many companies have tried to create centrally managed control towers for
their supply chains. Instead, Flex’s approach has been to democratize
information, by making it available to all relevant staff, so that they can make
swift decisions, and react promptly to potential risks.

Tom Linton, their former chief procurement and supply chain officer, asserts:
‘Before the availability of these tools, it was like driving on a motorway in your
car and trying to monitor and increase your speed using yesterday’s
speedometer information. It’s almost a cliché to say that the pace of change is
accelerating, but it’s true. Digital allows supply chains to keep up and often drive
that speed’ (Henderson, 2017).

Linton has a philosophy for running the supply chain. He calls it the LIVING
supply chain, an acronym that stands for:

Live — make real-time information transparent

Interactive - make information interactive across federated supply networks

Velocity - move assets faster and protect working capital

Intelligent — provide descriptive and predictive analytics

Networked - connect the network of partners that co-evolves and co-innovates

Good - create a supply chain that balances economic, environmental and social
factors

15
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By allowing their supply chain to move faster, Flex have removed five days of
inventory from their supply chain, improving cash flow, boosting operating
margins, and improving customer service.

SOURCES Flex (2018); Handfield & Linton (2017); Henderson (201 7)

The context of strategic procurement

Strategic procurement is a process that connects organizational strat-
egy with day-to-day procurement operations. It aims to lead the
supply base to contribute to the organization’s strategy and create
competitive advantage. The challenge is to develop a procurement
strategy that on the one hand is in line with the organization’s strat-
egy and on the other faces the coalface of procurement, and the
different categories and markets in which it operates.

Figure 1.3 presents the activity for formulating and delivering a
procurement strategy as part of three cycle processes. The business
strategy cycle is the process of creating a vision, goals and strategy for
the organization, implementing them and learning from them. The

FIGURE 1.3 Strategic procurement in context
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strategic procurement cycle, which is at the core of this book, repre-
sents the process of developing and delivering on the procurement
strategy. And the procurement sub-processes represent the tactical
and operational activities of sourcing, managing supplier relation-
ships and processing the order cycle. All three cycles use feedback as
a continuous improvement mechanism, but they also feed into each
other, providing alignment across the organizational hierarchy.

While the arrows in Figure 1.3 indicate a general flow from organ-
izational strategy, through procurement strategy and into buying,
they also imply a feedback flow in which the day-to-day realities of
the buying process can affect procurement strategy. In turn, procure-
ment strategy can influence organizational strategy.

CASE STUDY
IKEA responding to challenges in the supply base

IKEA provides a good example of an organization that has adapted its strategy in
response to challenges in the supply base. IKEA is one of the world’s largest
buyers of wood, and in 2020 they consumed 19 million cubic metres of wood.
This represents about 1 per cent of the world’s supply.

While wood is a renewable raw material, it takes a long time to replace a tree.
This presents IKEA and its suppliers with a challenge that is both environmental
and economic. In response, they have developed a sustainability strategy with
clear goals and responsibilities.

In 2012 IKEA set a target to source 100 per cent of their wood sustainably by
2020, promoting sustainable forestry methods across the industry and
contributing to ending deforestation. In their most recent press release, they
claim that in 2020 more than 98 per cent of the wood they use is FSC-certified
or recycled. While this is a formidable achievement, they also acknowledge that
because of disruptions and new suppliers, they cannot guarantee a 100 per cent
fulfilment of their original goal.

As part of this strategy, they have invested in sustainable forests, established
clear forestry requirements, developed a code of conduct for suppliers called the
IWAY, and implemented comprehensive audit and transparency procedures
across the supply chain. Furthermore, they have engaged stakeholders such as
the Forest Stewardship Council (FSC) and the World Wide Fund for Nature
(WWEF) to gain legitimacy and ensure they address wider concerns.

SOURCES Gorman (2013); IKEA (2016, 2021); Kelly (2012)
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Much has been written about business strategy formulation and
about the buying process; the cog at the centre of this process, the
strategic procurement cycle, has received far less attention. This book
aims to fill this gap by providing a deep dive into the different aspects
of strategic procurement.

Procurement sub-processes and the road to maturity

If the purpose of the procurement process is to help ensure ‘supply’ in
the ‘supply chain’, how is that achieved? Essentially there are three
procurement sub-processes to consider, as shown in Figure 1.4. After
specifying needs for supplies, there is a supply market search for the
supplies that are needed. This is followed by the selection of supplies
and the firms who make them. After this process, the suppliers have
been contracted, but they have not yet delivered the physical goods.
For this, we have the operational process in which supplies are
ordered and received, and suppliers are paid for their services.

In Figure 1.4, procurement sub-processes are shown as interlinked
circular processes. On the right are the operational procurement
activities that focus on placing orders, receiving goods and paying
invoices. For these processes to run smoothly, automation through
enterprise resource planning (ERP) or e-procurement tools is often
valuable. But aligning procurement processes with suppliers can be
even more valuable, linking ordering systems on the ‘buy’ side with
shipment systems on the ‘supply’ side. Thus, IT systems help to reduce
errors, accelerate shipments and reduce transaction costs. Managerial
integration can create even greater benefits. This type of integration
takes time, effort and investment and, as a result, it cannot be achieved
with all suppliers. So focal firms contract with selected suppliers and
agree upon product and service catalogues (middle cog, Figure 1.4)
so that — in the operational process — not every purchase needs to be
treated as a new one. Buyers can order from selected and pre-qualified
suppliers so that they do not have to find fresh sources and negotiate
new commercial terms for every order.



FIGURE 1.4 Three main sub-processes of procurement
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Aligning contract and catalogue management means that the left-
hand cog in Figure 1.4 is needed — strategic sourcing. Suppliers are
selected and contracted for longer-term relationships in a particular
area of spend. But prior to that, the company’s need for procured
products and services is assessed in depth, its current spend with
suppliers in each area of spend is assessed, the supplier market is stud-
ied, and a strategy to meet business needs by means of a procurement
strategy is developed. Typically, this strategy is developed by a team of
buyers but includes business users and stakeholders such as manufac-
turing. Often senior management is asked to sponsor and sign off on
strategies. In short, there is a lot that happens before procurement
actions such as tendering for framework agreements even begins.
Development of a strategy for a given category of spend might lead to
the conclusion that the category would be better made in-house, and
so should not be tendered at all. The result of the strategic sourcing
process typically is the appointment of suppliers whose contracts are
used in tactical procurement (production planning, project sourcing,
etc) and operational procurement. Based upon tactical and opera-
tional experiences with contracted suppliers, performance is often
evaluated and rated. Vendor ratings can then be used as the basis for
supplier development and relationship management.

The relative focus of a procurement organization on the three sub-
processes in Figure 1.4 can be tied to maturity levels. If procurement
is mostly focused on ‘procure and pay’ and ‘operational’ activities,
then its buyers are more tactical in nature. If a focal firm allocates
staff and time to activities more to the left, it can be expected to see
greater returns on its efforts and have the opportunity to align
procurement more deeply with strategies and drivers of customer
value. Staff focused mostly on operational procurement activities will
allocate little time to strategic sourcing and supplier relationship
activities, whereas staff focused on the left should not be allocating
too much time to ordering, pricing orders, and tracing shipments and
payments. If this is the case, the lack of balance across the three
processes can lead to tensions, inefficiencies and even undermine the
value that procurement can deliver.
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Structure of the book

The book is structured into four main parts, as depicted in Figure 1.5.
Part One, which includes this introductory chapter, is dedicated to
procurement strategy and structure. This first chapter sets the scene
and explains why procurement is becoming more important and how
it can lead to sustainable competitive advantage. Chapter 2 discusses
how procurement fits in the organizational structure and how it
needs to align its goals, both across organizational layers and through-
outinterorganizational supply chain processes. Chapter 3 concentrates
on the strategic procurement cycle, discussing every stage of the
process and presenting tools and techniques that can be useful at
each stage, such as supply market intelligence, spend analysis and
portfolio analysis.

Part Two explores the role of procurement in the supply network.
Chapter 4 focuses on supplier relationship management, looking at
how to establish the appropriate relationships with suppliers and
how to get the best performance from them. Chapter 5 concentrates

FIGURE 1.5 Structure of the book
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on the global sourcing phenomenon, exploring its benefits and risks
and providing insights into how to establish and manage a global
supply network.

In Part Three, we turn to the different aspects of procurement
performance. First, Chapter 6 concentrates on strategic cost manage-
ment and how cost management can become a strategic weapon for
the organization. This chapter also provides several tools that can be
useful in understanding and managing costs. Chapter 7 elaborates on
the relationship between procurement and financial performance by
focusing on the topic of supply chain finance. Chapter 8 focuses on
another important aspect of procurement performance, namely risk
management. This chapter explains why supply chains are becoming
riskier and what companies can do to manage and mitigate the
impact of risks, such as the COVID-19 pandemic. In Chapter 9, we
turn to the digitization of procurement, where we explore the role of
technology in driving efficiency and effectiveness in procurement
processes.

Part Four focuses on how to sustain procurement performance.
Chapter 10 looks into the environmental and social challenges facing
procurement and provides tools to manage and ultimately gain
competitive advantage from these issues. Finally, Chapter 11 presents
insights into what the future of the procurement profession might

look like.

Summary and conclusions

Procurement is central to organizational performance. It can contrib-
ute to cost savings, but it can also contribute to other critical
performance areas such as flexibility, quality, reliability, innovation,
sustainability and resilience. However, its impact is limited by the
level of maturity of the function. The four-stage procurement matu-
rity model described in this chapter provides a path to help
procurement professionals develop their function to gain impact and
influence.



INTRODUCTION 23

A procurement strategy needs to be aligned both with the organiza-
tion’s strategy and with the processes cutting across interorganizational
boundaries. In this chapter, we have presented a model that describes
how to formulate, implement and execute a procurement strategy
that delivers on its promise of being both strategic and influential.

If procurement leaders are to have a seat at the boardroom table,
they need to understand and demonstrate the impact they can have in
delivering value to the organization and show they can collaborate
both internally and externally to deliver mutually beneficial results.
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Procurement and the organization

Organizing for success

REMKO VAN HOEK

While in theory any organizational structure can work for procurement
there are specific considerations in organizational design that make it
worthy of attention. Procurement teams do not operate in a vacuum
and need to work with peer functions or business units whose money
they are helping spend wisely. This means that the organizational struc-
ture needs to support that. Procurement reporting lines upward and
within the procurement department matter not only for the alignment
with the business but also for target setting and proximity to key stake-
holders (for example, it might help to have reporting lines into the
business to help focus procurement on alignment). Finally, roles and
responsibilities between procurement and the business are important
for procurement success. Since procurement is often positioned as a
business partner and an ‘internal service’ it is key that there is clarity
about ‘who does what’ throughout the core procurement processes.
This chapter is structured as follows: the next section introduces
basic organization forms used for procurement organizations and their
respective pros and cons. Next, the critical internal need for internal
alignment between the procurement function and its colleagues in the
business is considered as a key area to ‘put the organizational structure
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to work’ and a framework for assessing and driving internal alignment
is introduced. The final section considers roles and responsibilities for
procurement and its colleagues in the business.

Procurement organization structures

Prior to procurement’s rise to prominence going back a decade (or
two to three, depending upon what organization you look at), it used
not to be much of an organization on its own. Procurement was
largely an administrative or business support functionality focusing
on ensuring supplies, processing purchase orders and once in a while
negotiating a discount. Buyers were generally tucked away at the
back of the factory and not really organized as a function.

With the discovery of procurement as a function that can help stra-
tegically source areas of external spend, consolidate and coordinate
spend across factories and businesses, and pay for itself multiple times
over, this has changed. In most mid- to large-size organizations a case
has long been made for investing in procurement capability, leadership
and development of a function and a department. The business case for
this is often based upon the opportunity to better organize and coordi-
nate external spend, to improve leverage in contracting and negotiating,
and to form a more orchestrated face to the supply base.

CASE STUDY
John Deere

At John Deere, the farming equipment manufacturer from the United States, the
case for investment in procurement was illustrated by showing the board how
many different gloves were used in factories across its global network of
operations. All had the same quality level and standards, but they were bought
decentrally by uncoordinated (part-time) buyers who (when adding it all up)
actually spent a lot of company time on this. The case was simple: why not have
one capable buyer do this once and for all, to save time, to ensure quality
standards, streamline the interface with the supply base and get a much better
deal on the supplies. It did not take the board long to identify dozens of other
and more important areas to seek out similar benefits.
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With this recognition of procurement came the need and the opportu-
nity to organize procurement as a function and a department. Since
the late 1980s there has been an ongoing wave of procurement direc-
tors and chief procurement officers being hired and appointed as
direct reports of C-level executives. And these have been supported by
lots of benchmarks on how to structure and size their organizations.
Typical measures considered include the amount of external spend per
buyer, number of business entities with unique buying needs, or
number of spend categories with different supply-market dynamics
(often buyers are allocated to areas of spend or business areas, so
diversity of businesses and spend areas drive the complexity of buying).

Procurement reporting lines

Heads of procurement and their teams can be found to report into
different parts of the C-suite. A common reporting line is into the
chief financial officer (CFO) because of procurement’s obvious ability
to drive costs down and support P&L improvement efforts. Reporting
to the CFO can be helpful for procurement, as CFOs can steward
procurement into the business as a go-to function to help the business
hit budget targets. Procurement can also report into the supply chain
or operations organization; this holds particular benefits in an organ-
ization that is heavily operations-focused with a high purchased-in
value, and supplies and suppliers that are critical to ensuring delivery
accuracy and efficiency. While less common, procurement can also
report to the CEO of the organization. This is beneficial because of
the CEO’s big stick and overall perspective, and it can help procure-
ment broaden its contribution to multiple strategic priorities.

CASE STUDY
Note from the author

As a three times chief procurement officer (CPO)/procurement director across
very different industries, | have reported to the CFO, the CEO and the chief
supply chain officer (CSCO). There are noticeable differences in direction and
focus between these top executives, and this impacts what is asked of
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procurement and the CPO. Reporting to the CFO works well at the time that
procurement is driving savings and strategic sourcing and trying to make the
business case for procurement work. The CFO can open a lot of doors to spend
pools and budget holders, either as a suggestion, as a mandate or as part of the
budget process. Reporting to the CEO can open procurement and the CPO to a
broader agenda, and this works best if the case for procurement on savings has
been proven and procurement is ready to do more than strategic sourcing. So,
while reporting to the CEO enables broadening scope and impact, it does require
strategic capability.

Reporting to the CSCO sets procurement up well for a more holistic
involvement in supply chain management. This will likely make it easier to
support key topics such as sustainability and risk management in the supply
chain, topics that we will discuss in later chapters. It certainly also makes it
easier for procurement to avoid a too-narrow focus on purchase price only.
Obviously, not every company has an integrated supply chain organization (and
more should), and in some industries there may not be much of a need for such
an organization (think of banks or consulting firms, for example). This makes
procurement a unique part of the supply chain; while not all companies have a
supply chain, all companies do have external spend and relevance for a
procurement function.

All these considerations reinforce the relevance of developing an operating
model and organizational design for procurement that works well for the
company and its industry. In this process, there are no universal solutions.

Three models

Table 2.1 compares three typical organizational structures. The decen-
tralized structure at the top of the chart was most common in the past
and is used in organizations where procurement is not really organized
as a function. As a result, there is no leverage across businesses, and
there is not a real ability to manage spend areas as such; the focus is on
supporting the local business needs without much scope for investment
in the development of buyers and the procurement team, because of its
small, operational and local focus. The latter can represent a benefit of
this structure; proximity to local business issues and markets, and visi-
bility locally of procurement’s contribution. This structure is used least
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frequently by modern and advanced procurement functions today,
when compared to the two alternative structures, as its downsides
outweigh its benefits. Its benefits can also be retained in the centre-led
organizational model.

The centre-led structure supplements local buyers and teams with a
small corporate team, headed by a senior procurement leader, consist-
ing of category managers or lead buyers. While the senior procurement
leader provides functional leadership to the entire procurement organ-
ization, only the corporate team has a direct reporting line into this
leader. The local buyers and team will report to a manager in the busi-
ness, possibly with a dotted secondary reporting line into the central
procurement leader. The role of the central team of category managers
or lead buyers is to leverage spend across business units and local teams
into coordinated spend pools and categories, and to develop strategies
and strategic sourcing initiatives for categories of spend, as well as
presenting one face to critical suppliers. This represents a serious
commitment to developing the procurement function that brings a lot
of added benefits to local teams, including investment in the function,
new best practices and a central team that helps get more out of local
spend across the company. The centre-led model is often used in organ-
izations where there is a legacy of local teams that report to local
businesses. The board investment in procurement is planted on top and
in addition to that. This structure does have some potential tension
built into it if locally optimized buying might not match 100 per cent
with globally optimized buying. In particular, when local businesses
are under pressure and consider the buyers in their organization as
‘theirs’ this introduces tension in the procurement organization
between the ‘local heroes who know their business best and have done
this well for a long time” and the ‘corporate people who are planted in
the corporate centre — really smart but further removed’.

This tension is why boards sometimes choose to have all buyers
reporting centrally into the office of the chief procurement officer
(CPO). This holds the benefit of strong alignment between buyers in
different parts of the organization and makes it easier to coordinate
well and create a one-team approach to maximize procurement
impact. The risk in this structure, of course, is that buyers end up

29



TABLE 2.1 Typical procurement organization structure
Central
Type of procurement Local P&L
organization Description Pros Cons control responsibility
Decentralized  Procurement takes place Local control and autonomy No volume leverage Low High
in local businesses with no  Embedded in the business No sharing of practices
corporate role Flat organization structure Duplication of efforts
with clear accountability Reduced ability to invest in people
Good match to local supply- and technology for
based and service professionalization
Centre-led Small central team for Ability to achieve leverage by ~ Requires stronger leadership to Medium Medium
category strategy and establishing collaboration ensure local buyers engage
supplier segmentation across businesses May take longer to professionalize
Local buyers in the Limited overhead costs and and achieve results
business report dotted line  Proximity to the local business  Because businesses can ‘opt out’
into procurement maintained results may only be achieved
Ability to share best practices  partially
and learn from each other
Centralized Central procurement Maximum corporate leverage Procurement more removed from High Low

organization for all spend
and all buyers report into
the procurement function

Easiest to streamline
procurement process and
develop once for all
Ability to professionalize
procurement

the business

Lowered local responsiveness
Risk of overhead and central
bureaucracy
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removed from local buying needs and operational considerations. So
for a central structure to not turn into a ‘corporate waterhead’, it is
key that buyers stay connected to stakeholders they are working with
and for in the business, and that they not only spend time there but
also really work on embedding themselves into different functions.
Five additional considerations about organizational structures:

1 Reporting line, not location — the differences between the three types
of organizational structures reflect differences in reporting lines; to
the business, dotted line or hard line into the function. Do not
confuse this with location. While in the centralized structure, buyers
all report to a manager in the procurement function; they are not
necessarily all located in the corporate head office. In fact, it makes
sense to locate (some) buyers in this structure in business locations;
it can help reduce the risk of being removed from the business.

2 Cultureiskey—on top of the organizational considerations surrounding
the organizational structures — do not ignore company culture. If a
company is very focused on local decision making and local operating
structures implementing a centralized model, even when sensible from
a procurement perspective, may put a wedge between procurement
and its business partners.

3 Don’t go against the operating model of the business — equally so, if
a company is very centralized throughout its organization, choosing
a decentralized structure for procurement might lead to alignment
challenges between procurement and the colleagues in the business
that it needs work with (we will discuss alignment with the business
further in the next section).

4 Change over time — as procurement teams mature, and businesses and
markets change, the best organizational structure may change over time.

5 Allcan work,nothing might work —having been part of procurement
organizations of all three types, it is my experience that all can
work with the right leadership and efforts of procurement teams to
align with the wider business. And all can fail without effort to
drive alignment. So while an important choice to make, picking the
right organizational structure on its own is no guarantee for success
in procurement.
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CASE STUDY
Webhelp

Webhelp is a fast-growing customer contact company based in Europe that is
active in over 30 countries with over 150 centres and 50,000 staff. The
company operates customer contact centres for its customers across a number
of industries.

When the CFO of the company initiated a corporate performance
improvement programme, procurement was included as one of the tracks in that
programme. This set procurement up well to explore opportunities to organize
for greater business contribution. The programme was CFO-driven, had board
support and its steering committee involved C-level executives from around the
company.

During a period of a few months of procurement opportunity assessment, the
team involved in the programme conducted spend analysis, worked with country
teams to identify and prioritize procurement opportunities, and ran pilot
sourcing projects in selected high-potential high-return IT and facility spend
categories. Based upon this experience, the initial results, and the long list of
opportunities for more effective procurement and strategic sourcing, an
organizational model was proposed to the board in order to organize for ongoing
success.

Because the company is very decentralized in its organization and has a
culture of strong local autonomy and decision making, a centralized
organizational structure was not even considered an option; it would have put
procurement at odds with the company culture and the ways of working
throughout the company. Instead, the company selected a centre-led model, as
it found this would combine the ability to aggregate spend and implement more
strategic sourcing approaches across countries, with the retention of local
autonomy and agility while avoiding too much of an increase in corporate
overheads and policy.

Internal alignment as a prerequisite for procurement impact

A primary operating principle in procurement touches upon the work
that an organization needs to do internally, before it turns to the
supply base. If not working closely aligned with the business, procure-
ment might be sourcing supplies that are not fully right for business
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needs, running the risk of focusing on the wrong supplies, wasting
supplier time and credibility internally, as well as company credibility
in the supply market. In short, procurement is spending the business’s
budget, not its own, and it needs to make sure it is not negotiating a
great deal for something that is just not needed. If procurement’s role
is to assure the inbound flow of materials, it is important for procure-
ment professionals to be closely aligned with their peers in the supply
chain. Without that, it will be hard to know exactly what to buy and
what opportunities in the supply market are most valid to consider.
Achieving this alignment takes consistent effort, much of it on the
part of procurement professionals themselves.

How is alignment achieved in procurement? It is achieved at a
number of stages, times and levels. Business plan alignment is achieved
around the annual business planning and review cycle at a senior level
between business unit management and procurement leadership.
Alignment around specific business objectives that need to be addressed
can be achieved through cross-functional operation of a project team.
Coordination around specific contracts can be regulated by ordering
policies and spend authorization procedures, which specify that orders
over a certain value need to be co-signed by procurement.

Alignment needs to be achieved through all three core procure-
ment processes. In strategic sourcing, it is key for procurement to
partner with colleagues in the business to get the specifications and
sourcing strategy focused on the proper business needs. In supplier
relationship management, procurement needs input from the busi-
ness to be able to provide feedback on supplier performance, and
business leaders need to engage in identifying relevant performance
improvement opportunities. In the ordering cycle, the business needs
to request and leadership needs to approve spend.

Achieving internal alignment requires of procurement professionals:

- the ability to identify potential levers for alignment and for spotting
business needs;

- willingness to see functional expertise as a price of entry, not a
differentiator: as peers expect you to be knowledgeable about
procurement, that is not a likely subject of conversation — business
needs are;
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- adopting a service focus to centre efforts around business needs,
not around procurement’s desire to drive value;

- flexibility in articulating the agenda differently depending upon
business needs, and creativity to find a way to stick to the agenda,
despite different business needs;

- the ability to ‘sell’ ideas through participation rather than through
the use of authority or position (again, asking for that is a sign of
reluctance to engage);

- standing strong on business values, such as ‘customers first, positions
last’; ‘improvement forever, complacency never’; ‘value centricity,
position focus eccentricity’ to help keep the discussion focused.

Ways to achieve alignment include:

- embedding/stationing key procurement staff in the businesses to
make the part of the business ‘fabric’;

- using metrics of the business to evaluate performance;

- studying business plans and business training material;

- interviewing executives, getting invited to business meetings to
understand the agenda of priorities and issues.

Markers of aligned procurement organizations include:

- strong business partner focus among staff;

- incentives and performance indicators that are not solely financial -
such as cost savings based on purchase price variance (PPV) — the
‘standard cost’ that has been budgeted and then used as a measure
of procurement’s performance, which ignores other performance
measures, such as those based on quality and delivery reliability;

- resultsare not claimed by procurement, but procurement contributions
are referenced in business results (annual reports, for example);

- procedures and spend authorization processes exist but are hardly
referenced, due to seamless working relationships in which peers
acknowledge each other’s roles and have clarity about roles and
responsibilities.
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Alignment triad

This section so far has focused on internal alignment between procure-
ment and peer functions as a prerequisite for success. Growing C-suite
sponsorship for procurement contributions to enterprise value crea-
tion is a certain positive factor for the future of the discipline; it also
means that procurement professionals now need to align horizontally
with the business but also vertically with C-level executives. As a
result, in the future internal alignment needs to be achieved in a triad
interrelation between the supply chain, the business and the board.

Figure 2.1 shows a grid that categorizes alignment between procure-
ment and the CEO/board. The top-right quadrant covers areas or
initiatives where there is a clear alignment between the priorities of the
CEO and those of procurement. These are the top priority areas where
procurement has to deliver results; cost savings are the clear example of
a priority area in this quadrant. The top-left corner includes areas where
procurement would like to contribute, but the CEO does not perceive a
major impact. In these areas, we might find talent management and
supplier relationship management where procurement perceive they
can make a difference, but have so far failed to make the case to the
CEO. These areas require a ‘sell and tell’ approach, as well as the use of
pilot projects to demonstrate the value to the organization. The bottom-
right quadrant includes areas that the CEO emphasizes, but procurement
fails to see their impact. Finally, the bottom-left corner refers to activi-
ties where neither the CEO nor procurement places high importance.

Aligning priorities between procurement and the CEO is only the
first step in the process of alignment, as in order to deliver performance,
aligning with the rest of the business is just as important. To incorporate
this into the model, we have split each of the quadrants into two halves
representing alignment (or misalignment) between procurement and
their peers in the business, as can be seen in Figure 2.2.

The top-right corner is split into ‘Bull’s eye’ and ‘Delivery
pitfalls’. Bull’s eye are those areas or initiatives where all three
parties concur on their high priority and agree they should be the
main focus. Delivery pitfalls are areas or initiatives where there is
support from the CEO, but some business resistance exists. In these
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FIGURE 2.1 Procurement: CEO alignment matrix

Procurement’s
ambition
A
Would Hot zone,
like to do should do
e Sell and tell e Top priorities
e Pilot projects ® Good area to start CEO/board
< » ask of
) i procurement
e Reallocate e Rationalize
® Delegate * Automate
, Might
Don't do need to do
\/

cases, procurement professionals can rely on their CEO to try to
persuade business colleagues and align performance measures to
gain their support, but they also need to watch out that they do not
commit to objectives set by the CEO too quickly as they might run
into real resistance in implementation in the business. The top-left
quadrant is divided into ‘Business-led’ and ‘Ivory tower risk’.
Business-led refers to those areas that both procurement and the
organization prioritize, but are not perceived as central to the CEO.
Here procurement teams can collaborate with the rest of the organ-
ization to make things work and show results, letting the business
sing their praises to gain CEO approval. [vory towers are perceived
as highly important for procurement, but neither the CEO nor the
business finds them important. In these cases, procurement teams
have to be careful not to embark on pet projects, and if they decide
to pursue these initiatives, they should closely monitor perfor-
mance and communicate results to persuade other stakeholders.
The bottom right quadrant is divided into ‘Need to do’ and
‘Potential binds’. Need to do are those areas or initiatives that the
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CEO and the business consider important, but procurement does
not. These are areas where procurement teams need to support but
should not take a leading role and, if possible, automate. Potential
binds are areas the CEO prioritizes, but neither the business nor
procurement consider important. In these cases, there is a risk of
being caught between fires, and procurement should try to work
with other areas of the business to make a case for a change in
priorities from the CEO. Finally, the bottom-left quadrant is
divided into ‘Challenges’ and ‘No-brainers’. Challenges are those
initiatives that the business wants to pursue despite lack of support
from the CEO and where procurement does not perceive value. In
these cases, procurement should try to persuade colleagues about
the return on investment or give them the opportunity to pursue
their initiatives without major input from procurement teams.

FIGURE 2.2 Alignment triad

Procurement’s

ambition
A
Business-led Bull’s eye
e Collaborative fast track * Showcase opportunity
e Let business sing praises * Best starting point

lvory tower risk

¢ Only do if you have track
record; next steps

e Watch out for pet projects

Delivery pitfalls

* Implementation resistance
e Use CEO mandate to effect

« CEO ask of
>
procurement

A

Challenge Will need to do
e Re-educate on ROI e Support but don't lead
e Self-serve models * Try to automate

Potential bind

No-brainer ® Procurement caught between
e De-prioritize fires
* Don’t even mention * Try to get business support

for other prio’s
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No-brainers are those initiatives that receive no support from the
business and should be de-prioritized and, if possible, abandoned.

In summary, alignment across business, functions and hierarchies
has long been acknowledged as an antecedent for procurement perfor-
mance. In this section, we expanded the thinking about internal
alignment to a triadic perspective. Given procurement’s rise on the
CEOss list of contributors to its strategic agenda, this triadic perspec-
tive is becoming more relevant and can be expected to continue to do
so in the years to come. As a result, procurement managers will need
to incorporate the framework introduced in their strategic planning
and initiative prioritization efforts.

Alignment mechanism

Widely used techniques and tools to achieve internal alignment
include cross-functional teams, the development of roles and respon-
sibilities, and account planning with the business.

Cross-functional teams

In the strategic sourcing process, there are several key areas where
teaming of procurement across functions with peers in the business is
critical to achieving several things, including;:

- proper specifications of buying needs and requirements from
business users and budget holders;

- developing a business-centric and relevant sourcing strategy;

- ensuring buy-in from business users to help drive adoption of
sourcing results and outcomes;

- achieving buying process design and implementation that will work.

In practice, this means that strategic sourcing teams will typically
bring together procurement professionals and users from the busi-
ness at the workgroup level, or at least at the specification of needs
and evaluation of proposals stages. Business peers are often invited to
participate in supplier presentations and discussions to demonstrate
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to the supply base that the project is not ‘procurement in isolation’
but a business-centric and relevant effort. Procurement leaders may
also seek to install a steering group for strategic sourcing projects
that brings together procurement leadership and business leadership
for the project team to propose category strategies, evaluation crite-
ria and a supplier selection recommendation. Beyond that, cross
functional teaming is not only important for effective strategic sourc-
ing, but also for effective supplier relationship management.

Roles and responsibilities

Table 2.2 details roles and responsibilities in core procurement
processes and action areas. This can serve as a template for an organ-
ization developing its own version for its procurement function. Three
key constituents are involved: the procurement team, peers from rele-
vant business functions and units, and executives that help steer, direct
and authorize procurement efforts. These executives will typically
include the board sponsor of the procurement function (generally the
board executive that procurement reports to) and key business leaders
whose spend and business needs are impacted by procurement
projects. This can include the chief information officer (CIO) for IT
spend, the head of HR for HR projects such as the contracting of
recruiting agencies, operations directors for material sourcing projects,
the head of marketing for the sourcing of advertising agencies, etc.

In the strategic sourcing process, procurement plays a key role in
initiating spend analysis and opportunity identification. The execu-
tive team can select priorities and assign the appropriate business
team members to projects. These business managers, in turn, may
help review the spend analysis for correctness and completeness.
Spend analysis tends to provide a rich basis for identifying who to
involve and may contain eye-openers for business leaders, for exam-
ple ‘Did you know we work with 50 marketing agencies?’ ‘Did you
know we have three different contracts with one supplier?’

Procurement also will be the main facilitator of the overall sourc-
ing process and lead specific actions, including the development of
the sourcing strategy that informs the rest of the project, market
engagement through a tender, supplier identification, qualification
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TABLE 2.2 Roles and responsibilities in core procurement processes

Team member from

Core process Action step the business Procurement Business executives
Spend analysis Review for correctness  Lead Assign team
and completeness
Set specifications: ‘what are we Lead Support Sign off
buying?’
Develop sourcing strategy: ‘how are  Business need input Develop Go/no go
Strategic sourcing we buying?”
Run tender: ‘who are we buying Support Lead Period of radio silence
from?’
Negotiation of terms of what we are ~ Support Lead Period of radio silence
buying
Contracting recommendation Oown Develop Decision
Implementation of new agreement Lead Support Endorse
Segment suppliers Business need input Develop Sign off
Supplier relationship Establish governance model with Allocate key contacts Facilitate Sign up for resource

management

suppliers

Measure and evaluate supplier
performance

Input feedback

Facilitate/develop
measurement

allocation

Review

(continued)
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TABLE 2.2 (Continued)

Core process

Action step

Team member from
the business

Procurement

Business executives

Supplier relationship
management

Ordering cycle -

Supplier performance-improvement
meetings

Ongoing collaboration

Request purchases
Authorize purchases
Issue purchase orders
Receive goods
Authorize payment

Execute payment

Own improvement
opportunities

Lead

Input

Possible co-sign

Lead

Possible co-sign

Organize meeting and capture Meet supplier; focus on

improvement opportunities

Seek joint opportunities and
support opportunity capture

in collaboration
Lead

Possible co-sign
Execute

Record

Possible co-sign

Execute

identifying (joint)
improvement
opportunities

Foster collaboration
focus

Review

Sign off

Lead
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and evaluation, the negotiations stage and the development of a
recommendation for supplier selection. Throughout this process, the
team members from the business play key roles: they lead the articu-
lation of specifications of what is being bought, and they will be
involved throughout the process so that they can lead and own
contracting and implementation of the selected suppliers. The spon-
soring executives will be asked to sign off on the sourcing strategy,
serve as an escalation point in negotiations but otherwise ensure that
suppliers do not go around the negotiations team, and they will
approve the final supplier selection, and sign and support the contract.

The balance of roles and responsibilities shifts towards the business
in the supplier relationship management stage. The business collabo-
rates with suppliers on a day-to-day basis, and it has the responsibility
to ensure the operational performance of suppliers. Procurement,
however, can bring some process rigour and tools to these efforts and
help the business manage enterprise-to-enterprise relationships with
key suppliers programmatically. Segmentation of suppliers provides
the basis for this, and the segmentation can inform the selection of
suppliers to focus on and engage with more strategically and holisti-
cally than just in day-to-day operations. This selection would be made
by business executives, and procurement can facilitate the establish-
ment of a relationship governance model, the measuring of supplier
performance, and the identification and capturing of improvement
opportunities with suppliers. Business executives will play a key role
in engaging personally with suppliers in meetings and in committing
teams and investment to improvement opportunities.

Procurement’s involvement in the ordering cycle may be chan-
nelled predominantly through a more operational team that processes
and executes purchase orders and supplier payments in response to
business requests and executive approvals of that spend. This team
can be placed close to or with the accounts payable department in the
finance function. It is not advisable, however, to remove this team
from procurement altogether as it plays a key role in ensuring accu-
rate spend data, adoption of supplier terms and compliance with
contracts. Essentially this team provides a foundation for strategic
sourcing and the ongoing management of supplier relationships.
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Account planning

Account planning is a technique that can help procurement leaders
achieve alignment and agreement about priorities and collaboration
with the business. In particular, if an account plan for procurement
support to a business is developed around the annual business planning
process, it can prove an effective way to embed procurement into the
business plan and thereby ‘make it part of the plan’. It aligns procure-
ment with the business cycle and enables procurement leaders to work
with peers in the business to prioritize joint efforts. The account plan
can also serve as a basis for mid-year or quarterly reviews of progress
to ensure the (joint) agenda stays on point. The account plan does not
have to be long and complex; on the contrary, keeping the plan short
and pointed at key business issues only helps direct attention to procure-
ment value and increases ease of adoption in the business.

Summary and conclusions

There are several shapes and forms commonly used to organize the
procurement function. All these organizational structures have their
pros and cons, and a company needs to weigh these in the context of
procurement potential and its interest in investing for greater
procurement success. Aligning with the business and the board are
prerequisites for procurement success. In order for the procurement
team to set itself up for success, it is key that it considers roles and
responsibilities, cross-functional teaming and account planning with
the business as techniques to align with the colleagues it needs to
work with and executives it works for.

A final consideration about internal alignment is that this topic is
not exclusively relevant to procurement. Professionals in other supply
chain functions and even non supply chain functions need to align with
peers and leadership just as much to ensure they maximize their busi-
ness value contributions. As a result, this chapter holds relevance even
for those readers that may never end up working in procurement!
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The strategic procurement cycle

CARLOS MENA

The strategic procurement cycle, introduced in Chapter 1, is a process
for developing, delivering, executing and learning from procurement
strategy in a continuous improvement process (see Figure 3.1). This
iterative process allows organizations and individuals to evaluate and
learn from their actions before embarking on a new cycle.

In this chapter, we will go through each stage of the strategic
procurement cycle and describe the activities, tools and techniques
that can help procurement professionals when going through this
process.

The strategic procurement cycle aims to connect and align the
overall strategy of the organization and the different business units
with day-to-day procurement activities. Each stage of the cycle has its
own objectives and outcomes, which are described in Table 3.1.

Articulate procurement’s vision, mission and goals

Having a clear vision, mission and goals is vital for the success of
practically any endeavour, and strategic procurement is no exception.
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FIGURE 3.1 The strategic procurement cycle

Articulate
vision, mission and
goals
Learn and improve Analyse situation
Implement Develop procurement
procurement strategy strategy

TABLE 3.1 The strategic procurement cycle — objectives and outcomes

Stage

Objectives/outcomes

1.

Articulate vision,
mission and goals for
procurement

. Analyse situation

. Develop procurement

strategy

. Implement

procurement strategy

. Learn and improve

To develop the mission, vision and goals of procurement,
setting the long-term direction for the function and ensuring
alignment with the organization’s strategy.

To understand the context in which procurement operates and
identify the main trends, potential obstacles and critical
success factors.

To create a strategy that can deliver the mission, vision and
goals of the function, taking into consideration the resources
available and the context in which the organization operates.

To manage the strategy implementation process to ensure the
goals are achieved at the right time and cost, and that strategy
becomes embedded in the operation.

To evaluate the results of the implementation process and
ensure learning is gained and used for the next planning cycle.
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However, these three concepts are often abused, so it’s important to
start with some clear definitions:

« Vision: a statement that describes what the organization (or function)
wants to be. It’s a future-based statement that conveys a sense of
long-term aspirations.

« Mission: a statement of purpose that defines what the organization
isand whatit does.It’s a present-based statement that communicates
why the organization exists.

« Goals: goals are specific outcomes sought by an organization or
function to pursue its vision and mission. Organizations, and funct-
ions within them, generally have multiple goals simultaneously, but
it is vital to ensure congruence.

The vision, mission and goals need to be in line with the overall organ-
izational strategy and be supported not only by the procurement
function but also by the rest of the organization. For procurement to
fulfil this role, it is essential to achieve two forms of alignment. First,
alignment with the organization’s strategy, which is done by under-
standing the organization’s vision, goals and value propositions, and
ensuring that the procurement function can contribute to and, if possi-
ble, influence these ambitions. For instance, if the organization is
competing on cost, procurement’s focus should be on reducing/
containing costs. Conversely, if the organization has decided to pursue
a differentiation strategy, procurement will need to find ways to
support value to the customer while maintaining costs under control.

The second form of alignment is across process, cutting across organ-
izational functions and interorganizational boundaries. Here, we need
to understand how we contribute to the goals and strategies of other
functions and business units within our organization. This is particu-
larly important in large organizations because different business units
might have different ambitions and expectations from procurement. To
deliver value for internal customers, we have to understand their needs
and put in place the resources to respond to them. This alignment can
be facilitated through organizational structures that allow procurement
professionals to be closer to their internal customers.
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Procurement needs to be involved in the overall strategic planning
process for the organization and its business units to achieve both
forms of alignment. However, this kind of engagement depends largely
on the profile and prominence of the procurement function within the
organization. When the procurement function is less mature and has
little visibility within the organization, it is necessary to actively engage
in conversations, both up the hierarchy and across organizational func-
tions, to ensure we listen to our colleagues and that our voice is heard.

NASA provides an excellent example of mission, vision and goals
for its procurement function (see case study). It clearly distinguishes
between its future vision (ie acquisition excellence) and current mission
(ie optimal business solutions).

CASE STUDY
NASA procurement’s vision, mission and strategic goals
Vision

Acquisition excellence in an evolving environment.

Mission
To explore and execute innovative, effective and efficient acquisition of business
solutions to optimize capabilities and operations that enable NASA’s missions.

Strategic goals
Goal 1: Develop, train, inspire and motivate the acquisition workforce.

Goal 2: Deliver exceptional, timely acquisition of business solutions and results
to enable NASA’s missions.

Goal 3: Develop sound and flexible procurement processes that integrate the
acquisition workforce.

Goal 4: Deliver procurement policy that is required, clear and easily
implemented.

SOURCE NASA (2019, 2020)
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Having defined the goals of the function, it is vital to identify the key
performance indicators (KPIs) that will determine if these goals are
achieved or not. One useful tool for this is the balanced scorecard,
developed by Kaplan and Norton (1992, 1996). The balanced score-
card helps translate strategy into operations, facilitating the processes
of communication, implementation and learning. The balanced nature
of the scorecard helps to avoid excessive focus on financial measures,
by forcing us to reflect on other dimensions of performance in which
procurement can deliver value to the organization and its customers.

The balanced scorecard aims to link the goals of the function with
the performance metrics. It does so by focusing on four different
perspectives: financial, customer, internal, and learning and growth.
Each perspective addresses a specific question about how the organi-
zation performs to achieve its goals. Table 3.2 provides some examples
of the goals and measures expected under each perspective.

TABLE 3.2 Example of a balanced scorecard for procurement

Financial Customer/stakeholder

How do we look to shareholders? How do customers see us?

Goals Measures Goals Measures

Efficient procurement — procurement costto  Internal customer - annual survey of
Improve spend ratio satisfaction internal customers
procurement’s - average purchase Improve time from - average cycle time

financial contribution  order processing cost requisition approval
- cost savings as % of  to PO placement
managed spend
- cost avoidance as %
of managed spend

Internal processes Learning and growth

What must we excel at? How can we continue to improve, create
value and innovate?

Goals Measures Goals Measures
Improve supplier - on-time, in-full Develop procurement - % certification
deliveries deliveries professionals and - training spend per
Improve compliance - quality (PPM) leaders employee
Agile acquisitions - internal audit Employee satisfaction - survey (% of
Strengthen compliance Improve knowledge satisfied
partnerships - cycle time management employees)

- partnerships survey - documentation

- number of active and dissemination

partnerships of lessons learned
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Analyse situation

To develop a robust procurement strategy, it is necessary to have a
good understanding of the supply chain for each category and to
have performance indicators that allow us to evaluate and track
changes in performance. This process requires extensive research to
identify the organization’s competitive position, its strengths and
weaknesses, and its relationships with the supply chain. This needs
engagement with current and potential suppliers and other stake-
holders who can affect or be affected by procurement operations.
Procurement needs to understand the context in which it operates
and identify the levers at its disposal to influence organizational
performance.

At the top level, we need to analyse the environment to understand
the external trends that are likely to influence strategy. This general
overview is often done through common management tools such as
PESTLE (Political, Economic, Social, Technological, Legal and Environ-
mental),and SWOT (Strengths, Weaknesses, Opportunities and Threats)
analysis. A detailed description of these tools is beyond the scope of this
book, but, for the interested reader, we recommend a general text on
management tools and techniques (eg Armstrong, 2006).

The next level of analysis is conducted at a category level to evalu-
ate the organization’s competitive position in the marketplace, assess
the balance of power and understand what key factors influence
performance. The aim is to understand the current and future rela-
tionships with the suppliers. In this section, we review two main
approaches to understanding the relationships with the supply base:
supply market analysis and spend analysis.

Supply market analysis

A common procurement tool to help understand the balance of
power in buyer—supplier relationships is supply market analysis. The
tool gathers intelligence from market structures and supplier strate-
gies and identifies potential risks and opportunities.
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Information required for a supply market analysis can often be
gathered from secondary sources. However, some primary data will
likely be necessary, particularly in some of the most dynamic and
innovative sectors, where secondary data can be outdated or non-
existent. It’s important to point out that some of the tools used at the
environmental analysis stage might provide useful information for
the supply market analysis.

This approach is usually applied at a category level, so a first step is
to develop category profiles. We need to gather data such as commod-
ity descriptions, product classifications, market sizes and general trends.
Sources of secondary data here include market research and invest-
ment analysis reports, trade journals and conferences. Primary data
can be collected directly from current and potential suppliers through
site visits and interviews.

To evaluate the market structure, we can use the five forces model
proposed by Michael Porter (Figure 3.2). This tool can be used both
to evaluate the forces that shape an industry and assess the balance
of power in a business context (Porter, 1979). Porter identifies five
important forces that determine the competitive advantage of an

FIGURE 3.2 Porter’s five forces model of competition

Threat of new
entrants

Rivalry among

Supplier power existing firms

Buyer power

Threat of substitute
products

SOURCE Adapted from Porter (1979)
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organization: supplier power, buyer power, competitive rivalry, threat
of substitution and threat of new entrants. Clearly understanding the
balance of power vis-a-vis suppliers is one of procurement’s main
prerogatives, and it is vital to do it for each key input or category to
determine the most appropriate strategy to follow.

Procurement also has a responsibility for keeping an eye on poten-
tial new entrants and the emergence of potential substitutes. As a
function that is close to the supply market, procurement is in a unique
position to pick up signals of potential threats; for example, in situa-
tions where there are capacity constraints in the supply market, or in
cases where suppliers are trying to move up the chain and become
competitors.

Another critical element of supply market analysis is to identify
the key market indicators for each supply category. Market indica-
tors will depend on your industry and type of commodity, and
different kinds of indicators can be relevant to your organization.
Some key categories of indicators include:

- economic indicators,such as pricing, interest rates and employment;

- production indicators, such as production indices per sector and
capacity utilization;

- pricing inflation indicators, such as the retail price indices (RPI/
RPIX), consumer price indices (CPI) and the purchasing managers’
indices in different markets.

The analysis of market indicators can help us identify trends for each
category, including seasonality and cyclicality of markets, as well as
potential shifts in the marketplace that could affect prices or threaten
continuity of supply.

Analysing the situation can be a complex and laborious process;
however, procurement professionals do not have to carry all this
weight on their shoulders. Many of these tools are likely to have
been used by the organization to develop its overarching strategy,
and procurement should tap into and adapt them to their specific
context.
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Spend analysis

Critical to understanding the impact of procurement and supply on
the organization is spend analysis (or expenditure analysis), which is
essentially an evaluation of all organizational expenditure on goods
and services. This analysis tells you how much has been spent on each
category, with whom and for which part of the organization. Usually,
this is represented as a spend cube, like the one presented in Figure 3.3,
where all purchases, both for products and services, are segregated by
users, suppliers and categories.

Spend analysis provides vital information for strategic procure-
ment decisions, such as make versus buy, supplier collaboration and
partnerships, and category management strategy. Furthermore, the
information resulting from spend analysis can also be used as a basis
for budgeting and forecasting, and identifying potential opportuni-
ties for improvement.

It’s important to note that spend analysis should not be based on
purchase price alone but instead should aim to reflect the total cost
of ownership (TCO). This approach and other tools for strategic cost
management are discussed in detail in Chapters 6 and 7.

FIGURE 3.3 Spend cube

Transaction

What are we spending?
COMMODITY

SUPPLIER
With whom are we spending?

COST CENTRE
For whom?
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Develop the procurement strategy

The development stage involves producing a strategic plan that will
guide the procurement organization to achieve its vision, mission and
goals. A procurement strategy should communicate, both internally
and externally, what the aspirations and goals of the function are,
and how they will be achieved. It specifies the priorities at a category
level, the approaches to engage with the supply base, the capabilities
required, and the management systems needed to operate and develop
these capabilities.

Arguably, the most common tool for developing a procurement
strategy is based on the work of Peter Kraljic (1983). Kraljic’s matrix
classifies product/service categories according to financial impact and
supply risk. These terms are used as a proxy for ‘how big is the cate-
gory?/how much money is involved?’ and ‘how dependent are we?/
how much risk exposure is there?’. These two variables are used to
create a two-by-two matrix, commonly known as the Kraljic matrix
(Figure 3.4), which classifies categories of spend into four types: stra-
tegic, bottleneck, leverage and routine.

FIGURE 3.4 The Kraljic matrix
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SOURCE Adapted from Kraljic (1983)



THE STRATEGIC PROCUREMENT CYCLE

The Kraljic matrix suggests that for routine items, with low financial
impact and low risk, firms should seek simplicity through systems
contracting and other forms of consolidation. For leverage items,
where supply risk is low but financial impact is high, the strategy is
to seek cost efficiencies through approaches like competitive bidding
and global sourcing. Bottleneck items are interesting because even if
they do not have a significant financial impact, they represent a risk
to supply. Here the strategy is to secure continuity of supply through
supplier diversification, as well as through contractual and relational
governance mechanisms. Finally, for strategic items, where both
financial impact and risk are high, firms should seek close partner-
ships with suppliers to secure continuity of supply and garner benefits
from collaborative relationships through joint value creation and
cost improvement efforts.

The sourcing diamond, or sourcing gemstone, is a tool originally
developed by the consultancy Kearney, to refine the strategic direc-
tion for each category (Clegg and Montgomery, 2005). The sourcing
gemstone (Figure 3.5) is often used in tandem with the Kraljic matrix,
as it presents two broad strategic paths for procurement, one focused
on exercising power and one on creating mutual advantage.

On the left side of the sourcing gemstone are the strategies intended
to exercise power over suppliers: global sourcing, best-price evalua-
tion, and volume concentration. These strategies align well with the
two low-risk categories in Kraljic’s matrix (routine and leverage). On
the right side of the gemstone, we have strategies geared towards
creating mutual advantage with suppliers: relationship restructuring,
joint process improvement, and product specification improvement.
These align better with the high-risk categories in Kraljic’s matrix
(bottleneck and strategic).

The Kraljic matrix and the sourcing gemstone provide insights into
the approaches that can be used to extract value from supply markets
and help managers decide which procurement strategies to adopt.
Nevertheless, it is essential to recognize that financial impact and
supply risk are not the only factors that influence procurement deci-
sions and that there are alternative models that consider other factors
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FIGURE 3.5 The sourcing gemstone
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to support procurement strategy formulation (see, for example,
Gelderman and van Weele, 2005). In fact, Kearney, the consultancy
behind the sourcing gemstone, has proposed a more complex approach
called the Purchasing Chessboard®, that outlines 64 different procure-
ment strategies (Schuh et al, 2017). However, this approach has been
criticized because of its excessive complexity.

To ensure that everybody is engaged with the procurement strategy,
it’s vital to develop it cooperatively. This can be through workshops,
conversations, negotiations and interactions between members of the
procurement team and other key internal and external stakeholders.
This will lead to a procurement strategy that is shared by the organi-
zation and one that is more likely to succeed.

Implement procurement strategy

This stage involves executing the strategy developed in the previous
stages. There is no point in carefully crafting a strategy if it is not imple-
mented effectively. However, many organizations admit to not being
very good at executing strategy (Neilson et al, 2008). This is because
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strategy implementation tends to be a complex change management
process in which we have to win hearts and minds.

Procurement professionals tend to be familiar with traditional
project management tools such as work breakdown structures (WBS),
Gantt charts and critical path analysis (CPA) (Meredith and Mantel,
2012). These tools can help schedule the project, allocate resources
and manage progress, but they tend to focus on the project’s tangible
and measurable elements, such as time and cost. For strategy imple-
mentation to succeed, we also need to deal with the softer, intangible
aspects of change management.

A tool that can help us understand the potential barriers to change
during strategy implementation is stakeholder analysis. A stakeholder
is any individual or organization who can affect or be affected by
your organization’s operation. Failing to recognize the needs of stake-
holders can create obstacles, delay implementation and even damage
relationships. Therefore, it is essential to create a stakeholder register
in which the potential for both threat and cooperation is identified
(Savage et al, 1991).

A stakeholder map charts the perceived benefits or threats of a
particular strategy for each stakeholder. The map also includes infor-
mation about each stakeholder’s responsibilities, their current level of
commitment and the level of commitment required to implement the
strategy. This indicates the efforts and actions needed to secure the
right level of support. Figure 3.6 presents a simplified example of a
stakeholder map.

It is important to note that stakeholder maps should be treated as
confidential documents, as some of the stakeholders might not appre-
ciate how the procurement team perceives them.

Neilson et al (2008) evaluated why organizations fail to execute
strategies and identified four fundamental building blocks that exec-
utives could use to influence success in executing strategy:

« Decision rights: Having clarity of the responsibility for making
decisions and knowing who is accountable for what. This should
also provide clarity of boundaries for decision making.

« Designing information flows: Information that flows freely and
accurately across organizational boundaries. People have access to
the information they need when they need it.
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FIGURE 3.6 Example of a stakeholder analysis map
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« Motivators: There are clear objectives and measures of performance,
and expectations and progress are communicated. Individuals and
departments are rewarded (both financially and non-financially)
for what they achieve.

« Structure: There should be a match between the strategy and the
structure of the organization. For instance, if the strategy is broken
down into categories, the structure should also reflect this. Too
many layers in the organizational structure can also be a hindrance
to implementing strategy.

The stakeholder map can highlight inconsistencies and gaps in these
four success factors and help define how to tackle them. It is instru-
mental in defining clear boundaries for decision making, establishing
reporting lines and identifying the potential motivators we need to
put in place to bring everybody on board.

Learn and improve

The strategic procurement cycle is an iterative process, and the
vision, mission and goals are the central focus of the cycle. At this
stage, we measure performance against the goals and targets, and
reflect and learn from our experience. There are three key activities
in this final stage:

1 Collect evidence and measure performance.

2 Evaluate performance.

3 Embed and communicate learning.

Each activity is briefly described below.

1 Collect evidence and measure performance

We need to collect the evidence for each of the key performance
metrics associated with the strategic objectives. This can be done
using the balanced scorecard introduced in stage one. By collecting
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the necessary information under each metric in the scorecard and
comparing it with the original targets, we can identify any perfor-
mance gaps.

It is important to note that the balanced scorecard is only one
approach to measuring and managing performance, and any set of
KPIs can be used at this stage.

2 Evaluate performance

Performance is usually evaluated at a meeting involving key members
of the procurement team and other stakeholders who have been
involved in implementing the strategy. At this meeting, participants
will reflect upon the strategic goals and the extent to which they have
been achieved.

It is vital to identify success and celebrate it. As mentioned earlier,
providing rewards for good performance is one of the critical elements
of successful strategy execution. However, it’s often more challenging
to learn from success because we seldom take the opportunity to
reflect on how it was achieved. Understanding the factors that have
made success possible is essential to reinforce the right behaviour.

In every implementation, there are things that don’t go according
to plan, and these are clear learning opportunities. For learning to
take place, it’s necessary to understand what the obstacles were and
why we did not manage to overcome them. This is not about finger-
pointing, but about exploring what we can do better next time
around. Since we are closing the loop at this stage, it’s possible to
question both the formulation and the implementation of the strat-
egy. This, in turn, should serve as feedback for the procurement team
and the organization as a whole.

3 Embed and communicate learning

Finally, we need to embed the learning into the organization and
disseminate it among those who can benefit. What we have to ask is
who outside our team could benefit from the learning. It is likely that
other functions within our organization and even third parties outside
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our organization can benefit from this evaluation. This might take
the form of specific changes to processes, reports, meetings and even
personal conversations with stakeholders.

Some organizations have knowledge management processes and
software to capture learning from any implementation. While these
can be useful, it is more important that we ensure we are reaching all
the key stakeholders who can benefit from the learning and that we
act upon any learning points identified.

Summary and conclusions

Procurement strategy needs to be aligned both with the organiza-
tion’s strategy and the processes cutting across the organization. In
this chapter, we presented a model that describes how a procurement
strategy can be formulated, implemented and evaluated to deliver on
its promise of being both strategic and influential.

In this chapter, we have discussed the tools and approaches that
can help procurement professionals at each stage of the process.
Table 3.3 presents a summary of the tools and approaches at each
stage.

The approaches and tools described in this chapter indicate what
should happen at each stage of the strategy cycle, providing a template
for organizations to follow. However, the toolkit is by no means

TABLE 3.3 Tools and approaches for procurement strategy development

Stage Tools/approaches
1. Articulate mission, vision and Mission, vision, goals
goals for procurement Balanced scorecard
2. Situation analysis PESTLE, SWQT, supply market analysis, spend analysis

3. Develop procurement strategy Kraljic’s matrix, sourcing gemstone

4. Implement procurement strategy Project management: WBS, Gantt/PERT charts
Change management: stakeholder management

5. Continuous improvement Performance measurement: balanced scorecard, KPIs
Learning: debriefing, reporting and dissemination
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comprehensive,and most organizations will have alternative approaches
to formulating and delivering strategies. Hence, this general template
can and should be modified to fit each organization’s context and
culture.
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Supplier relationship management

REMKO VAN HOEK

Supplier relationship management (SRM) is the core procurement
process that focuses on everything that happens after the strategic sourc-
ing process. SRM focuses on the programmatic management of ongoing
supplier relationships over time. Whereas strategic sourcing ends with a
contract, SRM uses that as its starting point. SRM has a longer time
horizon than strategic sourcing and is focused on driving continuous
improvements jointly with the most important suppliers. In this chapter,
the rationale for focusing on supplier relationships is introduced and a
basic framework for SRM is offered. Challenges in implementing SRM
and new opportunity areas in supplier relationships are discussed.

The structure of this chapter is as follows. The next section
discusses why we focus on SRM, after which the framework for SRM
(the how) will be introduced. Each step of the framework will be
detailed, and a discussion of key challenges in implementing SRM

will be offered.

Why focus on supplier relationships?

The strategic sourcing process is the process that leads to the devel-
opment of relationships with suppliers, negotiated and contracted
terms and conditions for the operational ordering process. SRM has
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everything to do with what happens after the contract is signed and
the sourcing process is completed. This contract is used in the order-
ing cycle to place orders against and work together operationally on
a day-to-day basis. For the most important suppliers, companies may
choose to develop an ongoing relationship focus and a proactive
approach to managing that relationship for continuing value crea-
tion. Arguably SRM is the transition from ‘money in the sky’ in a
sourcing strategy to ‘money on the table’ at the end of a sourcing
process and actual ‘money in the pocket’ or realized benefits in a
working relationship.
For procurement, not engaging in SRM leads to the risk of:

- the business thinking procurement only negotiates the deal but is
‘missing in action” when something goes wrong, or the contract
needs to be executed and implemented;

- contracted savings and benefits ‘leaking away’ and never being
‘cashed’;

- suppliers considering procurement less credible because it is not
involved in the actual business allocation but only in asking for
preferential terms;

- narrowing procurement’s scope to negotiations, not doing business
together and limiting its focus to the ‘deal’, not the collaboration.

In addition to avoiding those risks, there are additional benefits of
focusing on relationships, as both parties can focus on continuous
improvement efforts and openly share challenges and strategies with
each other. In turn, this can lead to productivity gains, risk reduction,
ongoing savings, and potentially process improvements and innova-
tive opportunities that may go far beyond the initial contract agreed
to at the end of the strategic sourcing process.

CASE STUDY
Bayer

Bayer, the Germany-based pharmaceuticals and life sciences company, considers
SRM a key process and capability. ‘Our top suppliers have a big impact on our
business,” says Thomas Udesen, Bayer’s CPO, ‘we have developed a playbook
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that we use across categories and suppliers for governing and developing the
relationships over time. Benefits include greater productivity and more
opportunities to innovate.” The company approaches the relationship with a
two-sided approach; both sides need to benefit and invest in the relationship for
it to thrive and succeed.

SAME page framework for structuring SRM
Figure 4.1 shows four basic steps involved in implementing SRM:

1 Select suppliers to drive relationship efforts.
2 Align organizations, contact points and relationship governance.
3 Measure performance with a scorecard exchange.

4 Exchange improvement opportunities and efforts.

FIGURE 4.1 SAME page framework
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Select: segmenting the supply base

Key to SRM is the reality that the resource intensity and the exclu-
siveness of collaboration means there are only a few suppliers with
whom true collaboration can be established. Not only because of
demands on the supplier and because of limited capacity on the
procurement side but also because the majority of suppliers will be
preferred or contracted suppliers at best.

There are many approaches to supplier segmentation, but organi-
zations often rely on Kraljic’s matrix, discussed in Chapter 3. In the
strategic segment, there is a financial relevance and a risk need to
drive for long-term and close relationships, while the routine segment
does not warrant a lot of attention and hands-on involvement; little
risk and small financial benefit to be had. The leverage segment is the
segment in which good-old negotiations and driving competitiveness
in the market is the default approach; there are multiple suppliers
and little risk of switching while there is a sizeable financial impact.
Bottleneck suppliers may be smaller in financial impact but critical
for supply; focus here will be on ensuring supply rather than driving
financial benefits. Key to supplier segmentation is to focus most
resources and efforts on key suppliers and less on others — it is very
much a prioritization scheme, just like any customer segmentation is.

In that spirit, what Figure 4.2 introduces as sails of the windmill is
the customer segmentation that a supplier might use, and it contrasts
these with the procurement segmentation to explore what position
procurement finds itself in. For example, being seen as a strategic
customer by a strategic supplier (far top right) introduces a good
match and opportunity to develop a long-term partnership. If,
however, a supplier you consider strategic sees you as a customer that
needs to be streamlined, for example not a very attractive account
where they do not want to focus too many resources, you are in a
risky position with that supplier. The approach here might be to seek
and attract competitors. Equally so, if on the top left, you see suppli-
ers as leverage and you are looking at them to drive competition. In
contrast, suppliers see you as a strategic account, and you are in a
good position as they will not likely turn you away and will work
very hard in a competitive setting.



FIGURE 4.2 Supplier segmentation windmill
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Align: contact pyramid

Some strategic and well-embedded suppliers have many connections
with their customer organization on multiple levels and in multiple
business areas. Key to streamlining relationship efforts is to leverage
on these connections and to provide structure, sponsorship and
ownership to the engagement. Typically the two sides of the relation-
ship will specify operational, relationship and sponsorship levels of
contacts, in which the operational interactions can be day to day and
about normal business transactions. The relationship level interac-
tion may be on a business period by business period time frame
involving relationship and account management from both sides.
And the top level could be bringing together senior leaders, who
sponsor and oversee the relationship, less frequently.

Measure: supplier dashboard

A supplier dashboard is used to measure and track suppliers’ perfor-
mance in the eyes of users in the business and against the agreements
reached with procurement. As such, it is very much a barometer of
progress and performance and a basis for discussion about improve-
ment opportunities.

Rules of thumb for good dashboards include:

-+ Do not overcomplicate the metrics and the size of the dashboard;
this just burdens the supplier without contributing to the main
purpose of the dashboard.

- The most important role of the dashboard is to serve as a basis for
discussion.

« The dashboard should be two-sided to truly reflect the relationship.

- Focus KPIs on improvement areas and relationship priorities and
do so consistently over time.
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« Inform KPIs with supplier selection criteria and sourcing strategy
to avoid inconsistency across procurement processes (eg, we select
on different criteria than we evaluate on).

In addition to driving discussion about improvement opportunities,
dashboards can be used to:

- showcase progress and joint wins;

- engage business leaders and stakeholders in the relationship in a
nuanced way (not biased by the most recent interactions);

- create a road map for the relationship in the periods to come;

- allocate business volumes based upon progress and relative
performance;

- inform updates and adjustments to sourcing strategies.

Exchange: improvement plans

Joint investment and innovation efforts represent a hallmark of achieve-
ment in SRM - this is when the two organizations really connect and
engage deeply together. Improvement actions may initially be focused
on more operational areas in the early days of the relationship. Over
time they move to new areas of collaboration and investments identified
at the relationship level and sponsors at the top level of the relationship
pyramid.

Suppliers may also become collaborators in risk management. It is
feasible to discuss risk drivers and levers in the relationship and the
supply chain,and to jointly develop scenarios and mitigation approaches
to reduce and respond to risks. Risk metrics may become part of the
scorecard, and supplier and buyer can team up to monitor for possible
risks, including supply disruptions, quality issues or logistics challenges.
In Chapter 8, we will further develop the theme of risk management.
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Challenges in implementing SRM

There are several critical challenges in implementing SRM, which help
explain why many procurement executives plan to and would like to
be more active in SRM than they are today. These challenges are:

- Itis hard to make the case for devoting time and resources in SRM
against the track record of savings from focusing on sourcing.

- Engaging the business in SRM is critical yet can be difficult to
structure in a sustainable manner.

- Doing SRM well requires a different skill set for procurement staff
than traditional procurement and strategic sourcing.

Making the case

Many procurement organizations justify investment (in procurement
leaders, team development and technologies) and the need for the
business to engage with procurement based upon the financial bene-
fits of strategic sourcing. Simply put, procurement can be self-funding
with the savings it can generate, provided business alignment and
sufficient calibre and capacity of staff. While sourcing leads to the
contracting of (better) terms and commercial conditions, SRM is
about bringing in those contracted returns during the usage period of
those contracts. Arguably this takes more time and is a more ongoing
effort. Yet pitching for the resources to do so can be challenging;
most of the measurable benefits have already been claimed in a busi-
ness case for sourcing. Yet without SRM, these benefits might never
be capitalized upon.

Additionally, it is difficult to turn the economic benefits of having
relationship managers into hard cash, such as negotiated savings. Yet
the business might have come to expect hard ROI from procurement
on the back of its strategic sourcing track record. On top of that,
business leaders and peers will have multiple connections with suppli-
ers already in place. This might lead them to challenge the need for
procurement to involve itself in those relationships.
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Some strong arguments that procurement leaders use in favour of
SRM include:

- avoid benefits leak past the contracting stage, for example seeing
the agreement through;

- risk and dependence on critical suppliers justify resources and
ongoing commitment;

- there are many things you cannot put in the contract, such as
premium access to supplier resources and innovations;

- increased credibility and reliability as a customer of choice with
suppliers.

Gaining business support and participation

Just as in strategic sourcing, business engagement is a critical success
factor in SRM. Populating the relationship and governance pyramid
with business contacts is critical to enable a close tie to operations,
users and budget holders. It enables a real-life SRM conversation and
makes the path to actioning outcomes shorter. However, when
requesting business participation in an SRM programme, business
leaders often push back using the argument that they already have
supplier connections and conversations, and can get the supplier in
the room if there is an issue.

While this is true, experience shows that procurement can add
some things to this connection, including;:

« Coherent processes, calendars, governance structures and dash-
boards to provide consistency and rhythm to the conversations
that otherwise are often infrequent, informal and not tied to
improvement actions.

« Clear roles and responsibilities in relationship management and
the opportunity to deliver bad messages that business leaders often
like to stay away from to ‘keep the relationship intact’.
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- An enterprise perspective to the relationship rather than the (by
definition) partial view of individual business leaders.

Different behaviours and skill sets

Managing relationships is different from negotiating terms and
conditions. Needless to say, the ability to effectively implement SRM
is critically dependent on adding to the skill set of the procurement
department. Procurement managers and buyers have traditionally
played hard-ball. Their job has been to secure better deals from
suppliers. But what if suppliers are a gateway to innovation, quality
and sustainability? And what if old-school procurement practices are
standing in the way of tapping into the wisdom of suppliers?
SRM requires three key things:

1 Centring supplier engagement around customer market opport-
unities, stewarding supplier contributions ‘front of the house’ to
new revenue and market differentiation rather than just focusing
upstream on the supplier deal only.

2 Being transparent about where we need help from suppliers, where
there are new business opportunities and facilitating access to
users in the organization, as opposed to creating speed bumps to
existing spend in the negotiations process.

3 Broadening the definition of success to include multiple elements
of value, rather than just a narrow focus on price, and actively
selling and marketing this story.

Three examples help illustrate this change:

- Vodafone, the telecommunications multinational, takes supplier
relations all the way into its marketing to consumers. The company
has focused supplier relationships and engagements around the
voice of its customers. It awards suppliers annually for their
contribution to innovating new market propositions. A recent
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advertising campaign featured a supplier-developed service feature
that transfers information from one mobile phone to the next
while in the store as a reason for switching to Vodafone. The focus
of procurement has moved from the back of the supply chain to
‘front of house’.

« P&G offers an excellent example of openness in buyer behaviour,
and recently published its procurement sustainability scorecard in
an effort to articulate where it seeks and needs supplier help. In the
process, the company created transparency into what procurement’s
objectives are, where it stands today and where it’s heading —
obviously a break with the old tactic of blowing smoke into a
negotiations process to gain the upper hand.

« Unilever invites suppliers into innovation summits. At these events,
procurement provides opportunities for suppliers to pitch innovations
to business and R&D leaders. Procurement also markets the event
and stewards suppliers with the Unilever board, leading to most
board members attending the events and sponsoring projects.

These examples show how SRM is less about traditional buying that
focuses upstream on deals, reduces transparency and introduces speed
bumps to create leverage for price-driven negotiations. Instead, it is
about focusing on customer value and moving from the back of the
house to the front room. It is about being transparent about where
help is needed, moving from playing poker to showing your cards.

As the case study from Mars shows, part of the key change is to
start listening to suppliers, measuring their feedback and addressing
this consistently, to capture negotiated benefits and drive for premium
access. This is an obvious shift from traditional strategic sourcing
behaviour focused on telling suppliers what it takes to qualify and
negotiating them into procurement’s mould.
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CASE STUDY
Mars Europe takes the voice of the supplier

Voice of the customer exercises are common in marketing and sales
organizations; to learn how you are seen as a supplier and where and how you
can work together better is normal practice. As a result, suppliers often know
better than procurement how well they are doing, and procurement can often
learn a lot from what suppliers are hearing across the business.

Perhaps the approach of Mars Europe to start measuring and tracking the
voice of the supplier is particularly good practice. It addresses the need to listen
and learn, and be open and engaged with suppliers as a basis for having a
meaningful relationship.

Mars Europe has a philosophy, captured in Figure 4.3. It drives for supplier
engagement by being connected, focused on reciprocity in the collaboration (as
opposed to one-sided, looking after its own benefits only), integrity in their
business dealings, clarity in regular and open discussions, and simplicity in
interorganizational processes. It also measures how it performs against these
goals using a very simple survey (which is intentionally simple) with 10
questions that map against these five objectives.

Mars uses the Gallup Supplier Engagement framework, and Gallup
administers and neutrally processes the data by business unit and at the
individual category level. This is reported as a ‘heatmap’ that compares scores
per objective and by area of spend, part of the world and procurement team. In
this way, improvement opportunities can be spotted and made very personal
and focused.

The findings, good or bad, are discussed with participating suppliers to show
that they are taken seriously and to drive a discussion about how to improve and
collaborate better moving forward. Over time this consistent focus from the
Mars Europe team has really started to change the interactions for the better
and started helping Mars Europe move into a different type of relationship with

its suppliers.
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FIGURE 4.3 Mars Europe philosophy
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Making the change

While SRM is often talked about, one of the keys to future success in
procurement will be to address challenges and consider the steps
identified in this chapter so far. To assist in planning and plotting the
change, Figure 4.4 offers a possible change programme for imple-
menting SRM.

The top five horizontal bars in the diagram represent areas that
need to change in order to implement SRM:

business centric for it to succeed and be of sufficient value;
supported by changes in metrics;
enabled by tools;

impacting people in the procurement team to change the ways of
working;

focused on engaging suppliers differently.

From a change management perspective, suggestions are offered in
the bottom two horizontal bars. The statements on the far right of
the figure illustrate how stakeholders should be thinking about an
SRM programme for the change aspects to be positioned well in the
areas listed. These can serve as a litmus test: ‘Are we thinking and
talking about this programme in the right way?’

The vertical bars represent the four likely stages in the develop-
ment and roll-out of an SRM programme. They start with pitching
the programme by articulating SRM in business benefits, engaging
the procurement team and testing receptiveness of a few suppliers for
such a programme. In the preparation stage, the toolkit is developed
or rounded out as a basis for the programme, including the design of
governance pyramids with the business, and scorecards. Profiles
of roles in the programme are developed to enable a change in ways
of working, and the selection of suppliers to pilot the programme
with is finalized. The pilot can contain 10-15 suppliers to collaborate
with to put the tools into action and test it, to show early wins and
identify areas of improvement. In the propel stage, these can then be
rolled out to a larger group of suppliers over time, and a customer of
choice status can be targeted.



FIGURE 4.4 Change programme design for implementing SRM

Delivering change

Driving change

Business
centricity

Metrics

Pilot

10-15
suppliers

Start
scorecard
exchange

Test toolkit
and jointly
improve

Create buzz
and ensure
team focus

Initial joint
business

Early wins,
iterative
learning

Road-tested
toolkit,
expanded
business case

review and plans

Propel

Expand if the
pilot to a

‘This is not a

procurement
larger group initiative’
Add premium ‘Hitting a higher
measures; bar, redefining
innovation success’
Consider ‘The standard
systemizing toolkit is not
parts sufficient’
New team
established,
new talent

bench created

Customer of
choice status

Hardwire the
change to
make it stick

From a
programme
to new best
practice
standard

6L



80

PROCUREMENT AND THE SUPPLY NETWORK

Barriers to implementing SRM: where are we today?

Based on a survey conducted by the Cranfield School of Management
and PwC, Figure 4.5 shows average scores across respondents for
potential barriers. Respondents were asked to grade the potential
barriers (the items listed vertically) on a scale ranging from -3 (not an
issue at all) to +3 (a major barrier). The figure shows rank-ordered
average scores for the items.

Figure 4.5 implies that there is major work to do to implement
SRM to its potential, beginning with the basics. Lack of team capac-
ity, the highest-scoring item, says as much: ‘we do not have the time
on our hands to do this’. Arguably that is a bit defensive and tactical -
maybe SRM is not ‘another thing to do’ but a way to work differently.
Perhaps many procurement departments are still busy with sourcing
and not yet ready for SRM (recall the Chapter 2 procurement sub-
processes and the point that SRM tends to come into main focus after
strategic sourcing on the way to procurement maturity).

The second item refers to the fact that procurement is still seen as
a cost saver and lacks integration with business processes. This rein-
forces the need to align the definition of success, not just in words but
also in the perception and understanding of stakeholders. This links
back to the need to improve internal alignment and make the case
that procurement has a role to play in relationships, both internally
and externally. The lack of a procurement toolkit appears as the third
issue, which also links to the gap in capabilities. We hope that in this
chapter we have started to address this issue by suggesting some
practical approaches to developing an SRM programme.

The other items link back to the top three issues; of course, current
conversations with suppliers are more operational in focus if we do
not have the team bandwidth and tools to change the conversation
and put an SRM programme in place. And no wonder that suppliers
are not fully engaged in SRM efforts, nor are these embedded in an
existing business process.



FIGURE 4.5 Barriers to SRM: average importance scores ranging from -3 to +3
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Summary and conclusions

Supplier relationship management is gaining focus and attention in
strategic procurement, and this makes sense. SRM helps avoid nego-
tiated benefits leaking away; it helps companies get to continuous
improvement opportunities and ensures procurement can help see
through a negotiated result. Key elements of implementing SRM are:
1) segmenting suppliers and selecting key relationships to invest in; 2)
establishing a contact pyramid to align contacts between the two
firms; 3) establishing a dashboard to measure performance; and 4)
engaging in improvement planning on an ongoing basis. Barriers to
change to be cleared for successful SRM include the need to make the
case for SRM, gaining business support and engagement in the
supplier relationships, and changing skills and behaviours of procure-
ment teams.

With the ‘SAME page framework’ in place, the business engaged
and the team capabilities developed, procurement puts itself in a
perfect position to broaden its impact and expand the value it adds
to the company and the supply chain. In reality, this will be easier
said than done, and today SRM is talked about more than it is prac-
tised. Yet the path forward is clear — supplier relations and the active
engagement of procurement in them is the gateway to bigger value
and business benefits.
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Global sourcing

MARTIN CHRISTOPHER

While trade between nations has been a feature of economic activity
for thousands of years, it is only in the relatively recent past that we
have seen the dramatic rise in what is now termed ‘global sourcing’.

For centuries the norm for most industrial organizations was to
source materials and components close to the point of manufacture
or assembly. This is a business model that we might term ‘local-for-
local’. Thus, a motor car assembled in, say, the UK in the 1950s would
likely have been built from component parts made in the UK.
However, in the latter part of the 20th century, there was a dramatic
rise in the manufacturing capabilities of what have come to be called
‘low-cost countries’ where wage costs, in particular, were significantly
less than wages in the traditional manufacturing locations. The
attraction of sourcing in countries where the cost of labour was low
was further enhanced by the revolution in global shipping driven by
the move to containerization. This as much as anything enabled the
disadvantage of distance to be overcome as the cost of moving prod-
ucts around the world was dramatically reduced, at least in real
terms.

A further factor accelerating the trend to offshore sourcing was the
reduction in trade barriers, which previously had served to make the
transfer of products across borders artificially expensive through
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tariffs, quotas and other trade restraints. A classic example of the
liberalization of cross-border trade was the creation of the European
Economic Community (EEC) — now the European Union - or
‘Common Market’ in 1957. What was originally a trading commu-
nity of six countries had by 2013 been enlarged to a group of 28
nations with others applying to join. The formation and enlargement
of the Common Market meant that for the first time it was possible to
move materials, components or finished products across country
boundaries within the single market economically and efficiently.
Thus began a move away from ‘local-for-local’ solutions to a more
regional manufacturing and sourcing strategy. Other similar trading
agreements have since been created in different geographies, for exam-
ple NAFTA in North America, MERCOSUR in South America and
ASEAN in Asia Pacific. On a wider global stage, the trend to increased
cross-border trading has been given further lubrication by the actions
of bodies such as the World Trade Organization (WTO), whose aim is
to remove barriers to international trade wherever possible.

The end result of these seismic shifts in the global business envi-
ronment was that by the start of the 21st century, global sourcing had
become the norm for many companies. In some cases, whole indus-
tries had been displaced from their traditional bases to locations on
the other side of the planet.

As noted earlier, many companies have sought to lower their costs
of goods sold by moving production or sourcing to countries where
the costs of doing business are lower. A key driver for this decision
was the considerable difference in the cost of labour between Western
countries and many Asian locations. As a result, in the closing decades
of the 20th century, low-cost country sourcing became a dominant
trend across most industrial sectors.

However, in an increasing number of manufacturing processes the
proportion of costs accounted for by direct labour has declined
significantly in recent decades. Higher wages in countries once consid-
ered cheap places to manufacture have narrowed the gap between the
West and the emerging economies. In addition, automation, robotics
and new manufacturing technology have radically changed the cost
equation for many businesses, further calling into question the need
to source from these locations.
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CASE STUDY
The shift to low-cost countries in the fashion industry

The European fashion and textile industry provides an example of the impact that
the shift to low-cost country sourcing has had on an entire industrial sector.
Western Europe until recently was the world’s biggest exporter of textiles and
was a leader in the production and export of clothing and footwear. Italy in
particular was a significant manufacturer of textiles, clothing and footwear.
However, in recent decades much of that manufacturing has moved offshore with
a consequent impact on the economy both nationally and locally. One example of
this shift to global sourcing is the case of Benetton. Only 20 years ago, 90 per
cent of its clothes were made in Italy; now that figure is nearer to 10 per cent.
The Benetton example is typical of what has happened across the entire Italian
textile, clothing and footwear industry. Employment levels in these sectors have
fallen dramatically as the trend to global sourcing has accelerated. The same
scenario has been repeated across these sectors in the rest of Western Europe.

The anti-globalization movement

Recently a number of voices have been heard questioning globaliza-
tion in general and free trade in particular. While there have always
been those who believe that globalization is potentially harmful to
established domestic industries and the employment that they
provide, the generally held view has been that trade between nations
is, in aggregate, beneficial. However, partly perhaps as a result of
populist political movements, there is an emerging demand from
some quarters for a greater emphasis on generating more jobs in the
home economy. In the United States, for example, following the 2016
presidential election, pressure has been placed on corporations to
reduce their dependence on offshore sourcing and manufacturing
and to reverse the trend towards greater globalization.

More recently, trade disputes between the United States and China
have added to the uncertainty about future sourcing arrangements.
Coupled with the disruptions to global trade caused by the COVID-19
pandemic, the effect has been that many companies are now question-
ing the sustainability of offshore sourcing generally.
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However, even the likelihood of ‘re-shoring’ happening on any
scale is low, if only because local supply sources and capabilities may
no longer exist. Nevertheless, procurement professionals need to be
aware that their sourcing decisions will increasingly be placed under
a public spotlight, and they will need to be able to justify their actions,
not just from a narrow corporate viewpoint but from a wider
economic and social perspective.

Further pressure is also coming from the need for organizations to
be able to demonstrate that their supply chains are ethical and sustain-
able. There is an increased concern today among consumers, employees
and other stakeholders for greater transparency to ensure that the
provenance of all products and materials can be accounted for. In
many countries, legislation has been introduced requiring companies
to audit their supply arrangements. The risk of non-compliance is
likely to be greater when supply chains become extended as a result of
global sourcing because of reduced visibility beyond the first-tier
suppliers. Hence the need for the highest levels of due diligence before
a sourcing decision is made.

The true costs of global sourcing

While global sourcing is still widespread across most industry sectors,
there is an emerging point of view that suggests that in some cases,
the decision to move offshore might not always be the best strategy.
Indeed, it can be argued that the dynamics of the global business
environment have altered the supply chain landscape sufficiently to
justify a re-evaluation of the global sourcing decision. There is some
evidence that many companies have decided to move offshore with-
out a full analysis of all the costs involved. A study by Cranfield
School of Management (Christopher et al, 2007, 2011), based on an
extensive review of a cross-section of British industry, found that in
the majority of cases these decisions had been taken using a very
narrow definition of cost. Typically, the report found, companies
were heavily influenced by the lower factory gate price that could be
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achieved through low-cost country sourcing and did not account for
the true total end-to-end supply chain costs.

Ideally all sourcing decisions should be subjected to a rigorous
‘total cost of ownership’ analysis. In other words, all the costs, both
visible and hidden, should be taken into account to determine the
appropriate sourcing strategy.

What are these costs? Among the most important are the following:

« Factory gate price: This is the obvious starting point for the
analysis. It refers to the unit cost per item and should reflect not
only the purchase price but also any additional local costs such as
taxes, insurance and other periodic expenses.

« Inventory costs: The longer the delivery lead time, the greater will
be the inventory in the pipeline. Also, more safety stock will probably
be required to buffer against the variability in both demand and
supply. This inventory has to be financed and will also impact cash
flow.

« Transport costs: Clearly, shipping product greater distances will
incur higher transport costs. Global shipping rates are often quite
volatile, and so what might look like a relatively low rate today
may not be in a few years’ time. In some instances, expediting costs
may be incurred if emergency airfreight has to be used.

+ Risk costs: The potential hidden costs of global sourcing include
the impact of such factors as: currency exchange rate fluctuations;
geopolitical risk leading to potential supply disruptions; the chance
of stock-outs if demand is greater than anticipated; obsolescence
or mark-down costs if demand is less than expected; the risk of
loss of intellectual property, etc.

« Other costs: Often it is not always recognized that managing
extended supply chains brings with it significant additional costs.
Quality is often difficult to control, and firefighting and problem-
solving may be more difficult at a distance. Insurance costs for
goods in transit may be higher, and there will be customs clearance
costs and possibly duties/tariffs to be paid.
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Because global sourcing usually implies a longer supply chain, at
least in terms of ‘end-to-end’ lead times, there can also be significant
working capital implications attached to the global sourcing deci-
sion. One of the key business performance metrics to be impacted by
longer lead times is the cash-to-cash cycle time.

Cash-to-cash (C2C) cycle time is a useful measure of the length of
a company’s immediate supply chain. C2C reflects the elapsed time
from the point when cash is spent with suppliers until cash is received
from customers. Figure 5.1 shows how it is calculated.

Where surface shipping is involved, the end-to-end pipeline time
will often be measured in months rather than weeks. As a result, the
inventory in the pipeline will inevitably increase. First, because the
transit time is longer, the cycle stock will increase proportionately.
Second, because of the likelihood of greater variability in lead times,
the more the safety stock will be needed to buffer the uncertainty. The
increased inventory has to be financed and, in addition, there will be
cash flow implications from the extended C2C cycle time, which
could have critical implications for the financial health of the business.

Shifting centres of gravity

All supply chains have a ‘centre of gravity’, which is determined by
the combined effects of the ‘pull’ of various forces on the demand
side and the supply side of the firm. The resultant centre of gravity
impacts many supply chain decisions, including sourcing strategy.
Figure 5.2 suggests that a number of important issues need to be
weighed in the balance when supply chain design and sourcing deci-
sions are taken.

FIGURE 5.1 Cash-to-cash cycle
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FIGURE 5.2 Changing centre of gravity
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On the demand side the forces or vectors that will impact the centre
of gravity include:

« Changing demographics: As a result of population growth dynamics
and changing age profiles, some markets globally are growing more
rapidly while others are shrinking. For example, Unilever now
reports that over half its turnover comes from developing countries.

« Differences in disposable income: A major change is taking place
regarding the relative growth in spending power in different countries.
Traditional markets in the West, which once dominated global
spending, are now being overtaken by the emerging economies in
terms of expenditure.

« Changing consumer preferences: As populations transition from
being predominately rural towards increasingly urban and as their
disposable income rises, so too does the pattern of consumption
change. The massive growth in the demand for cars in China and
India provides a good example of this, as do the changes in diet
now occurring in many emerging economies with a consequent
rise in the demand for dairy and meat products.
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« Industry development: The major shift in industrial production
away from Western economies to low-cost countries has had a
major impact on trade flows and the level of demand for raw
materials. Serving these fast-growing markets while still needing to
maintain a presence in static or declining markets is a challenge
many companies face today.

Similarly on the supply side, a number of factors will act as counter-
vailing forces impacting the centre of gravity. These include:

« Labour costs: Many sourcing decisions in recent decades have been
motivated by the desire to take advantage of lower labour costs.
So-called ‘low-cost country sourcing’ has been based on the desire to
improve competitiveness by manufacturing or sourcing in locations
where labour costs are a fraction of those in more traditional
locations. However, what were once significant differentials in labour
costs have often been eroded through wage inflation. Likewise, new
potential contenders for the description of low-cost countries have
emerged.

« Material and resource availability: Inevitably the availability and
cost of key input materials and resources such as metals, energy,
chemicals and other commodities are a major influence on sourcing
decisions. With rising demand and, in some cases, declining supply,
the availability and prices of these critical input factors can be
dramatically affected. There is a growing realization among some
established manufacturing companies that they will have to reassess
their current supply chain arrangements as the economics that
prevailed in the past may no longer apply.

« Skills: As industries continue to become more knowledge-intensive
and dependent upon specific skills and capabilities, access to them
becomes ever-more critical. Even in times of high unemployment,
companies in many sectors find that they face skills shortages, for
example information technology specialists, software designers and
engineers. Whereas once it was the Western world that predominated
in the supply of these skills, this is rapidly changing as the levels of
education and training in the newly emerging economies accelerates.
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« Transport costs: The cost of moving products across the globe has
been highly volatile in recent years. Fuel prices, shipping rates and
air freight costs have risen sharply on occasion but have also fallen
significantly at other times. This volatility is difficult to factor into
sourcing strategy, and hence there is always the possibility that a
decision based upon today’s cost of transport may be less than
optimal at some future point in time.

The implications of shifting centres of gravity in the supply chain for
sourcing strategy are significant. In particular, these shifts strengthen
the argument for moving supply closer to demand. Most of the think-
ing of recent decades has been towards centralization of manufacturing
and the consolidation of inventories in fewer distribution centres.
Now perhaps the economics will increasingly point to sourcing solu-
tions based upon the strategy that, wherever possible, local markets
should be served from sources better able to meet their specific require-
ments — and that could mean a return to the traditional concept of
‘local-for-local’.

Moving supply closer to demand

For years the prevailing logic underpinning many business decisions
has been the idea of ‘economies of scale’ and focus. The concept of
economies of scale is based upon the principle that when products are
made or bought in volume, then the unit cost will be lower because
the fixed costs of manufacturing and/or procurement are spread over
a greater number of items. Flowing from this concept is the view that
if products can be produced in or sourced from dedicated facilities,
then the ensuing efficiencies will bring further cost reductions.

This thinking has led many companies to centralize manufacturing
in fewer but bigger facilities and/or to source from just a few suppliers
to support their (often global) operations. As a result of implementing
these strategies, costs may well be reduced, but lead times from order

to delivery will probably be longer and flexibility will almost certainly
be reduced.
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The problem here is that in today’s highly competitive market-
place, there is a real need to be faster to respond to changing customer
requirements, and so those companies with extended global supply
chains may find that they are less able to compete in these dynamic
markets.

In response to this challenge, there is an emerging view that perhaps
rather than centralized and focused operations, the future may lie in
a more ‘distributed” supply chain architecture. This is the idea that,
wherever possible, supply should be brought closer to demand so
that lead times can be reduced and flexibility increased. New manu-
facturing technology is transforming companies’ ability to produce
to individual customer requirements in smaller quantities at lower
cost. Additive manufacturing, or 3D printing, is an example of how
new technology is challenging the conventional wisdom of the econo-
mies of scale and focus, as reflected in the case of GE below.

CASE STUDY
GE’s ‘local-for-local’ strategy

GE, one of the world’s biggest engineering and manufacturing businesses, has a
declared strategy of bringing supply closer to demand. Whereas previously the
company had tended to centralize production and serve multiple global markets
from specialized facilities, the intention now is to seek out opportunities to build
and source products closer to the markets where they will be sold. In a speech in
2016 the then CEO, Jeffrey Immelt, said: ‘“We will localize. In the future,
sustainable growth will require a local capability inside a global footprint. GE has
420 factories around the world, giving us tremendous flexibility. For example,
we used to have one site to make locomotives, now we have multiple global
sites that give us market access.’

This new strategy reflects the reality of today’s marketplace, where the ability
to move quickly in response to changing customer requirements can become a
major source of competitive advantage.

The impact of global sourcing on agility

A prevailing feature of many markets today is the continuing increase
in what some have termed ‘clockspeed’ (Fine, 1998). What this means
is that demand patterns change more quickly than in the past, product
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life cycles are shorter, and time to market has to become ever faster.
We are in the era of ‘time-based competition’, which places a premium
on agility, that is, the ability to respond rapidly to unexpected changes
in demand.

There are many prerequisites for agility, but one critical requirement
is short replenishment lead times. If demand suddenly changes — either
in volume terms or in the mix of products — how quickly can the
company respond? It is therefore something of a paradox that just as
businesses are embracing just-in-time practices and seeking to become
more responsive to time-sensitive customers, they have also often
lengthened lead times as a result of global sourcing strategies.

One way to overcome this paradox and to gain the benefits of
global sourcing without incurring a loss of responsiveness is by using
the principle of postponement.

The idea behind postponement is that the final assembly, configu-
ration or finishing of the product is delayed until the shape of actual
demand is known. Often that late-stage, postponed activity will take
place locally, close to the source of demand. The aim is to keep the
product generic for as long as possible. If appropriate, the generic (or
‘vanilla’) product can be sourced in a low-cost country and then held
locally as strategic inventory until the precise customer requirement
is known. The point in the supply chain where this strategic inven-
tory is located is often termed the ‘decoupling point’.

A good example of postponement is provided by Zara, the world’s
biggest clothing manufacturer and retailer. Zara often purchases the
fabric that it uses for its products in advance from low-cost sources.
That fabric is held as strategic inventory in an undyed and unfinished
state. Only when local demand has been determined will the cloth be
dyed, finished and cut prior to the garment being assembled. This
strategy has helped Zara maintain a very high level of agility while
keeping total cost and supply chain risk low.

The need for flexibility and adaptability

While agility is clearly a requirement in markets where demand is
uncertain and difficult to predict, it may not by itself be sufficient to
enable companies to respond rapidly to a fundamental shift in the
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supply chain’s centre of gravity. As was previously highlighted,
because of the much more turbulent and volatile business environ-
ment that prevails today, these centres of gravity are likely to change
more frequently requiring a much higher level of adaptability by the
supply chain than was the case before.

Because of this uncertainty and rapid change, it is difficult for any
organization to predict what future sourcing requirements might be.
As a result, it is important not to get locked in to supply arrange-
ments today that might restrict the company’s ability to adapt to
tomorrow’s changed environment. Ideally, when seeking partners in
the supply chain the company should adopt an approach to sourcing
whereby rather than committing to long-term arrangements that may
offer lower prices but constrain future flexibility, the aim should be
to look for short-term but very close partnerships. The guiding prin-
ciple should be that the best sourcing decisions are those decisions
that keep the most options open. There will usually be a price to be
paid for these options, but that price should be seen as an investment
in supply chain flexibility.

Clearly this is a point of view that might not gain a lot of support
in companies that have traditionally been inclined to favour solutions
that are deemed to be the lowest cost. Putting a value on flexibility is
not easy, but actually lack of flexibility when circumstances change
rapidly and unexpectedly can be far more costly in the end. The case
of Apple is interesting; as the case study below highlights, they have
been prepared to invest in longer-term arrangements with key suppli-
ers where they believe those suppliers to be strategically important —the
view being that in a volatile and fast-changing market, it can be a
source of competitive advantage to control what could be potential
bottlenecks in the supply chain.

CASE STUDY
Apple’s supply-side strategy

Apple’s ability to introduce iconic and innovative products that attract huge
consumer uptake is widely recognized. While much of their success is
undoubtedly down to the cutting-edge design and functionality of their
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products, underpinning everything they do is a carefully designed and executed
sourcing strategy.

Much of Apple’s sourcing is in the Far East, but they have developed
extremely close connectivity with their key suppliers to ensure that the highest
level of supply chain agility can be achieved. When operating in fast-changing
markets where the rate of new product introduction is high and time-to-market
critical, the ability to ramp up and ramp down production and shipments is vital.
Apple has long recognized this requirement and has achieved a high degree of
supply chain agility through a number of strategies.

One key element of their approach to ensuring upstream agility is to enter
into long-term contracts with the suppliers of key components, for example for
high-resolution retina displays. These contracts are worth billions of dollars and
ensure commitment and continuity from those suppliers.

In some cases, Apple negotiates exclusivity arrangements with suppliers,
effectively locking out competitors. In other cases, Apple will invest in dedicated
precision machinery and equipment on behalf of their manufacturing partners
to cement that exclusivity.

Obviously Apple’s size gives them some advantage in negotiating supplier
agreements, but their willingness to invest in their suppliers and their desire for
continuity is a key part of this strategy. In effect, Apple is seeking to ensure that
they have access to capacity whenever they need it and in particular to be able
to control any potential bottlenecks in their supply chain.

Making the global sourcing decision

After several decades of dramatic growth in offshore sourcing, there
are now signs of a more considered approach being adopted by an
increasing number of companies. There is a recognition that global
sourcing can be the appropriate strategy to adopt in certain circum-
stances. Equally, however, there will be other conditions when a
more ‘local-for-local’ or perhaps a regional sourcing strategy is
required.

The case of the UK textile industry (see case study) highlights what
may become a growing trend as more companies start to reassess
their offshore sourcing strategy.
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CASE STUDY
The UK textile industry — a homecoming?

In the 19th century and throughout much of the 20th century, the textile
industry in the UK was a dominant sector across the whole economy and a world
leader in terms of the volume of production. However, by the start of the

21st century, the industry was a shadow of its former self, employing less than
100,000 people (compared to well over a million at its height). While this
decline was long term over many years, it accelerated towards the end of the
20th century as more and more companies sought to lower costs through
moving manufacturing and sourcing to locations that then were considered to
be ‘low-cost labour countries’.

In recent years however, there have been signs that this trend has slowed and
may even be reversing. Companies like Laxtons — a Yorkshire-based
manufacturer of a wide range of yarns and fabrics, established for over 100
years — decided in the early years of this century that all their manufacturing
activity should be brought back to the UK. The motivation for this decision was
that when the real costs of the end-to-end supply chain were recognized -
including quality control and delivery lead times to customers, for example, and
the need for a more responsive capability — it was clear that manufacturing in
the UK made more sense. In addition, the importance of the ‘Made in Britain’
label was growing as the demand for quality products in the apparel market
continues to increase.

This trend to local sourcing in this sector is increasingly being influenced by
the growing importance of the ‘fast fashion’ market. Retailers seeking to
compete in this market need suppliers who can respond rapidly and flexibly to
trends. Even though the costs of manufacturing and sourcing may still be lower
in many countries than in the UK, this cost disadvantage is increasingly
outweighed by the marketing advantage that comes from greater agility.

What are the issues that should be taken into account when consider-
ing which products or materials to source globally and which to
source locally or regionally?

- How time-sensitive is the market? A feature of many markets
today is that they are increasingly time-sensitive. This is equally
true in both business-to-business markets and consumer markets.
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Many companies have adopted just-in-time practices and are very
dependent on the speed and reliability of inbound supplies. In
many consumer markets too, customers expect high levels of
availability. In addition, product life cycles are getting shorter in
many industries as the pace of technology change quickens or as
fashions move on. If time is a critical element in gaining competitive
advantage, then global sourcing may not be appropriate if it leads
to the lengthening of replenishment lead times and the potential
loss of reliability.

How stable is demand for the product? Stable demand implies
predictability, and thus the risk of global sourcing in these
conditions is reduced. Conversely, if demand is highly volatile and
hence less predictable, then the need for agility in the supply chain
is clearly greater. Agility, as was previously defined, implies the
capability to respond rapidly to unpredictable changes in demand -
something that might not be possible if inbound lead times become
extended as a result of global sourcing. Hence stability and predict-
ability of demand should be a critical factor in determining the
source of supply.

What proportion of the cost of goods sold (COGS) is accounted
for by labour costs? As we observed earlier, one of the main factors
influencing many companies’ decisions to source offshore has been
the access to low-cost manufacturing — which generally implies
low-cost labour. A key issue, therefore, is the percentage of the cost
of goods sold (COGS) for the product in question that is accounted
for by labour costs. If the labour content is high then the case for
low-cost country sourcing is clearly strengthened. Conversely, if
the labour element in COGS is low, then the case is weakened -
particularly as labour rates in many so-called low-cost countries
continue to rise. Furthermore, given the trend to automation in so
many industries, it is likely that the labour content for many
products will reduce over time.

How transport intensive are your imported materials/products?
One important metric to weigh in the balance when considering
global sourcing is the ‘transport intensity’, that is, what proportion
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of total landed cost is accounted for by transport? The density of
the product is a critical determinant of transport intensity. Density
is a reflection of the volume and weight of an item. Products that
occupy less space in a shipping container, for example, will be less
transport intensive than more bulky items. Given the concern over
carbon footprints, this should be an important consideration.

What is the value/density of the material/products? The previous
point highlighted the effect of density on transport intensity. A
related issue is the value of the product compared to its density. The
value/density of a product can significantly impact the financial case
for global sourcing since the higher the value and the greater the
density, the less important transport costs are relative to total costs.
To take two extreme examples: diamonds and cornflakes. Diamonds
are high value and very dense, cornflakes are at the other end of the
spectrum. Thus both the sourcing decision — assuming of course
that there is a choice — and the mode of transport used will be
heavily influenced by value/density considerations.

Are there any risks to intellectual property? Intellectual property
(IP) concerns the proprietary technology, knowledge, patents, etc,
that enable a company to differentiate itself from its competitors.
One concern is that if production is moved offshore, there could be
a risk that some of that IP might be lost. This is a sensitive area, but
it is often suggested that in certain countries the risk of loss of IP
is greater than in others. One factor influencing this is the local and
regulatory frameworks of different countries. To combat this risk
while still taking advantage of low-cost country sourcing, some
companies have decoupled their supply chains and source the basic
generic product offshore but do the final finishing/configuration —
which may involve the application of the more valuable IP - in
more secure locations.

Houw transparent is the upstream supply chain? One of the problems
facing many companies if they source overseas is the potential loss
of upstream visibility. In other words, they may not be aware of the
supply arrangements of their suppliers. Thus while a company
might have confidence in the capabilities of their immediate (Tier 1)
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supplier, they may not have visibility into the second- or third-tier
suppliers. Often the biggest risk to the supply chain can lie upstream
of the Tier 1 supplier. Those companies that have invested in tools
such as ‘track and trace’ and ‘event management’ systems that issue
alerts if there are deviations from the plan, will be better able to
monitor upstream performance and hence feel more confident in
offshore sourcing.

Managing a global sourcing network

Given that the decision to source offshore has been taken — hopefully
taking into account all of the issues described above — there are some
guiding principles and practices that ideally should be adopted. In no
particular order the key areas for management action include:

« Establish an ‘end-to-end’ process team: Because global sourcing by
definition impacts supply chain performance, it is critical that an
‘end-to-end” management approach is adopted for the whole
procure-to-delivery process. Rather than relying on the existing busi-
ness functions to take responsibility for fragmented elements of the
supply chain, a cross-functional process team should be tasked with
managing the entire flow from the factory to the customer. Support-
ing the team — which will likely be a ‘virtual’ team given the global
scope of the supply chain — will be an information system that will
enable visibility across the extended enterprise. This information
system will provide a ‘track and trace’ capability as well as issuing
alerts when there are deviations of performance in terms of ‘plan
versus actual’.

« Invest in local management: Many companies have experienced
considerable problems with the implementation of offshore sourcing
strategies because of a failure to recognize the importance of a high
level of local engagement with those offshore suppliers. It is a mistake
to assume that once the sourcing decision has been taken and all the
usual due diligence investigations completed that the supplier can be
left to get on with it. Instead, local managers should be employed to
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represent the interests of the business and to ensure that on-the-
ground issues that could impact the smooth running of the supply
chain are dealt with as they arise.

Move to ‘factory gate pricing’: In many cases, companies — parti-
cularly retailers — sourcing overseas have negotiated terms of trade
based on the principle of paying for the goods on a ‘delivered duty
paid’ (DDP) basis. In other words, they pay the supplier an agreed
price based on the supplier absorbing all the costs up to the point of
delivery at the final destination. This may be simple to administer,
but in effect it can mean that the purchaser may have little control
over the supply chain and that major opportunities for cost reduction
through freight consolidation are being lost. When individual
suppliers are making independent decisions on shipping, then the
likelihood is that there will be a lack of transparency of freight costs
and that the customer’s visibility of the supply chain will be obscured.
Instead, the purchasing company should take control of the supply
chain by negotiating terms based on the price at the factory gate.

Establish a total cost-of-ownership monitoring process: One of the
key tasks of the ‘end-to-end” management team, as defined earlier,
is to monitor the true total costs of offshore purchasing decisions.
Because the business environment is constantly changing, what
were thought to be the costs of ownership when the sourcing
decision was taken may no longer be the case. The problem for
many businesses, as was earlier suggested, is that they do not have
the means to conduct this type of analysis. In these situations, it
will be necessary to put in place a process to monitor all the costs
that are involved from when a replenishment order is placed for an
item until when the goods are delivered at their final destination. In
addition, all the market costs associated with delayed deliveries,
obsolescence, mark-downs, etc, must be accounted for.

Build a supply chain ‘control tower’: By their very nature, global
supply chains are subject to a greater number of potentially
disruptive influences. Longer lead times, as we have seen, can lead
to greater levels of variability in delivery lead times. Equally, loss of
visibility upstream in the supply chain — particularly at second-tier
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levels and beyond — can hide potential problems. Companies who
can establish a ‘bird’s eye’ view of the end-to-end supply chain and
monitor what is actually happening in as close to real time as
possible will gain a great advantage. Building the control tower
requires the development of a monitoring system, using appropriate
metrics, to identify variations from plan and to establish the causes
of those variations. The control tower concept will enable the
application of ‘Six Sigma’ methodologies to control supply chain
process variation.

Summary and conclusions

Many companies are now reviewing global sourcing decisions that
were often made some years ago when the balance of costs and bene-
fits may have been different to those prevailing today. Using a more
detailed cost schedule and factoring in issues such as the impact on
responsiveness and agility, these companies are concluding that in
some instances there is a strong case to be made for reconsidering
those earlier decisions.

One thing is certain and that is that a more flexible and segmented
approach to global sourcing is required. Thus, rather than adopting
a ‘one size fits all” approach, a more differentiated strategy should be
adopted - sourcing globally when it makes sense and sourcing locally
when it does not.
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Strategic cost management

LISA' M ELLRAM

Strategic cost management is not a new idea, but it is an idea that
many organizations have difficulty implementing in practice. The
concept of strategic cost management is the ‘application of cost
management techniques so that they simultaneously improve the
strategic position of a firm and reduce costs’ (Cooper and Slagmulder,
1998). As discussed in Chapter 1, the procurement organization in
most companies spends more money than any other area, around 50
per cent of revenue for manufacturing firms, and over 20 per cent for
most service firms. As a result, procurement is under constant pres-
sure to reduce costs. Ultimately, companies really want to reduce the
types of costs that are wasteful. Reducing such non-value-added costs
ultimately improves the organization’s profitability because it cuts
expenses without reducing revenue.

However, there are different ways to reduce costs. Costs can be
reduced in such a way that it actually reduces the value that the
organization is delivering to its customers and hurts the organiza-
tion’s competitiveness. It defeats the purpose of cost reduction, which
is generally to enhance profitability. Costs can be reduced in such a
way that the impact is transparent or neutral to the customer, and it
has no impact on the customers’ perception of the organization’s
value. Third, costs can be reduced in such a way that the organization’s
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value to the customer is actually enhanced. The third is the preferred
situation and the embodiment of strategic cost management.

The purpose of this chapter is to help the reader gain an under-
standing of the nature and application of strategic cost management.
After introducing the concept of strategically managing costs, this
chapter explores three topics in strategic cost management: total cost
of ownership/acquisition, cost analysis and kaizen costing.

How to manage costs strategically

The first step to managing costs strategically is to understand the
organization’s strategic focus. In the case of a for-profit organization
or a competitive situation for a non-profit, the question that must be
answered is: how does the organization compete to win and retain
customers? In other words, how does the organization add distinc-
tive value? There may be different answers to that question by
business unit or customer segment. It is important that the procure-
ment organization understands these different competitive strategies
among the businesses it supports, so it makes the right decisions to
support each business’s definition of success. In the case of non-
profit or public agencies that are not competitive in nature, but that
have the goal of supporting a specific mission, it is essential that they
deeply understand the mission and the desired customer delivera-
bles. Whether procurement is buying promotional materials, supplies
or items that directly serve the customer, it must be done in a manner
that is consistent with the organization’s mission and vision. There
are three key elements of strategic cost management:

1 value proposition analysis;
2 supply chain analysis;

3 cost driver analysis.

Each of these is presented in more depth below.
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Value proposition analysis

Strategic cost management should always begin with understanding
the value proposition, because everything that the organization does
should support the value proposition, which is sometimes referred to
as a unique selling proposition. Value proposition analysis essentially
considers how your organization competes within the marketplace.
What is it that attracts customers to you to do business rather than
to another potential supplier? What advantage do you have to offer
your customers above the competition? In order to effectively act
upon this, you must understand and speak strategy. This is the only
way you can effectively communicate with top management and
make the right decisions to support the organization. There are
some generic strategies that you might be familiar with. These
include:

« cost leadership, or being the low-cost provider;
- innovation — doing things first;

- niche — meeting the needs of a specific customer segment.

The three approaches above are classic approaches popularized by
Michael Porter (1985) in his classic book Competitive Advantage.
These approaches to competition are still valid today. However, there
are many new approaches as well. The most popular among these
include competing based on:

« Time, or speed to market: This was a very popular strategy in the
late 1990s and continues to be an important approach to doing
business today.

« Servicelsolution provider: This has become one of the key ways for
organizations to compete in this decade. Being a full-service solution
provider requires a high level of understanding of customer needs
and flexibility in willingness to meet those customer needs.

107



108

DELIVERING PERFORMANCE IN PROCUREMENT

CASE STUDY
IBM’s transformation to solution provider

IBM is an example of a company that transformed itself from an innovative
provider of computer hardware and PCs to an innovative, full-service solution
provider of IT systems, service, consulting and support, aimed at solving its
customers’ problems. Its mission states: ‘IBM attracts and retains some of the
world’s most talented people to help solve problems and provide an edge for
businesses, governments and non-profits. Innovation is at the core of IBM’s
strategy. The company develops and sells software and systems hardware and a
broad range of infrastructure, cloud and consulting services’ (IBM, 2013). By
2017, IBM had revised and expanded its mission statement, noting its
emphasis on being a solution provider, not a seller of systems and services as
in 2013. IBM’s mission is ‘to lead in the creation, development and
manufacture of the industry’s most advanced information technologies,
including computer systems, software, networking systems, storage devices
and microelectronics. And our worldwide network of IBM solutions and
services professionals translates these advanced technologies into business
value for our customers. We translate these advanced technologies into value
for our customers through our professional solutions, services and consulting
businesses worldwide.” This remains as IBM’s mission in 2021 (Mission
Statement.com, 2021).

As illustrated by IBM, organizations may use a combination of the above
strategies. In addition, the strategies used may change over time, and vary by
product and business unit. Early in its 100-plus-year history, IBM sold
commercial scales and cheese slicers as well as tabulators (IBM, 2013). Thus,
one of the important things for procurement to be aware of is the current
strategy for the products/services that it supports. This understanding facilitates
making the correct buying decisions to support that strategy. For example, if you
are not aware of the strategy of your organization in selling its new product or
service line, you will have no way of gauging how to weigh supplier selection
criteria such as quality, price and supplier technical innovation. Without this
knowledge and understanding of your organization’s strategy, you could make
the wrong decision and actually undermine the long-term success of the
product. With the value proposition in mind, procurement is in a position to
begin to analyse ways to enhance the value proposition, while reducing cost.
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Supply chain analysis

Supply chain management is defined as the management of the flow of
information, inventory, cash and processes from the earliest supplier to
the ultimate consumer, including the final disposition process. This defi-
nition embodies a broad process perspective of the supply chain. Thus,
analysing the supply chain must take a broad perspective, because of
the many interrelationships and interactions among members of the
supply chain.

Why has there been such an increased focus on supply chain
management? Supply chains took on a new focus during the global
COVID-19 pandemic of 2020-21. It became clear that excellent and
agile supply chains were essential to preventing disruption, and to
recovering quickly from large surges in demand, shortages, and
reduced supply of labour and other inputs. Further, supply chain costs
are often the major percentage of an organization’s total costs. With
companies relying heavily on suppliers for so much of their added
value, it is more important than ever to select the right suppliers and
manage them effectively. Poor supply chain performance increases
costs as an organization attempts to recover from its mistakes. It can
also create customer ill-will, which could have customers looking for
alternatives. With the rapidly changing competitive environment
organizations face today, the ability to design the right supply chain
and continuously redesign it as needed can keep the organization agile
and ahead of the competitive curve.

CASE STUDY
Amazon’s supply chain redesign

An example of an organization that has continually redesigned its supply chain
to stay ahead of the curve is Amazon. Amazon was founded in 1994 and began
business as an online seller of rare and difficult to locate books in 1995, with no
inventory or warehouses, shipping out of a garage (Hartmans, 2021). When it
discovered that it was difficult to be profitable doing this and wanted to reach a
larger audience, it broadened its product line to all types of books and began to
build distribution centres in order to better serve its customers.
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Amazon’s stated mission is: ‘We seek to be Earth’s most customer-centric
company. We are guided by four principles: customer obsession rather than
competitor focus, passion for invention, commitment to operational excellence,
and long-term thinking’ (Amazon, 2021). To support this mission, in the early
2000s it launched many other product lines, including electronics, CD, DVD and
video sales, home, computer, kitchen and toy stores (Office Timeline, 2020).
Amazon has continued to adapt its supply chain, adding product lines,
distribution centre locations and the newest technology to serve its customers
more fully and more rapidly. It went on a warehouse-building spree, investing
$13.9 billion to build 50 new distribution centres in a two-year period
beginning in 2010, and can have a distribution centre operational in 10 months
(Kucera, 2013). It spent $775 million in 2012 on Kiva robots to improve
distribution centre accuracy and speed (McCorvey, 2013). In 2017, it spent
around $200 million on a single warehouse in Utah that employs only 180
workers, but many robots (Coombs, 2017). It is currently investing heavily in
transportation to provide its own delivery services, including Amazon Air
(Berman, 2021).

Cost driver analysis

Cost driver analysis relates to what processes, activities and decisions
actually create costs in a supply chain. The cost drivers vary over
time, and among different products and services. Some of the generic
cost drivers include:

- Use of nonstandard materials and components and parts.
- Lengthy approval processes.

« Scale of operations. For example, a very large manufacturing
operation, retailer or distributor must have high volumes in order
to be profitable. A smaller operation may actually be unprofitable
at high volume levels because of overtime costs, inefficiency in
operations, and machine breakdowns and maintenance issues.

+ A high level of finished goods product mix. The more options the
organization offers its customers, the more inventory it may have
to carry, and the more flexible it must be in its production operations.
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Cost drivers can also be related to the organization’s internal and
external processes. One of the key issues to remember is that cost
drivers are not inherently good or bad. They must be analysed rela-
tive to their value. For example, a high level of finished goods product
mix clearly adds complexity and cost relative to offering a single
product. However, that might be the organization’s value proposi-
tion: to provide customers with a higher level of product offerings
than the competition. Thus, one must always look at cost drivers
relative to the value that they add and how these cost drivers are
related to other costs.

Returning to the Amazon example, Amazon made a clear decision
to invest heavily in its fulfilment centres and transportation, adding
costs to its supply chain. For example, its combined shipping and
fulfilment costs grew from $5.5 billion in 2010 (16 per cent of sales)
to $78.1 billion in 2019 (27.5 per cent of sales). In explanation of this
trend, Amazon notes in each of its 2010-20 annual reports, “We expect
our cost of shipping to continue to increase to the extent our custom-
ers accept and use our shipping offers at an increasing rate...We seek
to mitigate costs of shipping over time in part through achieving higher
sales volumes, optimizing our fulfilment network, negotiating better
terms with our suppliers, and achieving better operating efficiencies.
We believe that offering low prices to our customers is fundamental to
our future success, and one way we offer lower prices is through ship-
ping offers’ (Amazon, 2020: 26).

In other words, Amazon is telling its shareholders that it is fully
aware that shipping is a cost driver, but it is designing its supply chain
to mitigate that, and it believes that its fast and flexible shipping is a
key value proposition to its customers! It is counting on the capabil-
ity of its new distribution centres to add enough customer value at a
lower cost per unit shipped to more than pay for its enhanced
customer value proposition of increased fast delivery. Given Amazon’s
strong revenue, profit and market share growth, this investment
appears to be working. The benefits of a strategic cost management
approach may not come overnight but may represent a long-term
commitment to reduced cost and customer value enhancement.
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Summary of strategic cost management

Strategic cost management is a way of thinking about how to enhance
the customer value proposition while simultaneously reducing cost.
Strategic cost management should be part of new product and service
design, so that the most cost-effective, highest-value products and
services are introduced in the marketplace. Strategic cost manage-
ment can be incorporated into new product design through target
costing, embracing specific cost goals and customer attributes as
presented below. Strategic cost management should be part of every-
day business operations and support continuous improvement efforts
as the external environment, including competition and customer
demands, evolves. Most importantly, for strategic cost management
to be truly effective, it should be part of the organization’s
philosophy—a process and a way of thinking that is embraced by
everyone, at all levels of the organization. One of the tools to support
strategic cost management is total cost of ownership analysis, which
entails really understanding the cost of a particular good or service.

Total cost of acquisition/ownership

Total cost of ownership is defined here as a philosophy for under-
standing all relevant supply-chain-related costs of doing business
with a particular supplier for a particular good/service, or the cost of
a process or particular supply chain design. In its broadest sense,
total cost of ownership looks at the ‘big’ picture, considering many
costs beyond price. When you make strategic decisions, you really
want to understand the costs involved, and perhaps even set some
targets for what you’re willing to pay.

A five-step process to implementing TCO

The five steps to implementing a TCO approach in the organization
are as follows:

1 Determine desired benefits of TCO.

2 Form a team to work on TCO analysis.
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3 Identify relevant costs and gather data.

4 Fine-tune the TCO analysis, including sensitivity analysis.

5 Present recommendations to top management.

From a strategic cost management approach, TCO is a misnomer, in
that TCO must also consider revenue implications. In situations
where organizations make a change that is not revenue neutral, it is
not enough to simply capture the costs of change; the revenue impact

must also be captured. The first step in TCO analysis is deciding why
the organization wants to conduct a TCO analysis.

Step 1: Determine desired benefits of TCO

The first step in a TCO analysis is deciding what benefits you are
seeking in conducting the analysis. You probably already have a
particular project in mind. There may be multiple reasons to conduct
a TCO analysis. A list of potential reasons is shown below:

- provide performance measurement;

« framework for cost analysis;

« benchmark performance;

- more informed decision making;

« communication of cost issues, internally and with suppliers;

- encourage cross-functional interaction;

- support external teams with suppliers;

- better insight/understanding of cost drivers;

+ build a business case;

« support an outsourcing analysis;

« support continuous improvement;

« help identify cost savings opportunities;

« prioritize/focus time on high potential opportunities.

The benefits that you think you can achieve using TCO analysis must
be very strong because TCO analysis requires a big commitment of

113



114

DELIVERING PERFORMANCE IN PROCUREMENT

time and effort on your part, as well as on the part of many others in
your organization. At every step of the way in a TCO project, you
want to think about cost/benefit. Is it likely that the benefits of the
analysis will outweigh the costs? If you answer no, TCO analysis is
not recommended. If you can answer yes, then you need to identify
whether the project you have chosen has the characteristics that are
important in a successful TCO project.

Some of the characteristics that make a purchase, outsourcing
analysis or process analysis well suited for TCO analysis include that
the purchase is a relatively large spend amount, procurement believes
the item has significant transaction costs associated with it that are
not currently recognized, and there is an opportunity to have an
impact on that spend area via negotiation, changing suppliers, or
improving internal operations.

Capital purchases are virtually always good candidates for TCO
analysis because after what appears to be a relatively large initial
outlay, there continue to be costs associated with usage year after year
and day after day. Leading organizations such as Johnson & Johnson
do TCO analysis on major purchases, such as acquiring a fleet of
vehicles. Intel uses TCO analysis on all of its capital equipment, espe-
cially the capital used in production. Other companies, such as
Phillips, Heineken and Texas Instruments, have used it to select suppli-
ers of parts and components when there are important differences in
things such as quality, service, lead times and inventory levels. Imagine
that a tech company like Sony is trying to determine where it should
source a certain part for its Pencoed, Wales professional camera
systems. Its goal would include more informed decision making, iden-
tification of cost reduction opportunities and perhaps more.

Step 2: Form a team to work on TCO analysis

Team formation will vary depending on the project under considera-
tion. Sometimes, a team is formed during step 1 when a project is
identified. The specific team membership may change as the TCO
project is formed during step 1. At a minimum, the team should
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include procurement, users and any functional/technical experts.
Finance/accounting should be part of the team to add credibility to
the calculations. TCO analysis is best done in a team setting. Because
TCO analysis is time-consuming and complex, it is important to gain
the commitment and cooperation of others in advance. Before
proceeding, it is also important to consider:

« What is in it for others?
« Why should they cooperate?

- How will it improve their job environment and company
performance?

« Do we need top management sponsorship? Who and why?

Gaining participation of others in TCO analysis may require persua-
sion. In some cases, the organization might want to include supply
chain members, such as key customers, suppliers or logistics provid-
ers if they have a significant impact on the TCO, or the outcome of
the analysis may have a significant impact on them. In a supplier
selection team like the one Sony would need in the example above,
members might include engineering or design (since it is a high-tech
item), procurement, manufacturing, logistics and others who might
be affected or have important information about the process or
potential suppliers.

Step 3: Identify relevant costs and gather data

At this step, the real work begins. It is important at this stage to keep
the scope of the TCO analysis reasonable — to make sure benefits
exceed cost. To really understand the costs associated with the
supplier options, it is necessary to draw a process map or flow
diagram for each option. This would include locations, time, costs
and inventory levels at each step of the process.

The team uses the process flowcharts to help them with their brain-
storming of cost drivers. Brainstorming is an excellent approach for
coming up with a laundry list of possible cost elements that will later
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be narrowed down based on importance and impact. This list would
include:

- price for items;

- quality levels;

. lead times;

- inventory levels;

- transportation, duties and tariffs;

- payment terms (impact cash flow and money tied up);

- damage in transit.

Note that the non-cost items will not be a part of the cost analysis. These
issues will be discussed as ‘soft costs’ or other issues. Lead times are only
a cost to the extent that the company must carry more inventory or have
more obsolete items because of long lead times. In TCO, only costs that
are incremental, and have a direct impact on the bottom line are included
in the calculation. They are now ready to gather cost data.

Gathering the cost data can require a significant number of queries
and even manual effort. When Intel is looking at manufacturing equip-
ment, it must consider how that equipment interfaces with the other
equipment used in production, defect rates produced by equipment,
uptime, the frequency of required maintenance, capacity available
versus capacity needed, and more. Most of the data needed is not read-
ily available in the form needed in the accounting system. Most TCO
analyses are conducted on spreadsheets because spreadsheets allow the
flexibility to change as assumptions change, and have sufficient power
to handle all but the most sophisticated TCO analysis. To make the
comparison of alternatives meaningful, the costs will be translated to a
cost per usable part. Costs must be gathered for each viable alternative.

Step 4: Fine-tune the TCO analysis, including sensitivity analysis

Many of the costs within the TCO model may be estimates. The team
may have a ‘range’ of reasonable cost estimates for certain cost
elements, such as transportation cost and damage. In that case, the
team should do a ‘sensitivity analysis’, reanalysing the total model
with different cost estimates to see how sensitive the model is to
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changes in those costs. What if volume increases or decreases signifi-
cantly? How would that affect the price paid in each alternative? For
capital equipment, how is the TCO per unit of output affected as
volume changes? If our estimates are off by a small percentage, might
another piece of equipment be preferred?

If the decision recommendation changes as the estimates change,
the team should investigate those particular cost elements more care-
fully — trying to improve its level of confidence in its estimates. Again,
this is a cost/benefit issue. How much time should we invest in getting
very precise in certain cost elements that won’t have any impact on
the outcome of our analysis anyway? If the decision is unaffected as
the estimate changes, it is probably not worth the time to refine the
estimate for that variable. When the team is comfortable, it is ready
to use the data in decision making, and/or present the results to top
management. You need to be ready to answer all potential ‘what if’
questions from top management.

Step 5: Present recommendations to top management

Once the team is comfortable with the data, and has addressed areas of
uncertainty through sensitivity analysis and additional data gathering,
it is ready to prepare its presentation to management. This presentation
should include the quantitative results of the TCO analysis, as well as
other ‘soft’ factors that are more difficult to quantify. A good format to
use for a report or presentation to top management includes:

- executive summary: includes brief background, summary of
alternatives, key issues, TCO results, key sensitivities and
recommendation;

« summary of TCO analysis results;

- sensitivities;

« NON-COoSt issues;

- recommendations;

- appendices with detailed calculations and assumptions.

Once a TCO project is approved, it is important to monitor the imple-
mentation and actual results to learn about how to improve future
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processes. In addition, project documentation should be retained,
preferably in a digital format, on an intranet or in the cloud, so that
future TCO teams can benefit from the learnings of related projects.

Cost analysis

Cost analysis is a tool that complements both strategic cost manage-
ment and total cost of ownership analysis. Cost analysis involves
developing an understanding of the costs that underlie the items
purchased — whether goods or services. This includes estimating the
costs of labour, materials and components, cost of equipment, over-
head and a reasonable profit margin. Understanding the cost structure
helps the organization to understand whether it is paying a fair price.
In addition, cost analysis sheds light on the cost drivers and potential
areas for cost reduction, as well as whether it is appropriate to expect
discounts for economies of scale achieved from volume increases.
While entire books have been written about cost analysis, this section
will focus on the basic principles rather than specific techniques.

We always conduct cost analysis with the customer in mind. What
does the customer want and need, and how much are they willing to pay
for it? What is the relative value of a feature versus its cost? To focus on
cost alone would violate the principles of strategic cost management.

Level of detail and accuracy of cost analysis

There are three basic approaches to gathering data for cost analysis:
roundtable, comparison and detailed analysis. In a roundtable approach,
experts are brought together to develop the cost estimates, usually
without detailed drawings or a bill of materials, and with limited infor-
mation on specifications. Comparison estimating is based on determining
the historical cost of the same or similar item as the one being estimated
and adjusting or projecting the historical cost for future production.
This comparison may be done at the cost element level or total price
level. Detailed analysis estimating is characterized by a thorough review
of all components, processes and assemblies. It is the most accurate of
the three methods for estimating the direct cost of production. It is also
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the most time-consuming and expensive. The level of detail can be
varied to meet your needs. Each of these approaches has advantages
and disadvantages, as shown in Table 6.1.

Types of cost analysis

The three types of cost analysis presented here include target costing,
should-cost analysis and supplier cost disclosure.

Target cost analysis is an approach used for new products, or major
changes in products, where the organization, often led by sales or
marketing, determines what they can afford to pay for the product
based on their estimation of what the customer will pay, less the
required profit margin. The costs are then allocated to the various cost
categories —and suppliers are asked to try to meet or beat targets, some-
times with little relationship to what an item realistically should cost.

TABLE 6.1 Approaches to estimating cost for cost analysis
Roundtable Comparison Detailed
Relative Low Moderate/ Moderate/
accuracy because limited data  high high
used depending on data, depending on data,
technique and technique and estimator
estimator Balanced scorecard
Relative Low Moderate/ High
estimator different experts give  high based on uniform
consistency different judgements  depending on data, application
technigue and of principles
estimator
Relative Fast Moderately fast Slow
speed of little detailed analysis  especially with requires detailed design

development

Relative
development
cost

Relative data
required

Low
fast and little data
development cost

Low
based on expert
judgement

repetitive use

Moderate
depending on need
for data collection
and analysis
Moderate

only requires
historical data

and analysis cost
High

detailed design and
analysis cost

High
requires detailed design
and analysis
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Should-cost analysis should always be the basis for developing
your supplier negotiation and improvement plans when utilizing cost
analysis. All of the variations in Table 6.1 are types of should-cost
analysis because we are actually estimating what an item should cost,
based on what is required to produce the item. A proactive should-
cost analysis can be compared to the supplier’s current practices to
identify inefficiencies and recommend improvements.

Supplier cost disclosure involves asking a supplier to share its cost
breakdown with you in order that you can better understand the cost
drivers. Ideally, a buyer would use this to look for areas of improve-
ment. However, suppliers fear that buyers will use this to negotiate
leaner margins, so they are often hesitant to disclose, or may disclose
false information. If you require a supplier to share this information,
and force the issue, it is likely to hurt the relationship and result in
false data. Supplier cost disclosure is most effective when the buyer
and supplier have a close, long-term relationship built on trust. In
addition, comparing supplier cost disclosure to should-cost data and/
or target cost data is a good way to check your own knowledge of the
supplier’s processes, and gain a deeper understanding in areas where
your estimates are far from the supplier’s actual costs.

Kaizen costing

Kaizen costing is a continuous improvement approach for cost
management and reduction via waste reduction. Considered to be a
basic element of all lean production and lean methods, kaizen aims
for fast results. It is very compatible with the ideas of strategic cost
management. Kaizen embraces the notion of including representa-
tives at all levels, knowledge and skill sets within the company to
contribute to improvements in cost and processes. It also presumes
that nothing is ever perfect — systems and processes can always be
improved upon. Value stream mapping and root-cause analysis,
employing the five whys and other techniques help identify waste.
For example, the five whys, largely credited to Toyota, asks the ques-
tion ‘why’ five times in an effort to uncover underlying problems
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rather than simply treat their symptoms. When there is a problem,
the five whys approach asks ‘why’. For example:

‘Why is the grass brown and dried out?’
‘There is no rain and we have not been watering the grass.

‘Why haven’t we been watering the grass?’

‘Because the sprinkler system is leaking.’

“Why is it leaking?’

‘Because the maintenance crew ran over one of the sprinkler heads
while they were mowing.’

“Why?’

‘Because that sprinkler head was sticking up above ground level.
“Why?’

‘Because the ground settled, and that sprinkler head became improperly

elevated.’

CASE STUDY
Toyota manufacturing system

Kaizen costing is considered to be the heart of the Toyota Production System
(TPS) (Toyota, nd). The TPS is a widely imitated and studied set of principles with
the desired outcomes of providing:

« the customer with the highest quality vehicles, at the lowest possible cost, in
a timely manner with the shortest possible lead times;

« team members with work satisfaction, job security and fair treatment;

« the company flexibility to respond to the market, achieve profit through cost
reduction activities and long-term prosperity (Toyota, nd).

At Toyota Material Handling’s European production sites, about 3,000 suggestions
for improvements are received annually (Toyota, nd). This large number of
suggestions is based on kaizen principles - those closest to the work are most
familiar with the inefficiencies and problems in the processes. The Toyota Production
System also embraces the notion of quality, cost and delivery. Thus, all kaizen -
continuous improvement efforts — are aimed at constantly improving on quality, cost
and delivery. Toyota emphasizes that all of its systems are customer-driven -based
on the value proposition (Toyota, nd), just like strategic cost management.
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Thus, we identify a solution to the problem — dig the sprinkler head
placement deeper, and replace it.

Kaizen principles are applicable across profit and non-profit busi-
nesses, government, manufacturing and services. Toyota founded the
Toyota Production System Support Center to ‘contribute to society’
by sharing the Toyota Production System and help improve North
American Industries. Kaizen activities were applied to help several
children’s hospitals identify and solve a serious problem known as
central line-associated bloodstream infections (CLABSIs). This
occurs when a plastic tube is placed in a vein that goes directly to the
heart. All the equipment was sterilized as in any medical procedure,
yet this routine action kept leading to infections. After observing the
process repeatedly, the Toyota volunteers found a pattern where
some extra activities were occurring that were not included in the
process, which were causing the problems. It developed a new, stand-
ardized process that included all the steps, and infections have been
reduced by 75 per cent (Henshall, 2017). The United States
Environmental Protection Agency recommends kaizen as an impor-
tant tool to contribute to waste reduction and enhance environmental
performance (USEPA, nd).

Summary and conclusions

Strategic cost management is an important process for improving an
organization’s outcomes — both in terms of meeting customer needs
and reducing costs. It is a holistic process that embraces new product
development as well as ongoing improvements. To ensure that the
costs data used in decision making are accurate and meaningful, stra-
tegic cost management should be based on total cost of ownership
analysis and understanding underlying costs through cost analysis.
Strategic cost management is completely compatible with kaizen
costing. It represents an important way for procurement to contrib-
ute strategically to the organization.
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The impact of procurement
on financial results

DR SIMON TEMPLAR

This chapter explores the relationship between procurement and
financial performance (FP) by answering this question: How can
procurement enhance value for its organization?

Procurement decisions relate to both capital (non-current assets)
and revenue expenditure (operating expenditure). These decisions
impact on your organization’s income statement, balance sheet and
associated financial ratios, and also on your customers’ and suppli-
ers’ FP. Typical frameworks used to measure FP are introduced,
including return on total assets minus current liabilities (ROTA -
CL), shareholder value (SV) and earnings before interest and tax after
asset charge (EAC), and their relationship to decisions taken by
procurement are evaluated. Supply chain finance is introduced, an
area of increasing importance to procurement practitioners. Finally,
we present three data analytical approaches that can bridge the gap
between the physical, information and financial flows in the supply
chain (SC), and increasing functional integration within an organiza-
tion’s intra- and inter-SC operation.
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Procurement and value creation

Procurement has a direct impact on a firm’s competitive advantage,
and you need to recognize this significant relationship, as it provides
you with a direct link to the board that communicates the impact of
your decisions on financial performance and value creation (VC).
Interestingly, Porter (1985) identifies procurement as a support func-
tion, however Ellram and Liu (2002: 30) argue that purchasing and
supply chain management (SCM) decisions are not just concerned
with reducing cost, but are fundamental to the organization’s finan-
cial performance: “The financial impact of purchasing and supply
management goes well beyond cost reduction. It extends to such crit-
ical performance areas as business growth, profitability, cash flow,
and asset utilization.

Ellram and Liu (2002: 30) maintain that if procurement wishes to
be seen as a strategic function within the organization, they need to
be able to highlight their value-adding potential, by arguing their
strategic role in a language that the board will understand and relate
to, a financial justification: ‘Supply chain managers need to be able to
quantify that broader impact. And then convey that message upward
so that top management better understands how purchasing and
supply management can contribute to company success.’

Ryals and McDonald (2008: 266) concur with Ellram and Liu
(2002) that the role of procurement is an enabler of value creation,
but add that inferior procurement decisions can also destroy value:
‘There are many examples of transactions where the cheapest prod-
uct or service turns out to be of poorer value than buying a more
expensive product which lasts longer and requires less maintenance.’

We have all taken purchasing decisions, for instance buying a
motor car or inkjet printer, based on the initial purchase price, to find
that over time the additional costs associated with the purchasing
decision have cost us more,' and only to be told annoyingly that ‘you
only get what you paid for’. Hindsight is a valuable commodity, but
in short supply. Therefore, procurement has to take a holistic view
when making purchasing decisions, and certainly if these decisions
are long term, for instance sourcing non-current assets (NCA) or
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TABLE 7.1 Procurement initiatives

Category Procurement initiative

People Investing and developing procurement expertise and capabilities, and
sponsoring professional and academic qualifications in procurement.

Portfolio Collaborating with suppliers to design and develop new products.

Partners Introducing supplier relationship management and supplier programmes

that share information across organizational boundaries.

Planet Adopting corporate social responsibility initiatives underpinned by total
cost of ownership. Introducing supplier audits.

Profit Introducing procurement programmes and projects that have a positive

impact on the drivers of shareholder value such as vendor-managed
inventory and target costing, therefore reducing the cost to supply.

Productivity Introduce procurement key performance indicators (KPIs) that are goal
congruent with the organization’s strategic objectives.

entering into long-term third-party contracts with suppliers. Table 7.1
shows a selection of procurement initiatives, which illustrate the
diverse role that procurement has within an organization. I would
also argue that procurement decisions cross functional boundaries,
for example recruitment decisions.

Procurement decisions and types of expenditure

There are two types of sourcing decisions made by procurement. The
first is capital expenditure on long-term non-current assets (NCA),
such as property, plant and equipment (PPE). Expenditure on NCA
can be differentiated further into two types: tangible and intangible.
Tangible assets are physical objects such as trucks and sheds, and
other supply chain infrastructure. However, intangible assets are
non-physical in nature, for example goodwill: it has a monetary
value, it can be found on the balance sheet but you cannot see or
touch it — other examples include trademarks and licences.

The second decision is to procure goods and services that will be
consumed in the current accounting period (short-term) such as fuel
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TABLE 7.2 Capital and revenue expenditure

Capital Revenue

Trucks Wages

Trailers Utilities

Material handling equipment Material handling equipment rental
Distribution centre Third-party logistics fees
Information technology Packaging materials

Fixtures and fittings Agency workers

for trucks and raw materials/components used in the production
process, referred to as revenue expenditure. Typical examples of capi-
tal and revenue expenditure related to supply chain management are
illustrated in Table 7.2. The list is not exhaustive — I expect that you
can think of many more examples.

Procurement decisions and accounting policy

Reading this section is not going to turn you into an accountant, but
it is important that you are aware of how revenue and capital procure-
ment decisions are treated by accountants, and how they impact on
the income statement and balance sheet and the financial perfor-
mance measures that ultimately measure your role in creating value
for your business.? We are going to focus on two areas of accounting
policy, important when evaluating the financial performance of
potential suppliers. The method of inventory valuation (IV) and
depreciation policy adopted by your supplier will have a significant
financial impact on:

- gross profit (GP);

- earnings before interest and tax (EBIT).
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Gross profit calculation

The gross profit (GP) for any business is calculated by subtracting the
cost of goods sold (COGS) for the financial period from the sales
revenue (SR) for the same accounting period. The COGS is calculated
by adding the opening inventory at the start of the accounting period
to the purchases that have been made during the financial year, finally
subtracting the value of the closing inventory to give the COGS
(Table 7.3).

In the example (Table 7.3), the GP is $100 million with a gross
margin (GM) of 50 per cent. Gross margin is calculated by dividing
gross profit by sales revenue and multiplying by 100. Procurement
has a major impact on this ratio, as they are responsible for purchases
and supply chain managers are responsible for inventory manage-
ment (IM). A significant factor that will have a major impact on the
GP calculation is the inventory valuation (IV) method used.

Inventory valuation methods

The most commonly used methods for inventory valuation are first in
first out (FIFO), last in first out (LIFO) and average cost (AVCO). We
will now explore them in more depth using a fictitious example to
calculate an organization’s closing inventory valuation and demonstrate
the impact of each method on the company’s gross margin. The strict
rule regarding the valuation of inventory in the financial statements is

TABLE 7.3 Gross profit calculation

Trading account for year ending 31 March XX Sm Sm

Sales revenue 200

Less cost of goods sold

Opening inventory 45
Plus purchases 85
130
Less closing inventory 30 100

Gross profit 100
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as follows: inventory should be valued at cost; however if the net realiz-
able value (NRV) is less than cost (because of mark-downs, damages or
obsolescence), then the NRV is used. The difference between the origi-
nal cost and NRYV is written off in the income statement.

FIRST IN FIRST OUT (FIFO)

The FIFO methodology uses a traditional inventory rotation policy
where the first goods received are the first to be issued, therefore
deriving the closing IV. Table 7.4 illustrates the opening inventory
value, the receipts, the issues and the closing IV for the accounting
period. Under FIFO the closing IV is $12,500 or $25 per unit.

LAST IN FIRST OUT (LIFO)

The LIFO method is the opposite of FIFO. The goods received last
into the distribution centre are the first to be issued and the IV is
calculated in Table 7.5.

AVERAGE COST (AVCO)

The final IV method is AVCO, which adopts the principles of FIFO
with regard to IM but applies a weighted average to work out the IV.
Every time goods are issued and received the inventory valuation is

TABLE 7.4 Inventory valuation: FIFO

Receipts Issues Balance

Units Price Total Units  Price  Total Units Price Total

500 15.00 7,500

400 50 20,000 100 15.00 1,500

600 20 12,000 600 20.00 12,000
700 13,500

400 50 20,000 300 20.00 6,000

600 25 15,000 600 25.00 15,000
900 21,000

400 50 20,000 500 25.00 12,500
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TABLE 7.5 Inventory valuation: LIFO

Receipts Issues Balance

Units Price Total Units  Price Total Units Price Total

500 15.00 7,500

400 50 20,000 100 15.00 1,500

600 20 12,000 600 20.00 12,000
700 13,500

400 50 20,000 200 20.00 4,000

100 15.00 1,500

300 5,500

600 25 15,000 600 25.00 15,000
200 20.00 4,000

100 15.00 1,500

900 20,500

400 50 20,000 200 25.00 5,000

200 20.00 4,000

100 15.00 1,500

500 10,500
TABLE 7.6 Inventory valuation AVCO
Receipts Issues Balance
Units Price Total Units  Price Total Units Price Total

500 15.00 7,500

400 50 20,000 100 15.00 1,500

600 20 12,000 600 20.00 12,000
700 19.29 13,500

400 50 20,000 300 19.29 5,786

600 25 15,000 600 25.00 15,000
900 23.10 20,786

400 50 20,000 500 23.10 11,548
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recalculated as illustrated in Table 7.6. The closing IV under this
method is $11,548 and $23.10 per unit.

In Table 7.7 each IV approach is compared, showing that they
each produce a different closing IV. This impacts not only on the
organization’s cost of goods sold, but also its gross profit. The LIFO
produces the lowest closing inventory value, the highest costs of
goods sold figure and the lowest gross profit, resulting in the lowest
gross margin of 60 per cent. However, with FIFO it is the opposite,
resulting in the highest gross margin of 63.33 per cent, and AVCO
falls between both methods with a gross margin of 61.75 per cent.
Whichever approach an organization adopts, procurement decisions
related to the price paid for the inventory will have an impact on the
cost of goods sold and the gross margin calculation.

Earnings before interest and tax (EBIT)

The purpose of depreciation (tangible) and amortization (intangible)
is to match the expenditure on non-current assets (NCA) over their
useful life and therefore against the sales revenue (SR) by these assets.
It is essential that you are aware that depreciation has no effect on
cash flow, as the cash left the business to purchase the NCA in the

TABLE 7.7 Inventory valuation comparison

FIFO LIFO AVEO

S S S S S S
Sales 60,000 60,000 60,000
Less cost of
goods sold
Opening 7,500 7,500 7,500
inventory
add purchases 27,000 27,000 27,000
less closing 12,500 22,000 10,500 24,000 11,548 22,952
inventory

Gross profit 38,000 36,000 37,048
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first place; it is an accounting adjustment to derive profit for an
accounting period.

The choice of depreciation method will have an impact on an
organization’s operating expenses and hence its EBIT. For instance,
the straight-line method (SLM) will charge an equal amount of depre-
ciation each year to the income statement, while the reducing balance
method (RBM) charges a higher proportion of depreciation in the
earlier years of the NCA’s life. The case study illustrates this point.

CASE STUDY
Alpha PLC

Alpha PLC has purchased a non-current asset worth $5 million. It will have a
useful life of five years and on disposal its value will be $1 million, so the total
depreciation will be $4 million. Figure 7.1 illustrates the annual depreciation
charge in the income statement for both methods.

FIGURE 7.1 Annual depreciation charge by method
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FIGURE 7.2 Depreciation method and EBIT percentage
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Let’s assume that Alpha’s revenue is $10 million, their operating expenses are
$3.2 million (excluding depreciation) and they remain constant over five years.
In Figure 7.2 we can see the impact that each depreciation method has on
Alpha’s EBIT percentage.

The RBM has a lower EBIT percentage in the early years but produces a
higher percentage later on, whereas the SLM produces a constant EBIT
percentage over the period. Earnings before tax, interest, depreciation and
amortization (EBITDA) percentage ignores depreciation and therefore cancels
out the impact of different depreciation methods.?

When buyers are comparing the profitability of their suppliers, they should
compare traditional profit measures such as gross margin and EBIT, but also
apply EBITDA.

Ratio analysis: understanding the financial health of your supplier

There is an old saying: ‘Look before you leap’. In other words, do
your research before entering into a relationship with a potential
supplier. There are numerous financial questions that procurement
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practitioners need to ask when evaluating a potential new supplier,
relating to profitability, liquidity and efficiency.

Financial ratios can provide you with valuable information about
your prospective supplier, but they are not foolproof; they make use
of historical information, and remember the old adage from invest-
ment analysts, ‘past performance is not a guarantee of future
performance’. Therefore you should triangulate your research with
other data sources such as supplier references, case studies and inter-
views with other customers that have been supplied by the vendor.
These are valuable sources of evidence of supplier performance.
Alternatively, you can outsource your supplier evaluation to organi-
zations that specialize in this area.

Financial ratios can be derived from source data in the income state-
ment, the balance sheet or a combination of the two, as illustrated in
Figure 7.3. However, it is important that procurement practitioners
understand where the source data is derived from, what the ratios are
measuring and, more important, how the decisions that they take impact
on the ratios and the overall financial performance of their organization.

FIGURE 7.3 Financial ratios and financial statements

Balance
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Return on capital employed %
Return on shareholders’ funds %
Inventory days
Inventory turnover
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Accounts payable days
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Current ratio
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Earnings before
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depreciation and
amortization %

Gearing %

Income
statement

SOURCE Adapted from Templar (2019:198)
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TABLE 7.8 Financial ratios

Category

Ratio

Profitability

Liquidity

Working capital

Efficiency

Gross margin

Earnings before interest and tax %

Earnings before interest, tax, depreciation and amortization %
Return on capital employed %

Return on shareholders’ funds %

Current ratio
Acid test ratio or quick ratio

Inventory days

Inventory turnover

Accounts receivable days or Days sales outstanding
Accounts payable days or Days payable outstanding
Cash to cash cycle days

Total asset turnover

Net asset turnover

Total net asset turnover
Non-current asset turnover
Current assets turnover
Working capital turnover

Financial structure Gearing %

In this section, we focus on a set of financial ratios that can be used
to analyse organizational and financial performance. Table 7.8 illus-
trates a set of typical financial ratios and their financial performance
categories. This list is not exhaustive but provides you with an intro-

duction to the different types of financial ratios.

For each ratio, its method of calculation will be illustrated. The
ratios will be calculated using data extracted from the financial state-

ments of Beta PLC.

BETA PLC

Income statement Sm Balance sheet Sm
Sales revenue 200 Non-current assets

Less cost of goods sold 100 Property, plant and equipment 220
Gross profit 100 220

Operating expenses 42 Current assets
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Operating profit 58 Inventory 30
Finance costs 8 Accounts receivables 40
Earnings before tax 50 Cash 10
Corporation tax 20 80
Earnings after tax 30 Total assets 300
Dividend 10
Retained profit for the year 20 Equity
$1 Ordinary shares 50
Retained earnings 100
150

Non-current liabilities

Long-term loan 100
100
Current liabilities
Accounts payable 25
Dividends payable 5
Taxation 10
Overdraft 10
50
Total liabilities 150
Total equity and liabilities 300

PROFITABILITY RATIOS

Table 7.9 illustrates profitability ratios using data extracted from
Beta PLC’s financial statements. The gross margin percentage,
EBITDA percentage and EBIT percentage, which only use the income
statement, measure how sales revenue (top line) has been eroded by
costs as we travel down the income statement. For instance, you have
heard the question ‘what’s the impact on the bottom line?’ This is the
retained profit for the year, which in Beta’s case is $20 million (10 per
cent); 90 per cent of sales revenue has been eroded by some form of
cost. You can now see how your procurement decisions can make a
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TABLE 7.9 Beta PLC profitability ratios

Ratio Formula Calculation
Gross margin (GM %) (Gross profit/sales revenue) * 700 ($100m/$200m)
*100 = 50%

Earnings before interest and tax,

depreciation and amortization
percentage(EBITDA %)

Earnings before interest and tax
percentage
(EBIT %)

Return on capital employed

(Earnings before interest, tax,
depreciation and amortization/
sales revenue) * 100

(Earnings before interest and tax/
sales revenue) * 100

(Earnings before interest and tax/

($64m/$200m) *
100 = 32%F023

(§58m/s$200m) *
100 = 29%

($58m/$250m) *

percentage(ROCE %) capital employed) * 100 100 = 23.2%
Return on shareholder funds (Earnings after tax/shareholders’ ($30m/s$150m) *
percentage funds) * 100 100 = 20%
(ROSF %)

NOTE #Beta PLC’s annual depreciation is $6m, which is included in their operating expenses.

difference to the bottom line. The other two ratios measure the return
generated by different classifications of capital and we will examine
later on in this chapter.

LIQUIDITY RATIOS
Table 7.10 illustrates two liquidity ratios for Beta PLC. The current
ratio compares the value of current assets to current liabilities. Beta’s
ratio is 1.6 to 1.0, which means that for every $1 of current liabilities
Beta has $1.60 of current assets to cover their short-term liabilities.
With the acid test or quick ratio, inventory is not included as the
assumption is that inventories take time to be turned into cash, hence
Beta’s AT ratio is 1.0 to 1.0. Traditionally accounting texts have
suggested benchmarks of 2.0 to 1.0 for the current ratio and 1.0 to
1.0 for the acid test ratio for manufacturing companies; however, it
does depend on industrial sector and cash flow.

An issue to flag up, especially for procurement practitioners, is the
‘liquidity paradox’. If your organization is focusing on reducing
inventory levels on its balance sheet, it can weaken its current ratio.
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TABLE 7.10 Beta PLC liquidity ratios

Ratio Formula Calculation
Current ratio Current assets: Current liabilities $80m:$50m=16:1.0
Acid test ratio  (Current assets — Inventory): ($80m - $30m) :

Current liabilities $50m=1.0:1.0

WORKING CAPITAL RATIOS
Table 7.11 illustrates five important working capital ratios that you
need to know when evaluating a potential supplier.

Inventory days, which measures the average number of days inven-
tory is held by the organization, is derived from the company’s cost
of goods sold calculation. Beta’s inventory days are 137. Procurement
decisions influencing inventory management, purchasing and the
economic order quantity will have a positive impact on this ratio, but
you must consider the impact of inventory decisions on other func-
tions such as sales and marketing with regard to customer service,
lead times and product variety.

Inventory turnover (IT) measures the velocity of inventory within
the business. It is calculated by dividing 365 days by the inventory
days to produce a multiplier. The IT for Beta PLC is 2.66, which means
the company on average turns over its inventory 2.66 times a year.

TABLE 7.11 Working capital ratios

Ratio Formula Calculation
Inventory days (Average inventory/Cost of sales) ($37.5m/$100m)
*365 * 365 =137 days
Inventory turnover 365/Inventory days 365/137 = 2.66
Accounts receivable  (Average receivables/Credit sales) ($40m/$200m) *
days *365 365 = 73 days
Accounts payable (Average payables/Credit purchases) ~ ($25m/$85m) * 365 =
days *365 107 days
Cash to cash cycle Inventory days + Accounts receivable 137 + 73 - 107 = 103 days

days days - Accounts payable days
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Accounts receivable days (or days sales outstanding) monitors the
average time in days taken for the business’s credit customers to pay
them. It is derived from the credit sales from the income statement
and the accounts receivable on the balance sheet. Decisions related to
credit control and terms and conditions can have a favourable impact
on this ratio, as can the use of supply chain finance initiatives.
Currently Beta’s customers, on average, pay them in 73 days.
Accounts payable days (or days payable outstanding) measure the
time it takes the company to pay its suppliers. It is calculated by
taking the average accounts payable and dividing it by the credit
purchases. By extending its accounts payable time, an organization
can derive a cash flow benefit; however, this can have an impact on
its suppliers’ liquidity and lead to financial distress, endangering the
financial sustainability of the chain. Supply chain finance instruments
are increasingly being deployed in this space and is an area of increas-
ing interest for the procurement function as they manage the
relationship with suppliers. In the case of Beta PLC, they pay their
suppliers, on average, in around 107 days. Suppliers will be monitor-
ing the buyers’ accounts payable days when evaluating whether to do
business with them, and recently companies that have extended the
time taken, or simply take a long time, to pay suppliers have been
named and shamed in the media, which has reputational implications.
The cash-to-cash cycle time measures the time taken for the business
to recoup its cash back. Beta has to wait 103 days to recoup its cash
back, hence it has a liquidity gap, which will need to be reduced by:

- liberating cash tied up in inventories;
- cutting the time taken by their customers to pay them;

- extending the payment terms to their suppliers.

EFFICIENCY RATIOS

The efficiency ratios in Table 7.12 illustrate the proportion of sales
revenue generated from different classifications of the organization’s
assets. The formula for each ratio is based on a standard approach,
where sales revenue is divided by the asset classification to generate a
multiplier. For instance, the total assets turnover is calculated by
dividing sales revenue ($200 million) by the value of total assets
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TABLE 7.12 Beta PLC efficiency ratios

Ratio Formula Calculation

Total assets (TA) turnover Sales revenue/Total assets $200m/$300m = 0.67
Total assets — Current Sales revenue/Total assets $200m/$250m = 0.80
liabilities turnover - Current liabilities

Total net asset turnover Sales revenue/Total net assets $200m/$150m = 1.33
Non-current asset (NCA) Sales revenue/Non-current assets $200m/$220m = 0.91
turnover

Current asset (CA) turnover  Sales revenue/Current assets $200m/$80m = 2.50
Working capital (WC) Sales revenue/Working capital $200m/$30m = 6.67
turnover

($300 million), to give a ratio of 0.67, which means that every $1 of
total assets generates 67 cents in sales revenue. These ratios can be
used to compare the financial performance of different asset classifi-
cations in terms of sales revenue generation for different organizations
in an industrial sector.

Procurement decisions that are able to reduce an organization’s
total assets will improve efficiency ratios. These include:

- outsourcing non-current assets;
- leasing or renting non-current assets;
- vendor-managed inventory;

+ postponement.

FINANCIAL STRUCTURE RATIO

The gearing ratio measures the value of non-current liabilities as a
percentage of capital employed. In the case of Beta PLC, 40 per cent
of capital employed is funded by non-current liabilities (long-term
debt) of $100 million.

WEAKNESS OF FINANCIAL RATIOS

When comparing an organization’s financial ratios, it is fundamen-
tally important that you are comparing like with like; if not, your
analysis will be flawed. There are many factors that need to be taken
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into consideration when comparing financial performance using
financial ratios. They include:

- accounting policies adopted by the organizations;
- previoustrends cannot be relied on for future financial performance;

- economic conditions (growth, risk and inflation) may vary with
regard to the geographical location.

Measuring financial performance

It is extremely important that you understand the financial implica-
tions of your decisions on the financial statements of your organization,
and that you are able to discuss and demonstrate their impact with
the finance function. This section will introduce to you three frame-
works typically used in practice for measuring financial performance;
they are return on total assets minus current liabilities (ROTA - CL),
shareholder value (SV) and EBIT after asset charge (EAC).

Return on total assets minus current liabilities (ROTA - CL)

ROTA - CL has traditionally been used as a barometer of financial
performance. It is calculated by taking the EBIT and dividing it by the
value of the organization’s total assets minus current liabilities (TA -
CL)on their balance sheet and multiplying by 100 to give a percentage.*
ROTA - CL uses the top half of the balance sheet (where the money
has gone to), while return on capital employed (ROCE) focuses on the
bottom half (where the money has come from) — have a look at Beta’s
balance sheet. Procurement practitioners make decisions related to the
top half of the balance sheet with regard to non-current assets, current
assets and current liabilities. However, Brookson (2001:43) highlights
the importance of the ROTA - CL/ROCE ratio:

...reveals how much profit is being made on the money invested in the

business and is a key measure of how well management is doing its job.
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Beta PLC’s EBIT is $58 million; divided by $250 million, this produces
a ROTA - CL of 23.2 per cent. However, the ratio can also be derived
by multiplying two other ratios together; these are the total assets
minus current liabilities turnover ratio (0.8) and EBIT interest percent-
age (29 per cent) as illustrated in Figure 7.4. This relationship between
these financial ratios is extremely important for procurement practi-
tioners, as they are able to influence both ratios by the decisions they
take as they influence sales, cost of goods sold, operating expenses
(OPEX), non-current assets, current assets and current liabilities.

Figure 7.4 depicts the relationship between Beta’s income statement,
balance sheet and ROTA - CL. If inventory could be reduced by 50 per
cent by adopting vendor-managed inventory and the resulting cash
savings are used to reduce non-current liabilities, what would be the
impact on the ROTA - CL percentage? Inventory would be reduced to
$15 million and therefore TA — CL is reduced to $235 million, if EBIT
stays constant at $58 million. (You could also have savings related to the
cost of holding inventory, which would improve the EBIT percentage,
then ROTA - CL would be 24.7 per cent, an increase of 6.5 per cent.)

As an example, let’s suppose Beta PLC outsources its logistics
operation to a third-party logistics organization, taking $30 million
of non-current assets off its balance sheet and is operating-cost
neutral; this would increase ROTA - CL to 26.4 per cent, an increase
of 13.8 per cent.

The key takeaway is that your procurement decision can impact on
both the income statement and the balance sheet.

Shareholder value

The UK’s Chartered Institute of Management Accountants terminol-
ogy (CIMA, 2005: 96) defines shareholder return as:

Total return to the shareholders in terms of both dividends and share
price growth, calculated as the present value of future free cash flows
of the business discounted at the weighted average cost of the capital of

the business less the market value of its debt.
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Lukas et al (2005: 414) highlight the significant role that managers
have in enhancing shareholder value and its importance in maintain-
ing an organization’s financial sustainability:

Increasingly, the rhetoric used by top managers and boards is that the

primary task of management is to maximize returns to shareholders.

Selecting an inappropriate supplier, or procuring the wrong product
or component can be a financial disaster for any organization, as it
can seriously damage their reputation, impact on future sales revenue
and be expensive to put right, in terms of fines, compensation and
additional process costs, therefore eroding profitability, reducing
cash flow and destroying shareholder value, making the business less
attractive for future investors.

Christopher (2011: 63) identified five drivers of shareholder value.
Table 7.13 presents these drivers and matches them to appropriate
procurement and supply chain initiatives.

TABLE 7.13 Shareholder value drivers and procurement initiatives

Shareholder value driver Procurement initiative

Revenue growth ¢ New product development
e Target pricing
e Supplier audits
Operating cost reduction * Vendor-managed inventory
e Make or buy
e Supplier relationship management
e Standardized components
* Inventory holding costs
» Returns management
* Managing inventory write-offs
Tax minimization » Tax-efficient supply chain management
» Customs and excise duties
Fixed capital efficiency e Outsourcing
e Total cost of ownership
* Leasing or alternative financing arrangements
Working capital efficiency ¢ Inventory management
« Postponement
» (Cash to cash velocity
e Supply chain finance

SOURCE Christopher (2011)
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Therefore, the aim of procurement decisions should be to increase
cash-to-cash velocity and cash retention, which will enhance share-
holder value.

EBIT after asset charge (EAC)

EAC can be used as a proxy for economic profit. The organization
will only add value if their EBIT exceeds the opportunity cost of the
capital invested in the business. When this occurs then the organiza-
tion has added value.

CASE STUDY
Deutsche Post DHL Group

One organization that has adopted EBIT as a performance metric is Deutsche
Post World Net (2007: 8):

We are introducing EBIT after asset charge as a new primary performance
metric to focus all divisions on sustained value growth. From 1 January 2008,
management incentives will also be tied to this metric. In this way, we aim to
improve cash generation.

The motivation for adopting this approach was stated in the organization’s 2013
annual report (Deutsche Post DHL Group, 2013: 50):

Making the asset charge a part of business decisions encourages all divisions
to use resources efficiently and ensures that the operating business is geared
towards increasing value sustainably whilst generating cash flow.

TABLE 7.14 EAC calculation for the Deutsche Post DHL Group

Year 2015 2016 2017 2018 2019
EBIT €m 2,411 3,491 3,741 3,162 4,128
Asset charge €m 1,534 1,528 1,566 2,446 2,619
EAC€m 877 1,963 2,175 716 1,509
WACC 8.50% 8.50% 8.50% 8.50% 8.50%

SOURCE Deutsche Post DHL (2016, 2018, 2019)
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Table 7.14 illustrates the EAC calculation for the Deutsche Post DHL Group over
the five years between 2015 and 2019. The organization has generated earnings

greater than their weighted average cost of capital (WACC) of 8.5 per cent.

Financially sustainable supply networks

Sourcing decisions will have an impact on the organization’s working
capital. Working capital is the difference between a business’s current
assets (short-term’ assets such as inventory) and its current liabilities
(short-term liabilities including accounts payable). Procurement deci-
sions will impact on the level and value of inventory disclosed in the
balance sheet. Furthermore, procurement has an impact on the
accounts payable revealed in current liabilities on the balance sheet,
as procurement will be involved in negotiating the terms and condi-
tions between the organization and its suppliers, including the time
period in which their suppliers are paid.

Extending payment days

Beta’s cash-to-cash (C2C) cycle time is currently 103 days. If Beta
reduce their inventory days and accounts receivable days by 5 per
cent and extend their accounts payable by a similar percentage, we
can see the impact on their C2C cycle is reduced by reduction of 16
days, which equates to a 15.5 per cent improvement (see Table 7.15).

An organization can improve its C2C cycle time by extending the
time it takes to pay its suppliers. In effect it is using its accounts

TABLE 7.15 Beta PLC C2C cycle time initiative

Ratio Original 5% Improvement
Inventory days 137 130
Accounts receivable days 73 69
Accounts payable days 107 112

Cash-to-cash cycle days 103 87
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payable as short-term financing to improve its liquidity and cash
flow. However, it is important to recognize that there is a potential
downside to extending payment days, which will impact on the
organization’s reputation; we have all seen the headlines in financial
press when companies are shamed for treating their suppliers poorly.
This policy could have a profound risk on the financial sustainability
of your organization’s supply chain, increasing your risk should a key
supplier suffer financial distress and go bankrupt. If a suitable supplier
can’t be found and you don’t have sufficient inventory then there is a
risk of significant disruption, not only to your operations but, more
importantly, to your customer base as illustrated in Figure 7.5.

Supply chain finance

The Euro Banking Association (2014: 44) defines supply chain
finance as:

The use of financial instruments, practices and technologies to optimize
the management of the working capital and liquidity tied up in supply

chain processes for collaborating business partners.

FIGURE 7.5 Financially sustainable supply chain network

SOURCE Templar et al (2016: 68)
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FIGURE 7.6 Overview of supply chain finance solutions
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In Figure 7.6, Templar et al (2020: 227) provide an overview of the

variety of supply chain finance solutions differentiated by WC.¢
Let’s now focus on one supply chain finance instrument in more

detail: dynamic discounting (DD), which is used by buyers to improve

their C2C cycle time.

DYNAMIC DISCOUNTING (DD)

Dynamic discounting is a supply chain finance instrument that is
used by the buyer to manage their accounts payable with their suppli-
ers. The Euro Banking Association (2014: 48) defines dynamic
discounting as follows:

Dynamic discounting offers suppliers the early receipt of accounts
payable due from a buyer in return for a variable discount. Typically,
the funds are provided by the buyer from its own liquid resources.
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The following fictitious example describes the DD approach (adapted
from Templar, 2019).

CASE STUDY
Ultra Ltd

Ultra Ltd, a supplier to Mega Ltd, has been onboarded to Mega’s DD programme.
Mega Ltd’s standard terms and conditions state that suppliers will be paid in 90
days, once the invoice has been approved for payment. However, if Ultra Ltd
decides to take an early payment, they can, but their invoice value will be
discounted; if they don’t need the cash, the invoice will carry on to its due
payment date. Table 7.16 illustrates the Mega Ltd DD calculation. If Ultra Ltd
requires an invoice to be paid immediately then they will receive 95 per cent of
its face value; however, if they require the invoice to be paid after 40 days they
will receive 97.22 per cent of its value.

Ultra Ltd’s treasury function can use the curve in Figure 7.7 to establish the
percentage discount value of an invoice for a given early payment.

Currently Ultra Ltd has five invoices that have been approved for payment on
Mega Ltd’s supply chain finance platform. Table 7.17 illustrates for Ultra Ltd the
current value of their discounting invoices on the system at this moment in time.
If Ultra Ltd now decide to opt for earlier payment of all their invoices in the

TABLE 716 Mega Ltd DD rates

Payment days Net invoice value % Discount %
0 95.00 5.00
10 95.56 4.44
20 96.11 3.89
30 96.67 3.33
40 97.22 2.78
50 97.78 2.22
60 98.33 1.67
70 98.89 1.11
80 99.44 0.56

90 100.00 0.00
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FIGURE 7.7 Mega Ltd DD curve
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TABLE 7.17 Ultra Ltd discounting invoices on the system

Payment Net invoice
Invoice no PO no due date Invoice value value
125 47500 10 days’ time $20,000 $19,888.89
154 47578 20 days’ time $25,000 $§24,722.22
169 46001 40 days’ time $15,000 $14,666.67
179 46234 50 days’ time $25,000 $24,305.56
201 46645 60 days’ time $30,000 $29,000.00
Total $115,000 $112,583.34

system, they will receive $112,583.34 and Mega Ltd will have a saving of
$2,416.66 on their accounts payable. The system is dynamic, as the discount
value of the invoices will change on a daily basis.
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Enhancing procurement’s value with data analytics

This section introduces data initiatives that are bridging the gap
between the physical, information and financial flows, and increasing
functional integration within an organization’s intra- and inter-
supply chain operation by adopting data analytics that process data
into information.

Data can be generated and captured every time an interaction
occurs whether it’s a transaction between two businesses, a mobile
phone call, your car’s engine management system, a parcel being
tracked along its journey, a visit to a company’s website or purchases
on your grocery loyalty card — many more examples exist. Next time
you do your grocery shopping, look at your receipt and the valuable
data that has been captured, which includes time, location, what you
have bought, quantities, promotions and offers, how much you have
spent, method of payment and loyalty points. When data is processed
into information and communicated to the relevant decision maker
its value appreciates. Combining different data sets can increase the
value of the information, for example the synergies obtained from
collecting transactional data from sales and marketing, and supplier
and accounting transactions with your organization, to improve the
visibility of managing customer returns.

There are three data analytics approaches that procurement prac-
titioners can adopt that will enhance the impact of the decisions they
take, improve the financial performance of their organization and
increase their value to the organization: descriptive, predictive and
prescriptive analytics. Each approach will be introduced below and
their implications for procurement are highlighted.

Descriptive analytics

Descriptive analytics processes historical data to provide information
that illuminates past events and highlights issues where an interven-
tion is required. From a procurement perspective, examples include:
- product availability issues and stock outs;

- customer returns by stock-keeping unit (SKU);
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- inventory mark-downs or write-offs by SKU;
« products returned to supplier;

« quality issues by SKU and supplier;

- product lead times;

- customer complaints.

The importance and value of this information is increased further if
shared electronically with the organization’s supplier base, who can
then introduce corrective action based on the feedback generated by
the descriptive analysis.

Predictive analytics

Predictive analytics uses historical data combined with statistical
tools and techniques to analyse the data, searching for patterns, rela-
tionships and trends within the data that can be used to help predict
future outcomes. This information would be extremely useful for
procurement decisions; for example, if there was a positive relation-
ship between the weather and product volumes, then information
captured from weather forecasts could be used to place orders with
suppliers. Analysing EPOS data can reveal an unexpected relation-
ship between different product categories within a retail outlet, and
provide opportunities to develop promotions or relocate them
together to improve the customer’s experience. The relationship
between the time of day and the type of product purchased is
extremely important information for procurement practitioners to
ensure product availability and replenishment; for example the
lunchtime meal deal, where three different items are bundled together.

Prescriptive analytics

Prescriptive analytics can be used to enhance procurement decisions
by using data to develop simulation models, which can then be used
to optimize future scenarios. A procurement decision to change the
mode of transportation for the primary inbound distribution between
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a supplier based in Europe and the buyer in the UK from road freight
to one based on intermodal using rail. The impact on cost, lead time,
service levels, safety stock calculations, customer service and environ-
mental factors would all need to be derived before making the
decision to proceed with the change.

Summary and conclusions

Procurement decisions have a significant impact on the financial
performance of an organization. They directly impact on the compo-
nents (revenue and costs) of the income statement and in the balance
sheet they affect the organization’s total assets minus current liabili-
ties. The ratios used to measure profitability, liquidity, working capital
and efficiency are influenced by procurement decisions. The procure-
ment function can reduce risk, improve financial sustainability and
protect the organization’s corporate reputation by adopting supplier
relationship management, supplier audits and due diligence when
dealing with suppliers. Harnessing the power of data analytics will
enable procurement practitioners to create value for their organiza-
tion and improve their strategic worth to the business.
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Notes

1 See total cost of ownership

2 If you want to know more about the relationship between supply chain
decisions and financial performance, see Templar (2019).

3 When calculating an organization’s tax liability, different jurisdictions may have
separate policies with regard to treating depreciation. Please check with your
accounting department.

4 Total assets minus current liabilities equals capital employed.

(]

Less than one year.
6 If you would like to know more about supply chain finance instruments, see
Templar et al (2020).
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Supply chain risk management

MARTIN CHRISTOPHER

In the opening months of 2020, the world became aware of a new
coronavirus, COVID-19, and of the impact that it was having on
global supply chains. Businesses in every sector and region were
affected by factory shutdowns, travel restrictions and lockdowns.
Supply shortages rapidly became apparent, often exacerbated by
stockpiling both by companies and by consumers. The fragility of
many organizations’ supply networks was exposed and the knock-on
effect on sales revenue and corporate profitability was profound. The
scale of the impact of the pandemic on lives and livelihoods was
immense. The economic ramifications have been enormous and the
reverberations of this seismic event will be felt for many years to come.

Very few companies were prepared for this disruption. Paradoxically,
in many countries where governments maintained the equivalent of a
‘risk register’ the threat of a pandemic was at the top of the list, or very
close to the top.

What the COVID-19 crisis has highlighted is just how dependent
every business has become on other entities in the supply chain.
Indeed it has underlined the fact that these chains are not chains at all
but complex interconnected networks. This is more than a semantic
difference. In complex networks the nature and level of risk is differ-
ent from the risk that exists in a simple, linear chain. ‘Complexity’
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describes a condition of interconnectedness and interdependencies
across a network where a change in one element can have an effect
on other elements — often in unforeseen ways. Because so many of the
interactions between agents and entities within a network can have a
cumulative and combinatorial effect, the likelihood of disturbances
and disruptions increases.

The more nodes and links that exist in a network, clearly the more
complex it becomes. As a result of outsourcing non-core activities,
many companies today are much more reliant on external suppliers
of goods and services. These external suppliers are also dependent
upon a web of second-tier suppliers and so on. There is a strong like-
lihood that the focal firm at the centre of the network will not even
be aware of many of the second- or third-tier suppliers that feed their
upstream supply chain. One example of good practice is provided by
the agricultural equipment manufacturer, John Deere (see case study).

CASE STUDY
Managing upstream risk at John Deere

(One) way in which John Deere recognizes and manages complexity is through
its supplier performance monitoring tool, which integrates traditional statistical
process control approaches. Between 750 and 1,000 direct suppliers now are
proactively monitored and managed by this monitoring tool. Specifically, a web
environment was developed that asks suppliers a set of questions twice a year,
covering an 18-month forecast period. Issues assessed include, for example,
how comfortable the supplier feels with respect to second- and third-tier
suppliers as well as any existing or projected capacity constraints. Deere’s
approach points to the importance of managing complexity in the supply
network, not only at the tier-1 level but also at lower levels. With closely
interconnected supply networks, coupled with just-in-time manufacturing and
close-to-zero inventories, this deeper monitoring of suppliers is at the core of
Deere’s successful approach to managing complexity. The key activities are to
proactively monitor capacity and the potential for supply disruption and
impending disasters — and then to develop appropriate responses. Output
reports are received every week. If there is a capacity issue, an action plan is
developed to address the capacity shortages.
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The system is constantly undergoing enhancements. To illustrate, in 2012, in
order to increase compliance, Deere incorporated modules pertaining to a
supplier’s code of conduct and risk audit. One of the key issues addressed was
restricted materials, such as conflict minerals. The objective is to automate
searches for suppliers so that violations are immediately communicated and
noticed. To achieve this objective, Deere held discussions with 69 of the most
critical suppliers — on an executive-to-executive level - to identify whether they
had business continuity planning and risk management approaches in place, and
with their suppliers.

SOURCE Simhan et al (2013)

Understanding the risk profile

To enable managers to better understand the areas of potential
vulnerability in their networks, a supply chain risk profile should be
constructed. The purpose of the risk profile is to identify where the
greatest threats to supply chain continuity lie and then to use this
insight to develop risk mitigation strategies. Figure 8.1 highlights the
four steps to building the profile.

FIGURE 8.1 Creating a supply chain risk profile

Step 1 Understand the

supply chain
Step 2 Identify the critical path(s)
Step 3 What are the potential

risks in the critical path(s)?

What would be the financial
Step 4 and reputational impact of a
disruption?
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Let us examine each of these steps in turn.

1 Understand the supply chain

While it might seem obvious, a vital part of the supply chain risk manage-
ment process is to understand the shape of the supply chain. In other
words, we need to be able to map the network of which our business is
a part. This map needs to cover all the nodes and links that together
comprise the ‘end-to-end’ pipeline. In managing upstream supply risk,
this implies our ability to look beyond the first-tier suppliers to gain an
understanding of the second- and even third-tier supply base.

Clearly this is a challenging task, given the complexity of many
supply chains. However, it can be done — as evidenced by companies
bound by regulatory and compliance legislation to do just this, for
example in pharmaceuticals, aerospace and certain food chains. New
tools are now available to enable complex supply networks to be
mapped. For example, so-called ‘graph databases’ can be used to
search across networks to identify the interconnections between
different networks, often exposing where potential ‘pinch points’
may lie. Organizations such as Sedex can assist in supply chain
mapping by using shared information across their global member-
ship. In this way upstream supply chains can be made transparent,
and as a result a greater understanding of the nodes and links that
constitute the company’s supply network can be gained.

2 ldentify the critical path(s)

In any supply network there will be some nodes and links that, if they
were to fail, for whatever reason, the impact of that failure would be
significant. What we should be looking for in building the risk profile
for the businesses are those nodes and links that are ‘mission critical’
for the continued smooth running of the business. Of particular
concern are those parts of the network where a disruption would
have a severe impact on the company’s profitability. Thus, a system-
atic review of the supply network should be conducted and for each
node and link, the question is ‘if this node or this link were to fail,
what would be the effect on earnings?’
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Those nodes and links where a failure would have the greatest
impact might be thought of as forming the ‘critical path’ across the
network.

Critical paths are likely to have a number of characteristics:

« Long lead times, for example the time taken to replenish a compo-
nent from order to delivery.
« A single source of supply with no short-term alternative available.

« Where there are two or more first-tier suppliers who share the
same second-tier supplier.

- Dependence on specific infrastructure, for example ports, transport
modes or information systems.

- Bottlenecks or ‘pinch points’ through which material or product
must flow.

« Nodes or links where a failure would take time to rectify.

One useful tool in the identification of critical paths is failure mode
and effect analysis (FMEA) (McDermott et al, 2009). The purpose of
FMEA is to provide a systematic approach to identifying where in a
network attention should be focused to reduce the risk of failure. The
idea is to look at each node and link and ask three questions:

+ What could go wrong?

+ What effect would this failure have?

« What are the key causes of this failure?

The next step is to assess potential failures in the network against the
following criteria:

- What is the severity of the effect of failure?

- How likely is this failure to occur?

- How likely is the failure to be detected?

A rating system such as the one shown in Table 8.1 is then used to

create a combined priority score by multiplying the three scores
together.
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TABLE 8.1 Failure mode and effect analysis (FMEA) rating system

S = Severity 1 No direct effect on operating service level
2 Minor deterioration in operating service level
3 Definite reduction in operating service level
4 Serious deterioration in operating service level
5 Operating service level approaches zero

O = Likelihood of occurrence 1 Probability of once in many years
2 Probability of once in many operating months
3 Probability of once in some operating weeks
4 Probability of weekly occurrence
5 Probability of daily occurrence

D = Likelihood of detection 1 Detectability is very high
2 Considerable warning of failure before occurrence
3 Some warning of failure before occurrence
4 Little warning of failure before occurrence

5 Detectability is effectively zero

3 What are the potential risks in the critical path(s)?

There are so many potential risks to the smooth running of any
supply network and hence it is necessary to use some form of a
systematic audit to help identify the most likely causes of disruption.
This audit should examine the potential risk to business disruptions
arising from five sources (see Table 8.2).

4 What would be the financial and reputational impact of a disruption?

The impact of supply chain disruptions on a business can be consid-
erable. In extreme cases the severity of the disruption can lead to the
collapse of the company. The effects of supply chain failures will
often extend beyond the immediate short-term impact and can affect
not only the bottom line but also the reputation of the business for
some time into the future.
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TABLE 8.2 The five sources of supply chain risk

1 Supply risk How vulnerable is the business to disruptions in supply? Risk may
be higher because of global sourcing, reliance on key suppliers,
poor supply management, etc.

2 Demand risk How volatile is demand? Does the ‘bullwhip’ effect cause demand
amplification? Are there parallel interactions where the demand
for another produce affects the demand for ours?

3 Process risk How resilient are our processes? Do we understand the sources of
variability in those processes? Where are the bottlenecks? How
much additional capacity is available if required?

4 Control risk How likely are disturbances and distortions to be caused by our
own internal control systems? For example, order quantities,
batch sizes and safety stock policies can distort demand signals.

5 Environmental risk ~ Which nodes and links might be particularly vulnerable to
external forces, eg, weather-related events, earthquakes,
geopolitical upheavals, regulations and compliance issues?

SOURCE Christopher (2011: 194)

One useful metric to employ when seeking to measure the financial
effect of supply chain disruptions is ‘cash flow at risk’. Essentially the
idea is that for each of the critical paths previously identified there
should be a regular ‘stress test’ conducted that seeks to understand
what the impact of a failure would be on cash flow during the time it
takes to rectify the problem.

Beyond ‘cash flow at risk’ is the wider — and potentially more
damaging — question of ‘reputational risk’. When in 2007 Mattel, the
world’s biggest toymaker, had to recall over 20 million toys because
of potentially dangerous levels of lead in the paint used in the manu-
facture of those toys, the long-term impact on their reputation was
considerable. It took several years before their sales recovered to
previous levels. There are many other similar examples of the long-
term impact of supply network disruptions.

While it is almost impossible to put a figure on the real cost of a
loss of reputation in the marketplace, there is strong evidence that
shareholder value is almost always adversely affected following a
supply chain disruption (see for example, Singhal & Hendricks,
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2002). Even though there may be no actual disruption to the supply
chain, significant financial damage can be caused when events occur,
which can have a lasting reputational effect. The case of British fash-
ion retailer Boohoo (see case study) provides an example of how
upstream ethical issues can have an impact on investor sentiment.

CASE STUDY
Reputational risk impacts market valuation

In the summer of 2020, the Sunday Times - a British newspaper — reported that
undercover investigators had discovered that a UK-based supplier to Boohoo, a
fast-growing fashion retailer, was paying its workers less than the legal minimum
wage and was operating in unsafe conditions. While Boohoo denied any
knowledge of what was happening at this supplier, investors responded with a
widespread sell-off of their shares. Billions of pounds were wiped off Boohoo'’s
market valuation as share prices fell. A major institutional investor, Aberdeen
Standard Investments, one of the biggest shareholders in Boohoo, sold

27 million of its shares in the company - a sign that ethical concerns are
increasingly driving investment decisions.

Creating a supplier risk profile

A common assumption in business is that supply chain risk arises
primarily from external events over which the company has no
control. Certainly there is always the potential for supply chains to
be disrupted as a result of hurricanes, floods, labour disputes,
pandemics, etc. However, much of the risk in supply chains today is
there because of decisions that the organization itself has taken. In
particular, sourcing and procurement decisions will be a major deter-
minant of the risk profile of the business.

Ideally every decision that is taken on the choice of supplier should
be shaped by asking the question: ‘how is the risk profile impacted by
this decision?” For example, if the decision is to source from a low-
cost country at some distance from major markets, how will lead
times be affected? What will be the impact on the ability of the busi-
ness to respond to sudden changes in demand? Is there a greater risk
of disruptive geopolitical events or regulatory change?
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Too often sourcing decisions are made on a narrow definition of
cost and do not always factor in the potential risk costs. When the
risk profile is adversely impacted by sourcing decisions, the need for
a higher level of supply chain governance will necessarily increase.
Whereas in the past companies will often have monitored the finan-
cial health of their immediate suppliers they might not always have
looked at the wider supply chain risk-related issues. In today’s world
of outsourced activities and ‘leaned-down’ supply chains, the procure-
ment decision process has to be based on a full evaluation of the
impact that sourcing choices have on the risk profile.

One immediate issue that arises as organizations seek to grapple
with this challenge is that they often deal with hundreds, possibly
thousands of suppliers. How can risk profiles be assessed given this
level of complexity in the supply base? Also, as we have highlighted
earlier, there are many potential sources of risk in the supply chain —
some of which might impact some of our suppliers but not others.
The way to handle this complexity is to broadly categorize both the
supply base and the risk source to identify the priorities for more
detailed analysis.

A useful categorization of the supply base that has been proposed
(Giguere and Goldbach, 2012) is to classify suppliers in one of three
types: strategic, tactical/core and transactional.

1 Strategic suppliers

As the name suggests, these suppliers are critical to the achievement
of the company’s business strategy. Without them it would potentially
be very difficult for the organization to continue in business. It is
likely that they will be few in number but their importance to the
business is significant. They will be key sources of innovation, knowl-
edge and other resources, and by working closely with them the focal
firm can gain valuable differential advantage in the marketplace. With
these suppliers the business will want to forge the strongest possible
relationships at every level, from chief executive down to the factory
floor. The emphasis will be on high levels of cross-boundary working,
maximum transparency and creating a collaborative culture.
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Because the business is so dependent for its own survival on these
suppliers, it is vital that the focal firm understands their risk profiles
just as well as their own and recognizes that any adverse changes to
those profiles must be jointly addressed.

2 Tactical/core suppliers

The smooth day-to-day running of the business is greatly influenced
by the performance of these ‘tactical’ or ‘core’ suppliers. They will be
greater in number than the firm’s strategic suppliers but still relatively
few. These are the suppliers who, if they went out of business, would
have a severe impact on the firm’s operations at least on a temporary
basis. However, they could be replaced and contingency plans should
always be in place to cater for potential disruptions.

The likelihood is that these suppliers will account for a large
proportion of the firm’s total procurement spend. In addition, the
focal firm will be relying on these suppliers to provide highly reliable
performance — be it on-time delivery, operating and regulatory
conformance or vendor-managed inventory programmes. For all
these reasons it is critical that the business maintains a close monitor
on any factors that are likely to impinge on these suppliers’ ability to
provide the requisite levels of cost, quality and delivery standards.

3 Transactional suppliers

The third category of suppliers might also be termed ‘commodity’
suppliers, in the sense that the products or services they supply are
often widely available from alternative sources. Hence if, for what-
ever reason, one of these suppliers were unable to continue to supply
the business it would not be difficult to find another supplier. Price is
usually the primary consideration when making sourcing decisions
for this category of supplier. Mechanisms such as e-auctions might be
used to make the supplier search and selection process more cost-
effective.

Because the likelihood is that these transactional suppliers will be
more numerous than the other two categories, it is suggested that
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supplier risk monitoring be confined to some basic metrics, primarily
to ensure that price and delivery performance remain competitive.

Having categorized the supply base in this way, the question remains
as to what are the key dimensions of risk that need to be factored into
the initial sourcing decisions, as well as the subsequent risk monitoring
process.

One useful classification of risk types has been proposed by Favre
and McCreery (2008). Their suggestion is that while there are many
sources of risk, they can be grouped into three broad categories:
industry/commodity risk; geographic risks; and environmental risks.

1 Industry/commodity risks

Some industries are more prone to certain types of supply chain risk
and likewise some companies are more vulnerable to commodity risk
in terms of price fluctuations, shortages, etc. In the food industry the
impact of weather-related factors such as drought can have a major
effect on availability and hence cost. Extreme weather conditions in
Europe in recent years have led to a reduction in harvest yields of
many crops. This has resulted in increased volatility in availability
and hence prices. Many similar examples of weather-related disrup-
tions are to be found in other regions and are expected to increase as
the effects of climate change start to impact.

Other industry-specific risk sources in this category might relate to
access to scarce materials, for example, rare earth metals or other
scarce resources, such as trained and knowledgeable personnel.

In some industries, for example pharmaceuticals, regulatory change
is a constant possibility, which can have far-reaching effects on business
risk generally. The message here is that companies need to understand
the particular threats that are specific to the industries of which they are
a part, as well as the commodities upon which they depend.

2 Geographic risks

Because of the global nature of many of today’s supply chains it is
important that geographic risk assessment be part of the supply chain
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risk profiling process. Geographic risk can include political interven-
tions, for example nationalization or terrorist or piracy activities,
exchange rate fluctuations and input cost changes, for example labour.
A number of specialist organizations now offer specific country risk
profiles, which are regularly updated and focus particularly on poten-
tial sources of disruption.

One feature of geographic risk that is not so obvious relates to the
likelihood that as a result of global sourcing, lead times will be extended
and the number of border crossings may increase, as will the need for
additional activities such as customs clearance.

As a result there will inevitably be an impact on the total amount
of inventory both in the ‘pipeline’ and also additional safety stock that
will be required to ‘buffer’ the company against the variability of
supply. Longer lead times are almost always associated with greater
variability, and greater variability means more inventory.

The risk dimension of inventory is not always fully appreciated. As
well as the financial implications — how will the inventory be financed
and at what cost? — there are the risks of obsolescence if market
demand changes. Similarly, there are risks of increased out-of-stock
situations if demand is greater than expected. The sum total of these
inventory-related costs can be extremely high and can have a real
impact on the profitability of the business and its return on investment.

3 Environmental risks

There are many potential sources of risk to supply chain continuity
in the wider environment — mostly out of the control or influence of
an individual business. Natural disasters such as floods, tsunamis,
hurricanes, earthquakes and volcanoes can cause major disruption to
the business, quite apart from their wider social and economic impact.
Interestingly (or alarmingly, depending on your point of view), for
whatever reason, these types of events seem to be on the increase.
These risk sources may be low probability but often they are high
impact in terms of their effect on supply chain operations.
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As we have already highlighted earlier in this chapter, the impact
of the global COVID-19 pandemic has had significant effects on
almost every industrial sector.

While clearly external events of this variety cannot be forecast, to
a certain extent they can be planned for and hence mitigated. Contin-
gency planning is very much concerned with asking ‘what if’-type
questions and then conducting the equivalent of a ‘stress test’ to
current supply chain arrangements. The idea of a stress test is that the
business should seek to understand what would be the impact of, say,
another volcanic ash cloud, originating in the northern hemisphere,
upon our business? How well could the network cope with this
disruption? Which would be the critical nodes and links that need to
be reinforced or augmented?

Creating a supplier risk audit

Combining these two ideas we have introduced, that is, the type of
supplier (strategic, tactical/core and transactional) and the risk catego-
ries (industry/commodity, geographical and environmental), enables
us to create a basic framework to understand where our supply
networks might be at greatest risk. Figure 8.2 outlines this framework.

The suggestion is that strategic suppliers should be audited regu-
larly — certainly several times a year — to identify any changes to their
risk profile. For tactical suppliers a less frequent review, say once a

FIGURE 8.2 Supply risk assessment framework
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year, should suffice. Transactional suppliers, of whom there may be
many, should be subject to automatic performance measurement (eg
on-time delivery) and exceptions reported.

In this way, managing the risk assessment process across even a
large supplier base becomes a feasible proposition. The end result of
this systematic process should be a clearer view of where the main
vulnerabilities exist among upstream suppliers.

The growing concern for cybersecurity

A common feature across all supply chains is their growing — some-
times total — reliance on information technology. Perhaps inevitably
as supply chains become digital, it is disruptions to the flow of data
and information that now pose one of the biggest threats to business
continuity.

In recent years the prevalence of ‘cyberattacks’ has been on the
increase. The source of these attacks is not always known and the moti-
vation for the attack not always clear. The likelihood is that these attacks
will continue to rise and that cyber-risk is likely to be the number one
concern for business in the future. Sometimes this risk comes from the
failure of internal IT systems, and a number of businesses have seen
significant disruption from this source. British Airways in 2017 suffered
a major IT system failure — with seemingly no back-up in place — that
led to several days of cancellations, delays and severe negative customer
reaction. However, many of the recent examples of breaches of cyberse-
curity have originated externally and have been designed with malicious
intent. The impact on business performance of such orchestrated attacks
can be considerable, as the case study below highlights.

CASE STUDY
Reckitt Benckiser hit by cyberattack

In July 2017 a number of major global businesses and government departments
were severely affected by the ‘NotPetya’ cyberattack, which was thought to have
originated in Ukraine. The attack spread by contagion through interlinked IT
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systems and across supply chains. One company hit by the attack was Reckitt
Benckiser, one of the world’s leading producers of fast-moving consumer goods.
Some of their factories were closed for days as their planning systems failed,
customer orders could not be processed and their enterprise planning systems
were crippled.

It was estimated that the company lost £100 million ($137 million) of sales
revenue as a result of the attack. Even though the company had previously
recognized the possibility of such an attack and had reviewed its cybersecurity
systems, it still proved vulnerable to this new source of supply chain risk.

There is a growing concern that cyber-risk may enter through the
‘back door’ of the business — meaning that the entry point for
malware-type attacks can be through suppliers. The implication of
this possibility is that the procurement and supply management func-
tion must be cognizant of these potential issues and become much
more concerned with ensuring that supplier partnerships are safe-
guarded by robust firewalls to reduce or eliminate the possibility of
cyber-risk contagion.

Creating a more resilient supply chain

No matter how rigorous the risk assessment process is, there will
always be things that go wrong in any supply chain. Disruptions and
unexpected events are inevitable in even the best-run business. Because
of this it is important that supply chains are designed with resilience in
mind. Resilience implies the ability of a system to return to its original
or desired state after being disturbed (Cranfield School of Management,
2003).

There are a number of basic building blocks that must be put in
place to create the foundations for a more resilient supply chain.
Figure 8.3 summarizes the key elements.
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FIGURE 8.3 Creating a resilient supply chain
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Let us consider each of these four elements in turn:

1 Supply chain (re-)engineering

The actual design of the supply chain will have a major effect on its
resilience. Often supply chain networks are designed to optimize
cost. While the economic logic behind this idea is strong, it may be
that a network optimized on cost is not the most resilient. Low-cost
country sourcing, lean manufacturing and centralized distribution
centres are examples of supply chain decisions that may reduce costs
but which may not enhance resilience.

Organizations seeking to create a more resilient supply network
should begin with seeking to map their existing arrangements — a step
we term ‘supply chain understanding’. Essentially the purpose of the
supply chain map is to determine the ‘as is’ status of the supply network,
looking for specific bottlenecks or ‘pinch points” and identifying oppor-
tunities for re-engineering the system to remove unnecessary complexity.
It is particularly important to extend the map as far upstream as possi-
ble into second- or even third-tier suppliers to look for critical suppliers
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FIGURE 8.4 Looking upstream for critical suppliers
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who may be hidden from view. An example would be as shown in
Figure 8.4, where three first-tier suppliers share the same second-tier
supplier. If that second-tier supplier were to fail, it could be the cause of
a major disruption to the supply chain.

Hopefully, resulting from this detailed mapping of the upstream
supply network there will be a clearer understanding of the potential
vulnerabilities facing the business. The question now becomes one of
determining how best to build resilience into the network. One way
to achieve resilience is through redundancy, that is, by deliberately
creating ‘slack’ along the critical paths perhaps by increasing capac-
ity, or by duplicating certain nodes and links. While a certain amount
of redundancy may be desirable, a more attractive solution might be
to work with critical suppliers to introduce a higher level of contin-
gency planning. For example, the French car company PSA Peugeot
Citroén has implemented a policy whereby all its suppliers have to
have alternative sources of supply in different countries. This policy
of dual sourcing in different geographies was introduced following
disruptions caused by an earthquake in Japan in 2011.

Supply chain resilience essentially requires the existence of buffers
to act as ‘shock absorbers’. Typically, these buffers are provided by
inventory, capacity or lead times. All of these mechanisms will involve
a cost, which should be viewed as insurance against the costs of
disruption. Using inventory as a buffer may be controversial in a
world where ‘just-in-time’ and ‘zero inventory’ strategies have been
widely adopted. However, holding strategic inventory, preferably in a
generic form, at certain locations in the network can provide a
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significant shock-absorbing capacity. Likewise having access to addi-
tional capacity when required can also provide much needed
‘headroom’. That capacity need not be owned by the business but
could be paid for as and when required. Finally, there may be an
opportunity to use time as a buffer — not by making the customer
wait longer but by reducing non-value-adding time in a process and
keeping the time saved to be used ‘just-in-case’.

Designing supply chains with the objective of enhancing resilience
should be standard practice in today’s volatile world. Indeed, the
basis for all supply chain design should be the principle that the best
decisions are those decisions that keep the most options open. In real-
ity, many supply chain decisions are taken purely with cost reduction
in mind and rarely factor in the impact of those decisions on risk
profiles and resilience.

2 Supply chain collaboration

Even though much has been written and spoken about the need for a
higher level of collaborative working across the supply chain, it still
tends to be the exception rather than the rule. Nevertheless, if the
objective is to create a more resilient supply chain then supply chain
collaboration has to be a prerequisite.

Collaboration is essential to ensuring visibility across the supply
chain. Without the ability to see clearly upstream and downstream,
uncertainty will increase and the ability to respond to events will be
impaired. Tools such as supply chain event management (SCEM), which
enable critical stages in the supply chain to be monitored to check for
deviations from the plan, can be effective only if there is a willingness
among supply chain partners to share information. A beneficial spin-off
from shared information between partners is a likely reduction in ‘bull-
whips’ where disturbances are magnified because of a lack of visibility
(Christopher and Lee, 2004). Collaborative planning can also enable a
transition away from order-triggered replenishment to some form of
vendor-managed inventory (VMI). Implementing VMI, whereby suppli-
ers automatically replenish their customers’ inventory, can significantly
reduce the total amount of safety stock in the system as well as improv-
ing forecast accuracy, since suppliers can see further down the pipeline.
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A further benefit of closer collaboration is that supply chain ‘intel-
ligence’ can be vastly enhanced if the key players in a supply chain are
prepared to sit down together to pool their knowledge and insights.
Ideally the business should establish a ‘supply chain council’ of key
tier-1 suppliers that meets regularly to review risk profiles and to
explore opportunities for further integration by working more closely
across organizational boundaries.

3 Building a supply chain risk management culture

Several decades ago, when the idea of total quality management
(TQM) began to take hold in many companies, it was quickly recog-
nized that to make it work required the establishment of a culture of
quality across the organization. The same can be said to be true of
supply chain resilience. If organizations are to be better prepared for
supply chain disruptions then risk management must be embedded in
the corporate DNA. For this to happen, the board must make supply
resilience a business priority. The chief procurement officer (CPO)
should take the lead in developing a broad-based programme for
ensuring that supply chain risk is taken seriously at all levels of the
organization. Thus, every decision that is taken, be it at board level
or on the shop floor, should be subject to the question: “What will be
the likely effect of this decision on the risk profile of the business and
will it affect our resilience?” Employees and managers should be
encouraged to report their concerns about potential risks and also
their ideas on how those risks could be mitigated.

Some years ago, business continuity planning (BCP) was adopted
by many companies as a way to assess operational risk and to estab-
lish contingency arrangements. It can be argued now that the idea of
BCP should be broadened and extended to become ‘supply chain
continuity planning’.

Continuity planning in a supply chain context should extend
beyond the boundaries of individual businesses in the network and
should seek to identify how the system as a whole should respond to
a disturbance to the system. To help make this possible a supply chain
continuity team should be established, reporting directly to the CPO.
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The purpose of the team is to constantly review the risk profiles of
suppliers, evaluate the current status of potential ‘pinch points’ in the
supply chain (eg ports, transport links, infrastructure, etc), and to use
this information to compile and update a ‘risk register’. The member-
ship of the team should encompass all the key players engaged in the
procurement-to-delivery process.

4 Developing agile and adaptive capabilities

Almost certainly, achieving a more resilient supply chain will not be
possible unless there is an emphasis on making the supply chain more
agile and responsive. Clearly if organizations and systems are too
slow to respond to a disturbance or disruption they are at a disadvan-
tage when unexpected events happen. Agility in effect determines the
firm’s ability to move quickly when required. However, just as impor-
tant as agility is adaptability.

Adaptability implies that if the environment changes, the supply
chain can change to meet the new requirements. A problem for many
companies is that they lack the flexibility to quickly change the shape
of the supply network. Because these businesses typically have invested
in ‘bricks and mortar’ and probably have little flexibility in their
supply arrangements, they are unable to change the ‘architecture’ of
their supply chain in the short term. An alternative idea that has been
suggested (Christopher and Holweg, 2011) is that businesses should
invest in acquiring structural flexibility. Essentially this approach
suggests that owning assets and being locked in to existing supply
arrangements and distribution channels might be disadvantageous in
a fast-changing world. Thus resilience, it can be argued, is enhanced
by seeking to shift the emphasis in procurement away from a cost-
based approach towards a sourcing strategy that has the objective of
maximizing flexibility. Clearly this is a perspective that might not find
much support as companies seek to squeeze out costs and constantly
seek to improve efficiencies. Nevertheless, the likelihood is that those
companies that place the priority on investing in capabilities to enable
a quicker response to unexpected changes and disruptions will outlast
their cost-focused competitors.



SUPPLY CHAIN RISK MANAGEMENT

Summary and conclusions

In this chapter we have highlighted the challenges that face companies
resulting from higher levels of supply chain vulnerability. It should be
emphasized, however, that there can be an ‘upside’ to risk as well as a
‘downside’. For those companies that are prepared to embrace uncer-
tainty and change and to invest in the capabilities to become more
resilient, there are significant opportunities. In the words of Charles
Darwin: ‘It is not the strongest of the species that survives nor the most
intelligent, but the one most responsive to change.
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Digitization of procurement

The enabling role of technology

REMKO VAN HOEK

Technology plays a key role in the maturation of the procurement
profession and function. Technology has enabled more efficient and
easier to use procurement processes, while freeing up bandwidth in
the procurement team to focus on business partnering and strategic
issues, internally and with suppliers. Looking into the future, further
digitization opportunities exist and newer technologies and applica-
tions can be considered. In addition to careful consideration of these
technologies, their impact on talent requirements for the procure-
ment team also need to be considered.

Levels of automation and the role of technology
in the procurement journey

Technology plays a key role in the maturation of procurement. The
automation and streamlining of the ordering cycle frees up a lot of
bandwidth in the procurement team to focus more on strategic sourc-
ing. Essentially, technology reduces the need for teams to process
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purchase orders and firefight ordering issues. Creating a user-friendly
ordering cycle system also drives adoption of procurement agree-
ments and compliance with the procurement process. Put simply, if
the system does not work or is complex to use, people may just work
around the procurement process. This in turn reduces visibility of
spend needed as input for strategic sourcing and supplier relationship
management (SRM).

Technology in the sourcing process can help drive the productivity
of the procurement team as well as bring better business intelligence
from spend analysis into the sourcing process. The latter in particular
can enhance the ability of procurement teams to drive the develop-
ment of sourcing strategies. Automation of tendering and negotiating
can not only drive productivity, but also grow the effectiveness of
these sourcing steps; competition may increase among suppliers and
more suppliers may be engaged in the tender process.

In the SRM process, technology can facilitate supplier engagement
and performance evaluation. Just as it is common for sales teams to
use customer relationship management (CRM) tools, procurement
may do the same. A shared repository of information about key
suppliers and the company’s interactions with them can enable SRM
effectiveness. A tool that can also be used for dashboarding and rela-
tionship governance may be shared with suppliers to move part of
the ongoing relationship management efforts online and establish a
single, joint version of the truth.

Figure 9.1 is from a study by the Hackett Group and it reports on
levels of automation across the core procurement processes. The
greatest levels of automation are reported in the ordering cycle
(payments, accounts payable, procurement operations) and spend
analysis. Beyond spend analysis (part of the sourcing process), the
strategic sourcing process and SRM are less widely automated. This
implies that technology may enable still further maturation of the
procurement function today. The next section will review examples
of technology applications in procurement, and then we will cover
specific areas of procurement technology application.
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FIGURE 9.1 Automation levels by procurement area
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CASE STUDY
Vodafone procurement digitization

Traditional challenges in procurement include the lack of comprehensive, close
to real time, data about external spend and procurement processes. How much
are we spending with this supplier? How many businesses work with this
supplier? Are all the orders going through the ordering cycle? What are the
savings we are achieving for this business unit? How reliable are the supplier’s
deliveries? At Vodafone the procurement team has decided to digitize and
automate part of its process in order to solve these challenges. ‘It was frustrating
how many dashboards we ran in Excel. And the biggest challenge was that it
took weeks to get the data collected, cleaned up and the report built. By the
time we were reviewing with the business, the data was already outdated and
not that helpful anymore,” says Ninian Wilson, head of procurement at Vodafone.
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Vodafone has 23 business units that are supported by a procurement team of
250 in their central procurement operation in Luxembourg and by 400 buyers
located in the various businesses and regions. The team is responsible for €20
billion in annual spend across 800,000 purchase orders and 5 million invoices
per year. The four main areas of spend are IT, network, services and devices.

Digitization started in the ordering cycle, then moved into strategic sourcing
and SRM, and impacted engagement with the board, business unit leaders and
within the procurement team. The value of digitization includes:

« more timely information that informs more meaningful discussion and
decision making;

- greater service and faster support to procurement’s internal customers in the
business; higher productivity in procurement; and

- greater adoption of procurement processes and supplier contracts.

Perhaps most excitingly, the digital tools drive engagement in procurement in
the business and company leadership and are fun and exciting for the
procurement team.

Initially the team automated its performance and spend dashboard. The
dashboard included a full set of metrics about key supply chain topics, including
health and safety records, savings and working capital. Across an initial project
of nine months, a newly formed team of data scientists and data analytics
experts built a control centre, fed with 20 terabytes of data and three years’
worth of transactions. It uses visualization tools that allow users to customize
views, dig into data and approach the data from different angles, such as by
business, geography or user. Example metrics include:

« the use of procurement catalogues;

- the time it takes to process purchase orders;

» the time to purchase order approval;

« the percentage of purchase orders that need rework.

This last metric has gone down from 28 per cent to 5 per cent and herein lies
the key. By making the ordering cycle more efficient and reliable it frees up a lot
of time for the procurement team to focus on strategic sourcing, instead of on

firefighting and chasing purchase orders. The ease of use also drives adoption
and compliance with the procurement process.
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The control centre is now used to inform strategic sourcing efforts. Better spend
data makes it easier to consider who from the business to involve, and the
procurement team can bring better intelligence to its interactions with the
business. This makes it easier for the procurement team to assume its role as a
business partner. The discussion can focus on the development of sourcing
strategies, not on the reliability and accuracy of spend data.

The next chapter in Vodafone’s digital journey was automating some of its
strategic sourcing process. When requests for procurement support come in
from the business, they can be assigned to teams based upon category and
business expertise, as well as team capacity. Fully autonomous procurement for
some areas of spend is next on the horizon. This will enable speed of response
and improve user experience. Think of it as DIY procurement. For example, the
tool lets business users develop a request for proposal (RFP) by pulling questions
from a bank of recommended questions. Procurement ensures that minimum
standards for the sourcing process become a requirement for the release of the
RFP, but it does not have to ‘reinvent the wheel’ for every new sourcing project.

A further step forward is the development of supplier relationship dashboards
for executives. This will bring the same intelligence approach to the SRM
process. Executives will be able to get an up-to-date snapshot of the status of
the relationship and will be able to drill down into improvement opportunities
for their engagement with suppliers. By allowing suppliers to input part of the
data, a joint view of the status is achieved, reducing the need to ‘compare notes’
and creating a shared single version of the truth.

The quality and granularity of data, the speed of execution, the ease of use
and the ability to focus on strategy not data collection, all of this has elevated
the business value of procurement. The operational effectiveness of
procurement has improved with a factor 2 in just 3 years. Not only has
digitization created new roles and tools, it has also elevated to contribution
and impact of the procurement team members (Ninian Wilson).

Digitization application areas and benefits

There are plenty of technology options dedicated to and available in
procurement, and for most technologies there are multiple competing
providers. In the future, the technology landscape will evolve with
newer technologies entering the procurement space, and this section
will explore some of those.
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1 Technologies in the ordering cycle

Part of the reason why automation levels are highest in the ordering
cycle is that automating this process enables sourcing teams to focus
more on strategic sourcing and being business partners, instead of
purchase order processors. Additionally, it is common for the ordering
cycle to be embedded in a finance enterprise resource planning (ERP)
system; this makes it part of a core enterprise information technology
architecture that does not benefit only procurement objectives. The
case for investment in automating the ordering cycle can also be made
from an accounting, controlling and financial management perspective.

ORDERING IN ERP

Typically the purchase order process is automated in ERPs, such as
those offered by SAP, Oracle and Workday, by creating an opportu-
nity for business people from outside of procurement to enter
purchase order (PO) requests. These can go through an automated
approval process that typically involves budget holders, with more
and higher-up sign-offs required as the spend level of the PO goes up.
In addition to the budget holder, there may be finance and procure-
ment authorizations involved. When all authorizations are received
the system can generate a PO and send it to the supplier of choice.
Typically, this PO will include a dedicated number to be referenced
on the invoice, a reference to standard terms and conditions, and
specification of delivery instructions (by when, to whom, and where).
The key benefits of this technology include less time spent on admin-
istrative tasks, ensuring proper up front authorization of spend and
the use of a single buying process, as well as the ability to track spend
and check invoices against POs in order to ensure that invoices are
actually for goods and services needed and ordered. Essentially a PO
is a ‘mini contract’; it commits the company externally to supplying
specified goods and services and articulates the terms for doing so.

VENDOR PORTAL AND VENDOR MASTER
A vendor portal can be used for suppliers to register on the compa-
ny’s vendor master. Registering on such a portal, often an extension
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of a finance ERP system, is fairly easy and involves the creation of a
vendor record, with contact details and acceptance of terms of busi-
ness. The benefit of this technology is that some of the administration
is handled by the supplier and that records can be updated more
easily. The vendor master is used to pull the supplier details used to
generate a PO. The vendor master also provides a line of sight into
how many suppliers the company is using; this number is often much
higher than expected.

CATALOGUES AND ORDERING PORTALS

Because companies typically work with many suppliers, the use of
catalogues is common and a great way to make procurement more
‘hands-free’ and user friendly. By developing catalogues or establish-
ing access to online catalogues such as Amazon for Business or
Staples.com, the number of POs for small purchase amounts can be
much reduced. As a form of demand management, the assortment in
the catalogues can be managed and access to the ordering function
can be managed across the organization. Ordering portals can also
be developed for travel (Egencia, for example) or office equipment.
Both HP and Dell, for example, will develop ordering portals for B2B
customers with the agreed-upon assortment and pricing available for
ordering. These vendors can then invoice by order or even aggregate
orders into monthly invoices. For smaller purchases in particular
(office supplies, gifts), this can reduce the number of suppliers to
maintain and the number of POs and payments to process. In addi-
tion to this efficiency, procurement can ensure that demand is met
within company policy and agreed-upon pricing and product ranges.
Users in the business experience an easier-to-navigate procurement
process for smaller and standard purchases.

2 Technologies in the sourcing process

Spend analysis tools are the most widely used technology in the
sourcing process. As an extension of the ERP used in the ordering
cycle, spend analytics can automate the development of a spend
cube and achieve more real-time data about spend with suppliers, by
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business unit, budget area and budget holder. These can provide a
meaningful starting point for scoping strategic sourcing projects as
discussed in Chapter 3. The spend cube helps identify who main
spenders and stakeholders in the business are, and provides a great
basis for reflecting upon current spending (number of suppliers,
overlap of suppliers, growth of spend, etc). The benefit of automat-
ing spend analysis is a reduced reliance on manual spreadsheets and
the ability to focus on interpreting the data instead of the accuracy
and timeliness of data.

E-SOURCING

To automate steps after spend analysis in the strategic sourcing
process, e-sourcing suites can be used. These workflow tools provide
the option to develop tender documents, receive supplier proposals
and evaluate suppliers. The tool can be used by the multifunctional
tender team and tender documents can be shared electronically with
suppliers. Suppliers in turn can respond to the tenders online. The
benefit of this workflow automation is productivity of the tender
team; the team does not have to compile a comparison of suppliers or
input supplier proposals. Access can be distributed across the team
and there is only one version of each of the main documents used
during the process. Several of the major ERP companies have acquired
e-sourcing software companies as an extension of their offering,
beyond the ordering cycle. SAP bought Ariba and Workday purchased
Scout RFP, for example.

E-AUCTIONS

A more tactical tool that can be used in the strategic sourcing process
is e-auctions. These portals put the bidding process, typically part of
the negotiations stage, after initial supplier qualification and evalua-
tion, in a dynamic, real-time online setting. The suppliers essentially
have a time window in which to enter bids, and they can see if their
bid is in a winning position versus the competing bids. Because all
suppliers can bid, the competitive pressure tends to accelerate the
negotiations process and can improve the negotiation outcomes.
Obviously, the use of e-auctions needs to be considered in the context
of the sourcing strategy. It is more relevant for price-centric sourcing

187



188

DELIVERING PERFORMANCE IN PROCUREMENT

strategies and may not apply to all types of products and supplier
segments. While catalogues may be used for routine suppliers, for
leverage suppliers e-auctions may be beneficial. For bottleneck and
strategic suppliers, the focus may be more on value-centric strategies
instead.

3 Technologies in the SRM process

CONTRACT MANAGEMENT

As procurement organizations mature, the number of supplier contracts
and agreements grow, and the use of contract management tools
becomes a valuable consideration. By building a digital repository that
is shared in the organization, contracts cannot get lost and are easier to
find. Adding in alerts about upcoming renewals, price updates and
major supplier meetings can ensure proactive management of the
contracts by the procurement team.

SUPPLIER GOVERNANCE AND PERFORMANCE PORTAL

In addition to supplier registration and online ordering, companies
may also establish a supplier portal that can be used to exchange
performance information and keep track of improvement action
items, upcoming meetings and key stakeholders in the relationship.
All of these enable SRM efforts and create more enterprise-to-
enterprise visibility and a shared version of the truth and agenda of
action items.

Focus for the future: analytics and new technologies

While the technologies overviewed in the last section are well known
and widely considered, more work remains to be done. Figure 9.3
shows how procurement executives see a lot of added impact poten-
tial in strategic sourcing and order cycle tools, as well as ERP (bars
2-4 from the top). They are also seeing a large focus on improving
analytics and considering newer technologies such as robotics, digital
apps and IoT. Blockchain is also considered, as the Walmart case
study illustrates.
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FIGURE 9.3 Greatest technology impact areas in the coming years

Analytics
59%

Renewal of strategic procurement tools (eg sourcing, supplier management)

37%
Renewal of operational procurement tools (e-procurement)

37%
ERP platform renewal

35%
Robotics process automation (RPA)
25%
Cloud computing
24%
Cybersecurity/data privacy
21%
Digital (mobile, social media, web)
18%

Emerging technology (eg 3D printing, Internet of Things (loT), augmented reality, cognitive computing)

14%

SOURCE Deloitte Global CPO Survey, 2019

CASE STUDY
Walmart blockchain

Walmart has introduced blockchain in its relationships with over 100 green leaf
suppliers (lettuce, etc) in the United States. The application of blockchain
enables the company to trace individual product from the shelves in a store back
to the farm that the product came from in seconds, because all product is
individually tagged on the blockchain, as are the steps in the delivery process.
Based upon this traceability, if there is an issue with a product this can be
addressed with laser target at the source very quickly. This replaces the need to
empty all the shelves while the source of the food safety issue is traced back
upstream in the supply chain, as was done in the past, over a number of days. In
that situation there was a lot more food waste, economic loss and consumer
fear, whereas now the issue can be traced back to the source fast and accurately.
Walmart is also using blockchain to verify product authenticity back to the
source in China and to verify deliveries are made against shipment invoices.
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Newer technologies such as robotics and blockchain need to be
considered and evaluated for their potential value. The process of
consideration to implementation of technology may include a few
steps, including use case development, pilot and proof of concept,
larger-scale roll-out, ongoing maintenance and updating, with
evaluations taking place after each of those steps. Figure 9.4 offers
evaluation criteria for newer technologies and pilot design suggestions,
based on Verhoeven et al (2018) and van Hoek (2019a):

- Contribution of the technology to supply chain objectives.

- Engagement with the technology: are the technological features
named clearly?

- Technological novelty seeking: is there reasoning for the necessity
of blockchain technology or can the business problem be solved
with an existing technology?

- Awareness of local context: how specifically will the use case fit
into the supply chain context?

- Cognizance of alternative technologies: are alternatives considered?

- Anticipation of technology alteration: are use cases adaptable?

Of these criteria the first one is likely the single most important
consideration. By considering what problem a technology may help
solve, the risk of ‘a solution looking for a problem’ or ‘technology
push’ can be reduced and we can ensure that we are approaching
technology with the correct mindset, that is, as an enabler but not as
a purpose in and of itself. With these evaluation criteria, the design of
a pilot needs to factor in how specifically the technology can impact
supply chain objectives, and who the executives and key stakeholders
to involve are, and a pilot can be targeted as a result. Cognizance of
alternative technologies is relevant for most procurement technolo-
gies, as companies typically use several technologies and tools already.
Blockchain, for example, may use data feeds from RFID and bar
codes, and link to the ordering cycle in ERP.
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A further set of implementation considerations is offered in Figure 9.5,
based on van Hoek (2019b). Drivers include internal and external
considerations; in the procurement space this can include internal
savings targets or external supply risks. Leadership and stakeholder
commitment in procurement technology implementation is just as
important as it is in the strategic sourcing and SRM process, and the
alignment methods covered in Chapter 2 may be used to ensure
commitment. Several barriers to implementation can be avoided by
screening use cases and pilots through the criteria in Figure 9.4, but
training may also be needed and the next section will revisit this.
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FIGURE 9.5 Technology implementation considerations in the supply chain
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To scope and phase implementation, companies may move from a
small pilot to gradual roll-out across procurement’s typically
comprehensive stakeholder landscape. Benefits tie back to the supply
chain objectives that fundamentally underpin a use case and those
reviewed in the overview of procurement technologies.

Impact on talent

With a major focus on furthering digitization, in analytics in particu-
lar, a key question is how to achieve this. Figure 9.6 offers action
steps that the Hackett group found in its survey. Note that at the very
top are two basics: improving data quality and master data manage-
ment. This is a useful reminder that even with advanced technologies
the basics still need to be focused on in order to avoid the use of
advanced technologies on poor data sets. Beyond that, training and
hiring new talent are listed. For training specifically, Figure 9.7 shows

FIGURE 9.6 Steps procurement managers are taking to advance analytics

Improve data quality and accessibility 55%
Improve master data management 50%
Enable self-service analytics 47%
Train existing talent on data analytics 45%

Invest in and deploy advanced
analytics technologies (eg machine 39%
learning, data visualization)

Hire data analytics talent in procurement 29%

Establish analytics centre of excellence 26%

Create data architecture suitable for 16%
structured and unstructured data

Support hiring data analytics 16%
talent in business functions °

SOURCE Key Issues Study, The Hackett Group, 2020
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FIGURE 9.7 Training areas in digital procurement

Please select the specific training you plan/expect to offer over the next 12 months.
(Select all that apply.)

Data visualization
52%
Predictive analytics
43%
RPA development
29%
Artificial intelligence
25%
Blockchain
15%

Internet of Things

13%

SOURCE Deloitte Global CPO Survey, 2019

TABLE 9.1 Top 10 current and future competencies in procurement

Current Competencies Current Competencies

Analytical skills Analytical skills

Basic knowledge on PSM role & processes
Communication skills

Cross-functional abilities & knowledge
Interpersonal communication

Negotiation

Stakeholder relationship management

Automation

Big Data Analytics

Computer Literacy
eProcurement Technology
Holistic supply chain thinking

Process optimization

Strategic sourcing Strategic sourcing

Strategic thinking Strategic thinking

Sustainability Sustainability

SOURCE Bals etal (2019)

the training areas focused on, according to Deloitte. The figure implies
a balance between learning about technologies such as blockchain
itself, and usage training in visualization and analysis. The latter
appears more important.



DIGITIZATION OF PROCUREMENT

The investment in this training impacts the future competencies in
the procurement function and Bals et al (2019) found, as shown in
Table 9.1, that automation, big data and computer literacy are on the
rise, while a focus on strategic sourcing remains. As a result, students
of procurement and procurement professionals are well advised to
invest in learning in this space as it will likely increase the market
currency of their skill set.

Summary and conclusions

Technology has played a key role in the maturation of procurement
and will continue to do so. Companies are both rolling out further
technologies in core procurement processes, as well as considering
newer technologies such as blockchain and robotics. It should be
noted, however, that technology is an enabler and not a purpose in
and of itself. A first question in considering technology is what supply
chain problem it will resolve; this will help reduce the risk of ‘tech-
nology push’. For the implementation of technology in procurement,
some training in the use of the technology may be needed, and ensur-
ing the right stakeholder involvement and training may be more
important for a successful implementation than the technology itself.
As procurement further digitizes the competency requirements for
procurement professionals, it will continue to evolve towards the use
of big data and automation in addition to existing requirements such
as strategic sourcing and strategic thinking.
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Sustainable procurement

CARLOS MENA

The concept of sustainable development has received increasing atten-
tion from the business community over the last couple of decades. The
concept was first popularized by the Brundtland Commission of the
United Nations, which defined it as ‘development that meets the needs
of the present without compromising the ability of future generations
to meet their own needs’ (UN, 1987). In 2000 the UN moved the
agenda forward with the development of the Global Compact, a set of
principles that support sustainable development and acknowledge the
role of the private sector (UN, 2020). The Global Compact covers the
areas of human rights, labour, environment and anti-corruption. More
recently, the Global Compact was updated with a specific set of bench-
marks (see case study) (UN, 2020).

Three dimensions of sustainable development, known as the ‘triple
bottom line” (3BL), are often considered: economic, social and environ-
mental. Traditionally procurement professionals have focused mainly
on the economic ramifications of their decisions. However, the sustain-
ability perspective has brought increasing attention to social and
environmental aspects. For many, this has meant acknowledging that
the impact of their organizations on society and the environment is not
limited by its own four walls but stretches across the entire supply chain
(Lamming and Hampson, 1996). Figure 10.1 presents the 3BL model
and highlights some of the critical issues for procurement.
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FIGURE 10.1 The triple bottom line: key issues in procurement

Cost
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Innovation Economic
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Waste Corruption and bribery

Environmental Social

So far, the book has focused on the economic aspects of procurement.
This chapter concentrates on the environmental and social aspects.
We present the factors that are driving sustainable procurement and
the barriers and challenges in its implementation. Finally, we discuss
how sustainability fits in the process of strategic procurement and the
tools that can be used to support it.

CASE STUDY
The UN Global Compact 10 principles

The UN Global Compact asks companies to embrace, support and enact, within
their sphere of influence, a set of core values across four areas:
« Human Rights

- Principle 1: businesses should support and respect the protection of
internationally proclaimed human rights; and

- Principle 2: make sure that they are not complicit in human rights abuses.
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Labour

Principle 3: businesses should uphold the freedom of association and the
effective recognition of the right to collective bargaining;

Principle 4: the elimination of all forms of forced and compulsory labour;
Principle 5: the effective abolition of child labour; and

Principle 6: the elimination of discrimination in respect of employment
and occupation.

Environment

Principle 7: businesses should support a precautionary approach to
environmental challenges;

Principle 8: undertake initiatives to promote greater environmental
responsibility; and

Principle 9: encourage the development and diffusion of environmentally
friendly technologies.

Anti-corruption

Principle 10: businesses should work against corruption in all its forms,
including extortion and bribery.

Since its inception, the Global Compact has been influential in the development
of corporate sustainability strategies across many organizations. To support this
progress, in 2020, the UN announced a set of benchmarks that can help
organizations set ambitious goals across all aspects of the Compact. These

benchmarks are:

« Gender balance across all levels of management.

« Zero discharge of pollutants and hazardous chemicals.

- Net-positive water impact in water-stressed basins.

« Zero waste to landfill and incineration.

« 100% resource recovery, with all materials and products recovered and
recycled or re-used at end of life.

« Greenhouse gas emissions reduction in line with a 1.5°C pathway.

- Zero incidences of bribery.

SOURCE UN (2020)
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Sustainability in the procurement cycle

Procurement’s contribution to sustainability can be substantial because
it has the potential to influence the entire supply base. The more progres-
sive organizations have realized that procurement decisions have a
‘multiplier effect’ that trickles through the entire supply base and has the
potential to achieve economic, environmental and social change more
quickly than almost any other single activity within an organization.

The term sustainable procurement refers to the management
systems and practices that allow organizations to meet their needs for
goods and services, taking a whole life cycle approach across the
three dimensions of the 3BL. The term green procurement is often
used for the environmental aspects of procurement, while ethical
procurement or ethical sourcing relate to the social dimension.

Sustainability should be an integral part of the strategic procure-
ment cycle (Figure 10.2) introduced in Chapter 1. At every stage of
the cycle, from defining the vision through to continuous improve-
ment, sustainability criteria should be embedded. Below we describe
the main sustainability considerations at each stage of the cycle.

1 Articulate procurement’s sustainability vision, mission and goals

Procurement’s sustainability vision, mission and goals should align
with the organization’s sustainability ambitions, but this should not
just be a top-down process. Procurement practitioners at all levels
should actively seek to engage, inform and influence their organiza-
tion’s approach to sustainability.

In the boardroom, procurement leaders represent the entire supply
base and should be responsible for communicating to their colleagues the
potential sustainability implications of their decisions. Since for many
organizations the most significant sustainability issues lie in the supply
chain, it is essential that business leaders recognize the opportunities for
and challenges to sustainability across multiple supply chain tiers.

Procurement leaders also need to define their own sustainability
vision, goals and objectives. These should take into consideration issues
such as supplier engagement, performance measurement, communica-
tions, talent management, risk management, technology and innovation.
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FIGURE 10.2 Key sustainability questions in the strategic procurement cycle

1. Articulate vision,
mission and goals

e How can procurement
contribute to
sustainability?

5. Continuous 2. Situation analysis
Improvement * What are the key
¢ How to evaluate and opportunities and
improve sustainable challenges?
procurement practices * Who are the
stakeholders?

4. Implement 3. Develop
procurement strategy procurement strategy
* How to implement * What are the key

sustainable procurement initiatives?
practices * How does sustainability fit
into procurement strategy?

J \

2 Situation analysis

As discussed in Chapter 1, a clear understanding of the context in
which the organization operates is essential to developing a strategy
that is fit for purpose. If procurement professionals are to influence
their organization’s approach to sustainability, they need to be
prepared. They need to understand the impact of their supply chain
on different aspects of sustainability and the levers they have at their
disposal to improve performance and mitigate risks.

Standard business tools such as market analysis, SWOT and stake-
holder analysis can help formulate a sustainable procurement strategy.
Having a stakeholder map can help to understand how the different
stakeholders can help or hinder our sustainability efforts and to
formulate the tactics required to gain their support. Failing to recog-
nize the needs of various stakeholders can undermine sustainability
performance and damage the reputation of an organization.
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Procurement has some prominent stakeholders, such as suppliers
at multiple tiers, internal and external customers. However, sustain-
ability considerations should go beyond the supply chain and include
governments, non-governmental organizations (NGOs), auditors
and society at large. These stakeholders are critical to achieving
sustainability goals and can be either barriers or enablers, depending
on how we decide to engage with them. For instance, NGOs, if
engaged in the right way, can become trusted allies in supporting the
sustainability journey.

Understanding sustainability issues requires tools such as carbon
footprinting, life cycle assessment (LCA), through-life costing and risk
assessment techniques, which are likely to be relevant at this stage.
Some of these tools will be discussed in more detail later in this chapter.

3 Develop a sustainable procurement strategy

Having a clear sustainability vision and goals (stage 1) and a good
understanding of the priorities and the context in which the organi-
zation operates (stage 2) allows the identification of the strategic
alternatives for procurement and the charting of an action plan.

As with any strategic endeavour, it is necessary to define the priori-
ties, taking a long-term view of what is expected with regard to
sustainability and how it fits with the rest of the procurement strategy.
This long-term vision allows us to create a strategic plan describing the
key initiatives to be pursued. Alongside the strategic plan, it is necessary
to develop a more specific blueprint that spells out the goals, perfor-
mance measures, critical success factors and key enablers, as well as the
skills and resources required to deliver the sustainability initiatives. A
good example of an organization that developed and delivered a sustain-
ability strategy is Google, which has been working on a number of
initiatives, both social and environmental (see case study).

4 Implement a sustainable procurement strategy

Implementing a sustainable procurement strategy involves incorpo-
rating it into day-to-day procurement operations; from the definition



SUSTAINABLE PROCUREMENT 205

of specifications, through to the selection, negotiation, monitoring
and evaluation of suppliers of goods and services.

Procurement involvement in the early stages of new product design
and development has long been discussed as an opportunity to influence
performance. This early involvement is particularly crucial for sustaina-
bility, as procurement expertise is required in the selection of sustainable
raw materials, production processes and appropriate sources.

Arguably the most significant impact procurement can have on
sustainability is in the area of supplier selection and negotiation.
However, for this impact to materialize, it is necessary to have a robust
supplier selection process that includes sustainability criteria (eg energy
and water utilization, GHG emissions and waste management). The
weight given to these criteria will, to a large extent, determine the overall
impact procurement can have on sustainability across the supply chain.

Organizations also need to make sure they are fair and transparent
in the selection and negotiation process, and that they take care of
unethical practices such as corruption and bribery. For instance,
Walmart has, as part of its standards for suppliers, cover issues such
as underage labour, working conditions and dignity of women.
Moreover, they have a clear set of guidelines concerning gifts and
entertainment offered to Walmart’s employees, conflicts of interest,
corruption and bribery practices by suppliers (Walmart, 2020).

CASE STUDY
Sustainable supply chains at Google

When we think about Google, we don’t often picture a supply chain. However, if
we explore the myriad of digital services they offer, from mail to maps, and the
multitude of technological products they sell, including Pixel phones,
Chromecast media players and Nest thermostats, we quickly realize that a
complex supply chain is behind them. The Google ecosystem, depicted in Figure
10.3, includes over 1,000 suppliers in more than 70 countries. Such a complex
global supply chain comes with some undesirable effects, both social and
environmental.
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FIGURE 10.3 Google supply chain
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SOURCE Adapted from Google (2018)

To address sustainability concerns in their supply chain, Google is involved in
several initiatives around the world. One notable example is their work on
responsible sourcing of so-called conflict minerals: tin, tantalum, tungsten and
gold. The mining of these minerals has been associated with the financing of
armed conflict. Since 2012, Google has moved to source exclusively from
smelters and refiners that comply with conflict minerals regulations. In 2018
they achieved 100 per cent compliance across all minerals.

Google has also been actively working with other technology companies and
NGOs to eliminate child labour in cobalt mining. The company is also experimenting
with blockchain technology to achieve supply chain transparency. In collaboration
with Peruvian mining company Minsur, German start-up Minespider and
multinationals like Volkswagen and Cisco, Google seeks to use blockchains to
provide traceability of minerals throughout the supply chain, from mine to consumer.

Google is also concerned with the environmental impact of its digital services,
most notably the use of energy and equipment used in its data centres. Working
in partnership with the Ellen MacArthur Foundation, they aim to create a circular
economy within the company. This effort has involved changes to the design of
their data centres, as well as improved hardware maintenance, involving
refurbishment, remanufacturing, redistribution and recycling. The total cost of
ownership (TCO) approach used has also saved the company over $1 billion in
energy and millions more in equipment. They have even generated income
through the resale of 2 million units of equipment to secondary markets.

SOURCES: Ellen MacArthur Foundation (www.ellenmacarthurfoundation.org); Google (2019); Rana

and Brandt (2016)
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5 Continuous improvement

To maintain and improve sustainability practices across the supply
chain, it is necessary to evaluate performance against the goals set in
the strategy. This evaluation involves activities within the procure-
ment function as well as those at the suppliers.

The criteria developed to evaluate suppliers at the selection stage
can also be used at this stage to assess trends in performance and
identify improvement opportunities. While some organizations
decide to conduct evaluations by themselves, it is also common to
rely on third parties, such as consultants and NGOs, to undertake
audits and evaluate suppliers in distant parts of the world. These
evaluations, however, should not be used as an excuse to undermine
the suppliers but as an opportunity to improve and learn.

Drivers and barriers to sustainable procurement

There is increasing recognition that investments in social and envi-
ronmental initiatives can bring economic benefits to organizations
through efficiency, innovation, improved reputation and risk miti-
gation. As a result, many public and private organizations have
stepped up to the challenge, taking action to work with supply
chain partners to improve economic, environmental and social
performance.

Below we discuss some of the main reasons companies have cited
in support of sustainability initiatives and provide some examples.

Customer value

Companies have started to realize that some customer segments are
concerned about the impact of the products they consume on society
and the environment. Research has shown that ecologically conscious
consumers believe they can help solve environmental problems by
voting with their wallet, and other studies show that social responsibility
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perceptions affect the images of brands and the propensity of consum-
ers to buy specific brands (Ganesan et al, 2009). However, there is still
debate about how much customers are willing to pay for sustainable
products.

Although the jury is still out, many companies are engaging in
‘green marketing’ as a way to gain or maintain a competitive advan-
tage (Starik and Marcus, 2000). Some have developed premium
offerings with strong environmental credentials. An example is
Nespresso, a subsidiary of the Swiss food giant Nestlé, which aims to
maintain very high environmental and social standards in the sourc-
ing of the materials for their premium coffee capsules, with the
ultimate view of delivering sustainable quality.

A company that has taken the notion of sustainability as a source
of customer value is Impossible Foods Inc. The company was founded
in 2011 with the aim of developing plant-based substitutes for meat
products to reduce the environmental burdens associated with meat
production (see case study).

Given that procurement and supply chain managers, in general,
have a significant impact on sustainability, it is possible to argue that
there is great potential for the procurement community to deliver
value to the customer and establish a competitive advantage through
sustainable practices.

Cost and efficiency

Leaner and more efficient sourcing, production and transportation
systems require fewer inputs (eg raw materials, energy, water). By
sourcing more efficiently, companies can reduce their environmental
impact while simultaneously lowering the costs of inputs and waste
disposal.

The economic benefits make efficiency initiatives easy to justify
through traditional return on investment (ROI) evaluations. Initiatives
such as reducing waste will generally be easier to sell to other stake-
holders, both internal and external (Adenso-Diaz and Mena, 2013;
Mena et al, 2014).
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CASE STUDY
Sustainability at Impossible Foods Inc

Karen Mena de Hoyos

Methane is the second most abundant greenhouse gas in the atmosphere after
carbon dioxide. It contributes significantly to global warming, and its
concentration in the atmosphere has risen by 150 per cent since 1750. To solve
the climate crisis, we have to reduce the emission of both carbon dioxide and
methane. About 60 per cent of methane comes from anthropogenic sources;
one very important source is cattle, through enteric fermentation and manure
management. According to the University of Adelaide, cows produce between
70kg and 120kg of methane per year and, worldwide, there are about 1.5
billion cattle. Altogether, this accounts for around 37 per cent of human-related
methane emissions. So how has the food industry worked to solve this problem?

Many companies have made efforts to support cleaner ways of meat
production that reduces their emissions. For example, at Texas A&M University,
they tested the amount of methane produced from different feeding rations
given to cattle. This technology is currently being tested by some companies that
hope to reduce their carbon footprint. However, very few companies were
founded with the goal of reducing worldwide methane emissions. Impossible
Foods, founded by Patrick O Brown, hopes to offer a plant-based alternative to
help combat this issue.

Impossible Foods Inc hopes to support a cleaner and more sustainable earth
by creating ‘meat’ made from plants. They claim that one burger uses ‘96% less
land, 87% less water, 86% fewer GHG emissions’ when compared to their
animal-based counterparts. Over the last decade, Impossible Foods’ products
have skyrocketed in popularity. You can now find many big food chains such as
Starbucks and Burger King offering Impossible meat, as well as many
supermarkets and smaller restaurants. They have recently made more new
products available, such as ‘pork’ and ‘sausage’.

In conclusion, methane is a harmful greenhouse gas emitted by green waste.
Cattle is one major contributor to human-related methane emissions. While
many meat companies have made efforts to lower the carbon footprint, one has
taken a unique approach. Impossible Foods was founded in the hope of a
positive environmental impact on our planet. At the moment, both the
corporation and its impact on our carbon footprint looks to have a bright future,
with, as they claim, a ‘healthy balance, of nature, science, and deliciousness’.

SOURCES Impossible Foods (https://impossiblefoods.com/mission/); Mercier (2018); Phys.org (2019)
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Risk

Ignoring environmental or social considerations can expose an
organization to many risks. Some of the most prominent ones from a
procurement perspective are discussed below.

NATURAL RESOURCES AVAILABILITY

Exploitation of natural resources can lead to unsustainable situa-
tions, particularly in cases where the rate of consumption exceeds the
rate of replenishment or recovery. Fossil fuels are a good example, as
the rate of formation is so slow that the resource is considered non-
renewable.

Scarcity of natural resources can lead to price volatility and ulti-
mately to unavailability. Given that one of procurement’s primary
responsibilities is to source the materials required by the organization
in an economical and reliable manner, this is a clear and substantial
risk that needs to be mitigated. An example of this is IKEA (see
Chapter 1), which shows how the organization is actively managing
the natural resources required for its operation.

CORPORATE REPUTATION
The perception that an organization is irresponsible with regard to
ethical or environmental concerns can severely dent its reputation and
affect its brands. The clothing and sportswear industry has been one
of the most affected in this respect, with numerous companies such as
Primark, Gap and Victoria’s Secret suffering reputational risk due to
allegations of child labour and slave labour in their supply chains.
This risk can also be seen as an opportunity for a company to
develop its reputation as a sustainability leader. For instance, in 2011,
Unilever launched the ‘sustainable living plan’ to halve the environ-
mental footprint of their products and source 100 per cent of their
agricultural raw materials sustainably. To do so, they require a high
degree of cooperation from their suppliers, including actively measur-
ing and managing the impact of their products across their entire
supply chain. This initiative has been a supply-chain-wide effort that
has improved Unilever’s reputation with suppliers and customers alike.



TABLE 10.1 Drivers and barriers to sustainable procurement

Drivers/enablers

Barriers

People/organization

Resources and capabilities

Process/goals

» Top management commitment (*)

»  Culture of sustainability

» Increase in education

» Corporate headquarters sustainability standards
» Greater functional interaction

» Alignment with existing resources and capabilities
e Attract investment
» Access to supplier capabilities

e Collaboration with suppliers (*)

» Long-term process perspective

» Early supplier engagement in sustainability initiatives
* Global sustainability standards

» Life cycle thinking

*  Measurement and reward system

» Supply chain visibility

Lack of support
Lack of consensus at top level

Internal scepticism

Lack of resources and capabilities
Suppliers’ lack of resources and capabilities

Misalignment of short- and long-term goals
Lack of sustainability standards

Lack of appropriate regulations

Lack of measures and rewards

Lack of data to evaluate sustainability

Poor supply chain visibility

(continued)
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TABLE 10.1 (Continued)

Drivers/enablers

Barriers

Value

Cost

Risk

» Customer requirement (*)

» Competitive differentiation

» Improve relationships with stakeholders
» Opportunity to stimulate innovation

e Association with improved quality

» (Cost savings/improve resource utilization (*)
» Avoid environmental taxes

 Life cycle costing (LCA) can support long-term
decisions

» Compliance with regulation (*)

» Reduce pressure from external stakeholders (*)
« Influence policy and standards

» Reduce reputational damage

*  Keep up with competitors

» Ensure continuity/protect key natural resources

Limited customer demand for sustainable products/
services (*)

Intangible impact on product/service value

Initial investments by buyer and supplier (*)

Initiatives can be difficult to evaluate through
traditional ROI calculations

Economic uncertainty

Additional burden for suppliers

Newness of concept

Scepticism from suppliers

Conflicting strategic objectives with suppliers
Risk of losing suppliers

NOTE (*) Found to be particularly strong drivers/barriers
SOURCES: Carter and Dresner (2001); Giunipero et al (2012); Hoejmose and Adrien-Kirby (2012); Mollenkopf et al (2010); Vachon and Klassen (2008)
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REGULATION AND TAXATION

Regional, national and local governments often introduce regula-
tions and taxes to try to protect labour standards and prevent
environmental degradation. Research has shown that legislation is an
important driver for ecological responsiveness as firms try to prevent
fines, penalties and legal costs (Bansal and Roth, 2000). Research has
shown that legislation is the sustainability-related issue that has the
strongest impact on businesses and that complying with legislation is
one of the main motivations for environmental initiatives (Berns
et al, 2009). Furthermore, proactive organizations can avoid addi-
tional expenses by keeping ahead of legislation and even having an
opportunity to shape future legislation.

Some regulations are generic, such as health and safety acts that
outline the general duties employers have towards employees and
members of the public. Others are industry-specific, such as the End
of Life Vehicles (ELV) Directive for the automotive industry, and the
Waste Electrical and Electronic Equipment (WEEE) Directive and
Regulations for the electrical and electronic sector. Taxation and
subsidies have also been used to influence environmental practices,
such as landfill and carbon taxes.

Despite compelling arguments for action and the efforts of many
organizations, sustainable procurement is still in its infancy. A survey
by McKinsey (Bonini and Bové, 2014) showed that less than half of
their respondents considered sustainability a top priority for the
business. Table 10.1 summarizes the main drivers and barriers to
sustainable procurement.

Approaches for sustainable procurement

Several tools and techniques are available to tackle sustainability
challenges in procurement. Here we have classified these approaches
into three main categories: supply chain design, supply chain govern-
ance, and mapping and measurement tools. Each of these is discussed
below.
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Supply chain design (and redesign)

Supply chain design involves critical decisions such as how and where
to produce products, how to store and transport them, how many
suppliers to have and how to engage with them (Danloup et al,2015).
These kinds of decisions can have a very substantial impact on
sustainability.

Traditionally supply chains have been seen as linear processes,
converting raw materials into finished products. However, sustainabil-
ity pressures have instigated a different perspective, which promotes a
circular, or closed-loop, view of supply chains, in which materials are
taken from the ground and returned to the ground or used in some
other productive way. Below we describe two approaches using this
circular perspective: industrial ecology and Cradle-to-Cradle.

Circular economy and industrial ecology are two concepts intro-
duced in the late 1980s that take a systems perspective and propose
that supply chains could act as an ecosystem, where the waste of one
organization can be used as a resource by another organization.
These symbiotic relationships between organizations in the chain not
only reduce the requirements for virgin raw materials but also help
reduce costs, waste and emissions. This requires a complete redesign
of the supply chain and the procurement practices involved.

The most cited example of industrial ecology in practice is the
Kalundborg network, operating in the Danish city of the same name.
Kalundborg Symbiosis is a public and private partnership in which
waste products from industrial production are bought and sold in a
closed loop. The network involves several organizations, including a
Statoil refinery, the Asnas power station, Novo Nordisk and the
Kalundborg Municipality, which trade products such as steam, heat,
slurry, dust and gas that can be physically transported from one
organization to another.

It is claimed that, on an annual basis, Kalundborg Symbiosis has
reduced CO, emissions by 240,000 tons, saved 3 million cubic metres of
water through recycling and reuse, converted 30,000 tons of straw to
5.4 million litres of ethanol, and recycled 150,000 tons of gypsum, replacing
the import of natural gypsum (Kalundborg Symbiosis, 2017). However,
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despite its impressive results, Kalundborg appears to be a unique system
with few other comprehensive examples of industrial ecology.

In a similar vein, but on a smaller scale, Braungart and McDonough
(2008) proposed the concept of Cradle-to-Cradle (C2C) as a design
approach inspired in biological systems. A central principle of C2C is
‘waste = food’, suggesting that products be designed so that the
‘waste’ they generate can be used as inputs (or ‘food’) for other prod-
ucts and services.

Cradle-to-Cradle requires that all ingredients used and produced
across the supply chain be either biological materials, which can be
decomposed organically, or technical materials, which are non-toxic
materials that have no negative environmental impact. Technical
materials can be used in closed-loop cycles without losing their qual-
ity orintegrity.Figure 10.4 summarizesthe conceptof Cradle-to-Cradle.

A company that has embraced the principles of the circular econ-
omy is Nike. Under the banner of Space Hippie, Nike has developed
a new generation of shoes that use waste materials from other
processes as their main inputs and reduce energy usage and carbon
emissions in the process (see case study).

FIGURE 10.4 A schematic view of Cradle-to-Cradle

Renewable resources

Technical Technical
material material

i VA

Closed-loop supply chain

Biological
material

Naturakgecycling Recycling
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Supply chain governance

Sustainability involves members of the supply chain working together
in aspects such as joint environmental goal-setting, shared environ-
mental planning, and cooperation to reduce resource utilization,
pollution or other environmental impacts.

A key decision in sustainable procurement is the decision on how
the organization will work with its suppliers to tackle sustainability
issues. Two main options are available (Winstanley et al, 2002):

- Engagement: this involves setting standards (eg code of conduct)
and compliance procedures for suppliers, and setting longer-term
aims to improve standards through collaboration.

- Disengagement: this also involves setting clear standards for
suppliers, coupled with a means of assessing compliance with
those standards (eg audits). Failure to meet standards can lead to
disengagement with the supplier.

CASE STUDY
Nike’s Space Hippie

Plastic waste has emerged as a significant environmental problem due to its
impact on wildlife and human health. It is estimated that every year about

8 million tons of plastic end up in the ocean. To address this problem, the United
Nations Environmental Assembly (UNEA) adopted a resolution in 2019, aiming
to reduce single-use plastic waste.

Recognizing the waste problem, many companies have engaged in the
adoption of a circular economy approach that considers materials utilization at
the product design stage and seeks to develop supply chains that recycle
materials and minimize waste.

Nike generates yearly revenues of almost $40 billion, and that is a lot of
shoes! This scale means that even a small change in the average amount of
carbon emitted and waste generated per pair has a significant impact on the
environment. The company recognizes this challenge and has committed to a
zero-carbon and zero-waste future.

Nike has fostered a circular economy mentality for several years, and in 2020
they introduced an experimental collection called Space Hippie. The collection is
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inspired by the notion that in a mission to Mars, raw materials would be scarce
and resupply missions would be infrequent, so the colonizers would have to use
scraps to create any new products. To accomplish this, a team of designers at
Nike adopted a radical design approach focused on sustainable practices and
relying primarily on recycled materials. In doing so, they produced the shoe with
the lowest carbon footprint yet.

The Flyknit yarn used in the construction of the upper is made from 85-90
per cent recycled content from t-shirts, plastic bottles and other scraps. The soles
are made of recycled crater foam, which uses about 15 per cent recycled rubber.
Finally, they redesigned the packaging, avoiding a secondary box for shipping
and using repurposed materials and plant-based paint in the construction of the
shoe box.

The Space Hippie collection turned out to be a success, both environmentally
and commercially. The entire collection sold out in a matter of days.

SOURCES International Institute for Sustainable Development (https://sdg.iisd.org/); Nike (2019);
Nike (2020); Nike 2019 Impact Report; https://www.nike.com/space-hippie

These approaches are not mutually exclusive, and organizations
might want to follow a portfolio strategy in which they decide to
engage with some suppliers and disengage with others. Each product
category is likely to face different sustainability challenges, and it
might be necessary to develop specific tactics for each category.

Regardless of which engagement approach a company decides to
follow, it will need specific governance mechanisms in place to be
able to steer the supply chain in the right direction. These mecha-
nisms can include contracts, standards and codes of conduct. These
mechanisms are briefly explained below.

1 CONTRACTS FOR SUSTAINABILITY

Contracts are the most common supply chain governance mechanism.
It is possible and increasingly common to include environmental and
social clauses in contracts that reflect an organization’s sustainability
values and strategy. For public organizations, it is also permissible
under EU procurement regulations to have special clauses related to
sustainability as long as they relate to performance after the contract
is awarded and not for supplier selection.
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Clauses can include provisions for generic issues such as the devel-
opment of plans and indicators for sustainability, as well as specific
issues such as recycling, use of reusable containers, waste (including
packaging), transportation and handling of hazardous substances.
Contracts can also refer to other governance mechanisms such as
standards and codes of conduct.

2 STANDARDS

Sustainability standards and certifications are sets of norms and prin-
ciples relating to social, ethical and environmental issues, which
organizations adopt voluntarily to showcase their performance in
these areas. Standards are produced by international organizations
such as the International Organization for Standardization (ISO);
national organizations such as the American National Standards
Institute (ANSI), the German Institute for Standardization (Deutsches
Institut fir Normung — DIN) or the British Standards Institution
(BSI); and by non-governmental organizations, such as Fairtrade, the
Rainforest Alliance, Social Accountability International (SAI) and the
Forest Stewardship Council (FSC).

There are hundreds of sustainability standards, and producing a
comprehensive list is beyond the purpose of this book. However, to
give a sense of the breadth and scope of different standards, we’ve
included a list of some of the most commonly used sustainability
standards, which is presented in Table 10.2.

3 CODES OF CONDUCT

Companies will need to develop or adopt a code of conduct that can
be used as a guideline for judging supplier sustainability performance.
There are several options available, including industry codes (eg ETI
base code), professional codes (eg CIPS Code of Conduct — see case
study; ISM Principles and Standards of Ethical Supply Management
Conduct) or corporate codes (eg Toyota Code of Conduct; Walmart
Standards for Suppliers). Furthermore, organizations also have to
decide how they intend to evaluate compliance with the codes, and
this might involve using a combination of direct involvement and
collaboration, as well as audits and assessments by third parties.



TABLE 10.2

Common sustainability standards

Standard Issuer Description Focus
Env Soc Econ

ISO 14000 ISO A family of certification standards aimed at helping organizations manage environmental issues. It X

family includes I1SO 14001, which is a framework for environmental management systems (EMS).

ISO 26000 ISO A comprehensive standard for social responsibility. It provides guidance rather than requirements, X X X
so it cannot be certified.

ISO 20400: SO Guides organizations in integrating sustainability within procurement, as described in 1ISO 26000. X X

2017

PAS 2050  BSI Specification for the assessment of the life cycle greenhouse gas emissions of goods and services. X

SA8000 SAl Auditable certification standard that encourages organizations to develop, maintain and apply X
socially acceptable practices in the workplace.

Fairtrade Fairtrade  Auditable certification. Its original focus was the guarantee of a minimum price and a social X X X
premium for agricultural producers. Recently it has also adopted environmental objectives.

Rainforest  Rainforest A family of certification and verification standards aimed in the areas of conservation, sustainable X X

Alliance Alliance livelihoods, land-use practices and business practices.

FCS FCS A set of principles and standards as well as certification and labelling of forest products. X

KEY: Env = Environmental; Soc = Social; Econ = Economic

6LC



220

SUSTAINING PROCUREMENT PERFORMANCE

CASE STUDY
CIPS Code of Conduct

Enhance and protect the standing of the profession, by:

never engaging in conduct, either professional or personal, which would
bring the profession or the Chartered Institute of Procurement & Supply into
disrepute

not accepting inducements or gifts (other than any declared gifts of nominal
value which have been sanctioned by my employer)

not allowing offers of hospitality or those with vested interests to influence,
or be perceived to influence, my business decisions

being aware that my behaviour outside my professional life may have an
effect on how | am perceived as a professional

Maintain the highest standard of integrity in all business relationships, by:

rejecting any business practice which might reasonably be deemed improper
never using my authority or position for my own financial gain

declaring to my line manager any personal interest that might affect, or be
seen by others to affect, my impartiality in decision making

ensuring that the information | give in the course of my work is accurate and
not misleading

never breaching the confidentiality of information I receive in a professional
capacity

striving for genuine, fair and transparent competition

being truthful about my skills, experience and qualifications

Promote the eradication of unethical business practices, by:

fostering awareness of human rights, fraud and corruption issues in all my
business relationships

responsibly managing any business relationships where unethical practices
may come to light, and taking appropriate action to report and remedy them

undertaking due diligence on appropriate supplier relationships in relation to
forced labour (modern slavery) and other human rights abuses, fraud and
corruption
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- continually developing my knowledge of forced labour (modern slavery),
human rights, fraud and corruption issues, and applying this in my
professional life

Enhance the proficiency and stature of the profession, by:

- continually developing and applying knowledge to increase my personal skills
and those of the organization | work for

- fostering the highest standards of professional competence amongst those
for whom | am responsible

- optimizing the responsible use of resources which | have influence over for
the benefit of my organization

Ensure full compliance with laws and regulations, by:

» adhering to the laws of countries in which | practise, and in countries where
there is no relevant law in place | will apply the standards inherent in this
Code

- fulfilling agreed contractual obligations

« following CIPS guidance on professional practice

SOURCE https://www.cips.org/who-we-are/governance/cips-code-of-conduct/ This code was
approved by the CIPS Global Board of Trustees on 10 September 2013. Used with kind permission of
the Chartered Institute of Procurement and Supply (CIPS)

Mapping and measurement tools for sustainable procurement

Tools that help us analyse, understand and measure the impact on
sustainability are essential to improve performance. Measuring economic
performance has always been at the centre of management activity, and
in Chapter 6 we discussed several tools, such as total cost of ownership
(TCO) and kaizen costing, which can be used for this purpose (see
Google case study). In this section, we will concentrate on discussing
some of the main tools that can be used to measure and manage envi-
ronmental and social aspects.


https://www.cips.org/who-we-are/governance/cips-code-of-conduct/
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CARBON FOOTPRINTING

Carbon footprinting involves mapping and measuring the total
greenhouse gas emissions (GHG) caused by an organization, event,
product or person (Wright et al, 2011). Since a carbon footprint
considers all the sources, sinks and storage, if we are to measure the
carbon footprint of a product, it is necessary to collect data from the
entire supply chain. This process requires close collaboration with
suppliers and customers.

Once the carbon footprint is understood, it is possible to devise
strategies to reduce or compensate for it. Carbon footprints and
labels have also been used to show stakeholders about the environ-
mental performance of a product or service. In the UK, the first brand
to obtain a carbon label was Walkers crisps in 2007 and the first to
retain it in 2009 after reducing its total carbon footprint by 7 per cent
(see case study).

LIFE CYCLE ASSESSMENT (LCA)

Life cycle assessment is a tool for assessing all of the environmental
impacts associated with every stage of the supply chain. LCAs have a
much broader focus than carbon footprints as they compile an inven-
tory of all of the inputs and outputs across the supply chain and then
evaluate the potential environmental impacts these can have, such as
human toxicity, ozone layer depletion, aquatic acidification, non-
renewable energy consumption and mineral extraction.

LCA is a more sophisticated tool than carbon footprints, as it
provides a comprehensive evaluation of all of the environmental
impacts of a product. However, there are trade-offs. LCAs require
much more data, time and expertise to be able to produce a reliable
result. These requirements also mean that the evaluation is more
expensive. Here companies might be trading off time and money for
accuracy and depth of understanding.

There are other tools to measure the environmental impact of prod-
ucts and services, such as water footprinting (Hoekstra et al, 2011)
and ecological footprinting (Ewing et al, 2010), which might be rele-
vant for some organizations. However, carbon footprints and LCAs
are most commonly applied.
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CASE STUDY
Carbon footprinting and Walkers Crisps

In April 2007, Walkers Crisps started labelling its cheese and onion crisps with a
carbon label stating how many grams of CO,e had been emitted in the
production of the product.

The study, conducted in collaboration with the Carbon Trust, revealed that in
producing a 37.5 gram bag of crisps, 75 grams of CO,e were emitted. This included
practically all the stages in the supply chain from farming, manufacturing,
packaging, distribution, disposal and retailing, but excluded retailing and
consumption. Figure 10.5 shows how emissions were distributed across the chain.

FIGURE 10.5 Carbon footprint of a packet of Walkers Crisps

Farming —> Manufacture —> Packaging —> Distribution —> Disposal

44% 30% 15% 9% 2%

Total carbon footprint=75g

The study helped executives at Walkers realize that carbon emissions were
mainly driven by raw materials and manufacturing and that energy consumption
was a major factor. This meant that the source of energy is a critical decision for
this product.

The study also revealed an unexpected opportunity. It showed that since
Walkers were buying potatoes by gross weight, farmers were keeping their
potatoes in humidified storage to increase the water content. As a result, Walkers
had to fry the potatoes for longer to drive out the extra moisture. Both processes
consumed unnecessary energy, and by simply changing the buying specification
from gross weight to dry weight, Walkers was able to reduce frying time by 10 per
cent and remove the motivation for keeping potatoes humidified. This measure
helped save energy along with its associated cost and carbon emissions.

Measuring the carbon footprint has helped Walkers reduce its overall carbon
footprint by 7 per cent. This includes a 41 per cent reduction in manufacturing
gas consumption; a 37 per cent reduction in manufacturing electricity
consumption; a 10.5 per cent reduction in the weight of corrugated boxes; a 5
per cent reduction in transport-related emissions; and a 4.5 per cent reduction
in emissions associated with packaging.

SOURCE BBC (2007); Carbon Trust (www.carbontrust.com); Economist (2011)
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Measuring the social aspects of the triple bottom line is considerably
more complicated than the economic and environmental ones.
However, the lack of accurate measures should not be an excuse to
avoid managing these issues.

There have been some attempts to develop tools to measure social
impact. For instance, UNEP (2009) has developed a tool called Social
Lifecycle Assessment (S-LCA), which looks after the well-being of differ-
ent stakeholders such as workers, consumers, local communities and
other actors in the supply chain. The S-LCA evaluates several impact
categories, including human rights, working conditions, health and
safety, cultural heritage, governance and socio-economic repercussions.

While some quantifiable indicators can help us evaluate the impact of
procurement decisions on society, the measures lack precision and data
collection mechanisms are rarely in place, making it very difficult to
conduct reliable assessments. As these tools mature, it will become possi-
ble to apply them across the supply chain. However, at this stage, it might
be more effective to use other mechanisms such as codes of conduct and
audits to ensure the social aspects of sustainability are catered for.

Summary and conclusions

Sustainability challenges can be seen as either risks that need to be
mitigated or as opportunities that can create a competitive advantage.
For most organizations, it’s probably both, as some challenges might
require only simple mitigation strategies. In contrast, others, which fit
with the organization’s values, core competencies and strategies,
should be exploited as opportunities to gain competitive advantage.

Pressures to deal with sustainability issues are here to stay, and
procurement professionals need to be prepared. We need to under-
stand the impact of their decisions on sustainability and be aware of
what needs to be done to improve performance. Given the impact
that procurement can have on suppliers at multiple tiers, this is an
excellent opportunity for all procurement professionals to take the
lead and make a positive contribution to their organization, to the
entire supply chain and society at large.
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The future of procurement

REMKO VAN HOEK

The future of procurement is bright and exciting. On the back of four
decades of procurement development and industry progress, profession-
als in procurement are at an exciting crossroads where a path forward
can be charted. In this chapter we will lay out what that path might look
like and share examples of companies that are already on it.

By the end of this chapter you should have a clear sense of key
focus areas in the future of procurement. And you will have a good
feel for how dynamic the path to the future will be and that this path
will likely continue to evolve and change as leaders in the field push
the boundaries of practice. If nothing else, we hope you will get a
sense for how exciting and professionally rewarding working in the
procurement field can be, even if just for a short period of time.

This chapter is heavily based upon the recent publication in the
anniversary issue of the Journal of Purchasing and Supply Management,
in which we collaborated with executives to detail key topics for the
future of procurement (van Hoek et al, 2020).

The direction of progress in procurement

SCM World, a Gartner company, conducted a global survey involv-
ing close to 300 respondents on changes in the role of procurement
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between now and 2025 (see Figure 11.1) When contrasting the dark
bars, representing today’s role, with the lighter bars representing the
anticipated role of procurement in 20235, several interesting patterns
emerge:

1 A move from strategic sourcing to SRM. When considering that
the focus on sourcing as much external spend as possible is expected
to become a minor focus area, this implies that most companies
anticipate reaching maturity in strategic sourcing to the degree
that they will have the majority of external spend sourced and
under contract. As a result, the focus of the procurement team can
move more towards SRM and the management of those
relationships.

2 A move beyond basic sourcing strategies. While many sourcing
strategies may be put in place, these obviously need to be updated
as business needs and supplier markets evolve; you are never done
with strategic sourcing. But what the top bar in Figure 11.1 implies
is that basic and simple sourcing strategies (eg, the left-hand side
of the sourcing gemstone in Chapter 3), focused on a growing scale
to create leverage in negotiating costs, will be on the decline but
costs will still be important.

3 Risk management and supplier performance management are here
to stay; they were, are and will be important.

4 Supply availability for customer satisfaction, and agile processes
and speed of support are customer- and market-facing focuses that
are set to become more important. This implies that procurement
is more capable in its business partnering and impacting/supporting
market effectiveness, and that it is able to link more directly to
customers and markets; procurement is becoming a driver of
customer value, not just an upstream function focused on suppliers
and far removed from the customer.

5 In that process, new focus areas emerge as being directly on
procurement’s plate — innovation and corporate social responsibility
in particular. Clearly, these represent key customer-value drivers and
they cement procurement’s role in ‘winning in the market” as well as
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‘helping make the world a better place’, only making procurement
more exciting as a function!

)]

Two aspects possibly missing from this image of the future are the
role of talent in building the future and the enabling role of
technology in that process. Arguably, the talent of the future is
what stands between the vision for the future and the realization
of that vision.

In the following sections, we will cover supplier-enabled innovation,
corporate social responsibility, technology and talent as keys to the
path to 2025 and beyond.

Supplier-enabled innovation (SEI): not for the weak at heart

Supplier relationship management is very much the price of entry to
supplier-enabled innovation. A lot of companies fall into the pitfall of
going straight to innovation. They invite suppliers to an event and

FIGURE 11.1 Roles of procurement

What are the most important roles of sourcing and procurement in your company today? In 2025?
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ask them to share. This is a very risky proposition. If the procurement
team for decades has focused on sourcing and has not been a constant
factor in the supplier relationship after the contracting stage, suppli-
ers will likely mistrust the effort. Is this another way to ask for a
discount? Innovation requires a lot of joint work, just as in contract
implementation and continuous improvement, but procurement has
traditionally not engaged in this — why would they now and do so
well? Long story short, procurement teams are advised to develop
SRM capability first, as a pathway to innovation.

Practical ways to get started with SRM include:

1 Don’t be surprised if there is a large push back from your own
team
The pitfalls from Figure 11.2 list some of the things often said by
buyers concerned about moving into SRM. And parts of these
concerns are right. But with tooling, a playbook, new technology
and a realistic approach, SRM can really grow procurement’s
contribution and involvement in business success.

2 Don’t go too far too soon, you are likely starting from behind
As mentioned, suppliers may not recognize procurement in the
relationship and SRM represents a whole new process and
playbook, so ensure the necessary homework is done. It is easy to
fall short in relationships.

3 Develop your playbook
There are likely to be elements of SRM practice already around the
company; collecting these is a good start. Developing a playbook
for buyers, the business and suppliers is even better. It helps make
sure we are all set to really deliver. While technology can really
help here, starting with simple supplier segmentation schemes and
dashboards can already represent a step up.

4 Find your levers with the business and suppliers
The business likely sees the suppliers as ‘their suppliers’, and they
are. In particular, if procurement has been largely absent from the
relationship it needs to earn its way in. With the business, that may
be offering to get a good continuous improvement process going.
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With the suppliers, it may be to establish a structured bilateral
relationship about the collaboration.

5 Start realistically and scale with results, but don’t get ahead of
yourself
Couple new tools, roles and process with the reality that managing
supplier relationships is a lot of work that is ongoing and hands-on,
and it becomes obvious that starting realistically is key. A pilot
universe of suppliers and stakeholders can be a very wise approach
to reduce the risk of non-delivery. As results are generated and
experience grows, it is likely that requests for inclusion of more
relationships will come in. This is a good way to scale, driven by
business pull.

6 While a dedicated team and capability may be needed, eventually
this becomes part of the new normal
The playbook development, new process design, technology upgrade
and the SRM pilot may all be done by a dedicated team. At the
initial stages the programme will benefit from some resources, but
once it is fully up to speed some of the tools and work will become
everybody’s business. It will become part of the new normal and the
new way of adding value and serving not just the business, but now
also suppliers.

P& G was one of the first companies to recognize that a lot of the
R&D that goes into its products happens in the supply chain, outside
of its own lab. And with C-suite support, procurement embarked on
a process that changed procurement practice to begin to target
supplier-enabled innovation in a number of ways:

1 Supplier awards are a good starting point to say thank you and
change the conversation
While they may appear trivial, creating an opportunity to say
thank you via supplier awards can go a long way to beginning to
change the conversation with suppliers. And it certainly boosts
supplier commitment and business engagement.
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2 Asking a supplier how we are as a customer is very powerful
Suppliers know your business well and often they know more
about their business with your company than procurement does.
CRM tools are better than SRM tools traditionally and there are a
lot more account managers than there are buyers. P&G found that
asking suppliers for feedback and suggestions went a long way.
Suppliers are typically happy to share improvement suggestions
and don’t often have a mechanism to do so. Asking this question
started getting P& G into the conversations they wanted to have.

3 Break the old negotiations rule and be willing to share what you
don’t know
P& G had to publish where it was hoping for supplier suggestions
and this was uncomfortable at first. Old-school negotiations use
information asymmetry and focus on creating leverage and the
upper hand, not revealing weakness and lack of expertise.

4 Create navigators that can really steward supplier suggestions; this
is not a suggestion box
Just inviting suggestions is like hanging a suggestion box on the
wall. What P&G found, right after starting to ask suppliers for
feedback, is that suppliers often don’t know where to go with their
suggestions and are often not heard. P& G procurement seized that
opportunity to get into innovation by creating navigator roles.
These professionals would navigate P& G’s complex organization
for the suppliers and steward the discussion suppliers wanted to
have with the business. It earned procurement a lot of credit with
suppliers and the business appreciated the great suggestions that
came to them with the help of procurement.

Supplier-enabled innovation (SEI) is a focus on involving suppliers in
the creation of new product/service propositions for the buying firm,
to drive revenue growth and new customer value. It marks the
completion of the journey of procurement into the in-depth ongoing
engagement of supplier relationships, and from ensuring supplies
from upstream in the supply chain to driving new business in the
market. There are at least three types of models for SEIL. The case
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study from Electrolux illustrates the approach of working with exist-
ing suppliers to jointly develop new products and accelerate the new
product development road map of the company. This approach is
similar to that taken by P&G and other consumer products compa-
nies, including Unilever.

Vattenfall, the European energy company, takes more of an innova-
tion-scouting approach. Within the procurement function it has created
a small dedicated team that will scout the supplier universe for possible
technology solutions that can help solve the company’s technology chal-
lenges or could lead to new market propositions. For example, it formed
a joint venture with a company that makes robots for underground use
to lay cables.

Vodafone uses more of an accelerator approach. It will invest in
promising companies and technologies that it can potentially bring
into the market or that with its support can ramp up growth and
market potential.

CASE STUDY
Electrolux’s supplier-enabled innovation programme

Electrolux is a manufacturer of domestic appliances such as dishwashers and
vacuum cleaners. The company has developed a programme to boost innovation
based upon joint innovation efforts with suppliers. The programme was started
based upon the simple realization that suppliers spend more money on R&D
than Electrolux can on its own. The programme contains several key elements:

« Electrolux has openly published to suppliers the areas and technologies
where it is seeking input. This helps ensure the relevance of suggestions as
well as a true commitment to considering suggestions.

« The company scouts and reviews supplier suggestions and has a filtering
process for this in which the CEO participates in the final stages of the
filtering.

« This process includes supplier presentations and guaranteed feedback from
Electrolux to the suppliers. This helps reduce the risk of suppliers feeling that
they are not considered and that their ideas go into a black hole or a
suggestion box.

235



236

SUSTAINING PROCUREMENT PERFORMANCE

« For ideas that are selected, joint innovation teams are formed and an
exclusive relationship is formed with the supplier. In this relationship
Electrolux commits exclusively to the supplier in return for having exclusive

access.

The company has received 2,000 suggestions in the first two to three years of
operating the programme. Of these, 350 were presented for consideration, and
about 100 went into development. One of the example outcomes is the
dishwasher with a bottom drawer on hinges that raises up to make it easier to
load and unload dishes. This suggestion came from a supplier in the furniture
industry and led to a ‘new to the world’ feature in dishwashers.

There is a road map towards successful SEL, as Figure 11.2 shows.
A key point to the road map is that there are internal preparations
that companies need to go through before calling a supplier meeting
or innovation summit. These include the need to establish internal
alignment around the potential and opportunity of SEL. Without the

FIGURE 11.2 Road map towards SEl readiness
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engagement of peer functions such as R&D and product development,
the effort might fail. Equally so, it is crucial that C-level executives are
willing to engage, participate in supplier meetings and commit R&D
investment towards joint innovation opportunities.

The establishment of a process for SEI, likely as an extension of the
SRM process, helps to structure efforts, and ensures that there is clear
follow-through on supplier suggestions and active management of
the opportunity pipeline. It will help grow confidence with suppliers
in the programme and may raise their willingness to share innovation
suggestions with the company and not its competitors.

The procurement team supporting and facilitating the process is
likely to have to develop some additional tools, and potentially tech-
nology, and go through some training to enhance its skill set and
capability. Table 11.1 shows the changes in role, focus and contribu-
tion for procurement that SEI implies. Whereas in strategic sourcing
the focus is on optimizing existing spend, SEI turns attention to poten-
tial future spend. Whereas in sourcing procurement optimizes spend
for savings and efficiency, in SEI it moves towards a focus on new
revenue opportunities and accelerating time to market for innovations
by collaborating with suppliers. As a result, supplier interactions
change. Procurement’s role as a gatekeeper to the business becomes
one of navigating the supplier through the organization, stewarding
innovative suggestions and openly sharing the company’s innovation
needs and ‘unknowns’, where suggestions are welcome. The procure-
ment plan becomes less focused on managing spend and contracting
through strategic sourcing, and more on how to accelerate following
the company’s innovation road map.

None of these steps will work without the company having estab-
lished credibility with suppliers, through its SRM efforts, as a meaningful
and trustworthy customer of choice. Without that, the basis for a discus-
sion about joint innovation may not be there; it may not be clear without
a supplier segmentation which suppliers are candidates to include in the
programme, and the relationship governance and management may not
be in place to build upon.
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TABLE 11.1 Changes in procurement

Traditional procurement SEI capable procurement
Existing spend Spend focus Future spend

Savings KPIs Revenue/time to market
What we want to tell you Supplier interactions What we don’t know
(poker face) (sharing weaknesses)
Gatekeeper Supplier handling Navigator

Conclusion Supplier contract Beginning

Seeing the past and the System enablement Finding the future

current

Sourcing waves Procurement plan Innovation road map

Industry 4.0: the future of work in procurement

The continued evolution of technology will have a tremendous impact
on procurement. Old roles will be automated, perhaps even performed
by robots, and new tools will be added to procurement professionals’
arsenal. For example, having good data about spend and supplier
markets is key to establishing sourcing strategies. Sharing data with
stakeholders is often seen by stakeholders as valuable. Machine learn-
ing and big data will boost intelligence and can supercharge sourcing
strategy development.

Equally so, blockchain changes information rules. While traditional
negotiation strategies use information asymmetry to the advantage of
the buyer, the public nature of agreements and transactions on block-
chain means more complete information is openly available. As a
result, the negotiation can focus on what the usage of this information
suggests are true solutions and paths forward in business.

Automation and robotization can be a huge blessing. For example,
in the requisition-to-pay (R2P) process, there tends to be pressure on
process reliability, the cost of the process and the slowness of it. The
R2P team performs a critical role in the company, but not one that is
always appreciated to its fullest and one where small things can easily



THE FUTURE OF PROCUREMENT

go wrong. It may be for its highly administrative process rigour and
vulnerability to glitches that a lot of robotization pilots and invest-
ments in procurement are in this domain. If it can free up team
members to focus more on analysis and reporting while reducing
costs and boosting reliability, speed and accuracy, why not?

Social media will drive more real-time market information. Rather
than static market intelligence reports, buyers will be able to have a
real-time feed to complement this. Rather than a quarterly supplier
scorecard review, real-time issues will not have to wait until the next
supplier business review.

In summary, Industry 4.0 is not so much about automating jobs
away but rather about augmenting jobs to enable productivity and
new levels of service.

Talent of the future: why consider a role in procurement?
The past: talent dumping ground?

In the past, when procurement was less about relationships, strategic
sourcing and impacting critical priorities such as CSR and innova-
tion, procurement talent was thought of differently than it is today.
Procurement did not have the best image in the internal talent market
of many companies, or at business schools and universities as a possi-
ble function of choice. Some executives used to think of procurement
as the place you sent staff away to so that you never saw them again.
In the past the performance bar was perhaps lower and simpler;
procurement was more operational, had a narrower scope and did
not manage critical relationships and contributions to strategic prior-
ities. The skill set was more administrative and negotiations-focused,
and less business-centric.

The rise of the strategic sourcing superhero

In moving into the strategic sourcing domain, the increased return
(potential) on procurement is typically used to justify greater investment
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in procurement leaders and teams. The requirements for talent in stra-
tegic sourcing include the need to align internally, engage business
leaders, work in cross-functional teams, think strategically and manage
complex tender processes from specification to implementation.

This stage drives more impactful and strategic thinking into the
function and sets the function up not just to do better but also begin
to do different — the stage that more advanced organizations are
currently in.

New DNA

With a procurement agenda expanding into areas such as CSR,
managing supplier relationships and accelerating innovation while
reducing risk, different behaviours and skills are required of procure-
ment talent. Critical skills include openness to learn from suppliers,
ability to creatively develop (alternative) solutions for business prob-
lems, ability to sell and represent, as an ambassador, the enterprise in
the supply base, ability to envision ways to competitively differentiate
the company, and connect supply-base market intelligence to customer
opportunities and strategic goals, relationship and engagement skills.

These skills mirror those wanted in other functions such as market-
ing and strategy, and mirror common definitions of (future) general
managers. This places procurement squarely in the internal talent
market. With it comes the opportunity to stop recruiting mostly from
within the procurement discipline and actually bring in talent from
outside the function, as well as let talent move out of procurement
(back) into the business. With that, procurement becomes as much a
possible part of the career paths of future leaders as many other func-
tions, such as sales, strategy and finance.

Put simply, none of what is discussed in this chapter will be accom-
plished without talent. And with the bright future that we describe,
procurement is going to have to somewhat reinvent itself from a talent
perspective. While in the past expertise in procurement might have
been the objective, increasingly it is a price of entry. Stakeholders do
not want to learn about procurement: that is your job. What they
would like to see is how you can help resolve business challenges and
use procurement to make the business better. With that comes a range
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of characteristics that mirror those of future general managers (GMs).
In fact, if you compare job postings for procurement executives today,
they are beginning to look surprisingly similar to those for COOs and
GMs. To succeed in climbing the ladder of procurement progress
requires at least:

« strong communication skills;

« an ability to quickly understand business issues and suggest appro-
aches for tackling them;

- strategic thinking and hands-on delivery of real results;

- relationship skills, with both internal and external stakeholders;
+ project management and change management skills;

« ability to lead ‘so others will follow’;

- ability to manage across borders and cultures;

- pride in serving the business without seeking to take credit for
stakeholder results.

It is for all of the above that executives are increasingly engaging with
the business schools that are helping develop this talent. To get early
access, to inspire talent and to contribute to its development.

While commonly misperceived as less ‘sexy’ than finance, strategy
or marketing, procurement is very interesting for talent of the future
to consider, even if just for a temporary assignment. Here are six
reasons why:

1 Procurement doesn’t only impact a large or very large part of the
P&L, it is also exposed to almost all business areas. Think about
it: which function does not buy externally and what part of the
company does procurement not have licence to engage with? As a
result, procurement professionals can get very broad exposure to
all parts of the company.

2 Procurement is a critical enabler of many modern business ambitions,
including sustainability and diversity. Because of the role that the
supplier universe can play in reducing the environmental impact of
the supply chain, often far larger than your own company individually,
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procurement can be a key lever to a company’s sustainability ambit-
ions. Equally so, by allocating spend to diverse suppliers, procurement
can contribute massively to diversity objectives.

3 Procurement drives demonstrable, visible ROI to executive decision
makers. Through strategic sourcing or the management of key supplier
relationships, procurement can drive project returns that are
quantifiable and demonstrable to the executives directing the projects.
Obviously, these are great to have on any professional résumé.

4 Procurement offers a dynamic project environment while linking
to business continuity in demonstrable ways. With procurement
impacting all areas of spend across the company, it offers a dynamic
and diverse environment where a lot is achieved via projects.
Essentially, every day in procurement is different.

5 Procurement skills of the future are those of future GMs. The
change management, stakeholder management and communication
skills required for effective procurement delivery are what many
GMs would say makes them effective and CEO material. Hence,
even if only working in procurement for a period of time, it can
help any professional hone critical skills for the future.

6 Procurementisexpandingitscontribution tothe supply chain,including
revenue and innovations. Progressive procurement organizations are
able to expand their role in the wider supply chain, impacting global
logistics, sustainability and reputation.

Summary and conclusions

Procurement has come a long way since the first Harvard Business
Review article speaking to its strategic importance (see Foreword by
Peter Kraljic); and it has a long way to go! We have only just begun
to realize procurement’s potential, and most businesses haven’t even
begun to experience what that may mean for their growth and perfor-
mance. In this chapter we have introduced a pathway forward, a
number of pitfalls to avoid and a set of emerging topics. While the list
of emerging topics will grow and change, one thing is clear: it is an
exciting time to be in procurement!
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Epilogue: procurement should ‘shoot like a girl’

Lessons for procurement from a Purple Heart recipient: stand up for the
right to serve, make the mission better and earn respect

Major Mary Jennings Hegar’s book Shoot Like a Girl shares her
incredible story about service, standing up to get a fair opportunity
to serve and getting recognized for the capability to serve. Major
Hegar’s lessons hold a lot of relevance for procurement professionals
in modern business, making the lessons well worth considering. The
story offers a lot of inspiration and encouragement for the talent of
the future that will help shape our profession, hopefully into more of
what it can be, as a service to the business.

Major Hegar served in the US Air Force as a medivac helicopter
pilot, and served three tours in Afghanistan. During one of her
missions, she was shot by the Taliban but continued to fly, and when
she and her crew had to abandon their helicopter, she helped protect
the patients from enemy fire until they, and all of her crew, were
rescued.

During her Air Force career, Major Hegar was often discriminated
against because of being a woman, and she ended up suing the US
Department of Defense to remove the ban on women fighting in
combat. Her story is one of incredible determination to serve and of
working incredibly hard to earn the opportunity to serve, going
against all discrimination and unfair rules. She not only earned the
respect of the crews that she served with, but also came top of her
class in the academy, was awarded the Purple Heart and the
Distinguished Flying Cross with Valor. The motto of her and her crew
was: ‘these things we do so others may live’.

Among the learnings and issues Major Hegar shares are:

1 Succeeding academically in combination with practical training is
a condition sine qua non, and Major Hegar studied and studied,
trained and trained to be ready when the opportunity to deploy
and serve came.

2 There are physical advantages to being a woman in combat;
women are often better at targeting in combat, for example.
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3 “When my training unit was broken up into a group that had broad
ranges of ages, genders, and skills, I knew we’d be a strong team.’

4 Her stellar performance earned her the respect of fellow students,
crew and leadership.

5 While women were not allowed to be in combat, they were needed
by commanders and they worked around the rule by ‘temporarily
assigning’ women. This, however, meant that women could not
train with the other team members or receive benefits from the
Department of Veteran Affairs.

Regarding point 1, procurement professionals need to be ready both
academically and practically for when the call comes. You cannot just
show up at a business meeting and start figuring out what procure-
ment might be able to do or how things work; you need to be ready
to serve, and your skills and expertise are assumed. Those are the
price of entry. You don’t show it off, you use it to contribute.

Still today, procurement professionals are often not invited into all
of the discussions in the company that they should. In fact, ‘the
percentage of external spend impacted’ is a commonly used metric;
what this means is that procurement is often not involved in spending
the company’s money with suppliers. It is why procurement profes-
sionals should stand up for the opportunity to serve all areas of
spend.

And procurement professionals should stand up for a fair chance
to serve, not one in which they are set up to fail or are not really on
the team. So don’t invite procurement in at the end of the process
when all decisions are already made. And don’t put them on the spot
to see if they can make the deal better without having been on the
team all along and ‘training’ with the others. And give credit where
this is due.

Procurement should also look towards diverse perspectives — from
women, international perspectives, different functional domains,
and so on. This can make the solution to business challenges better,
grow the talent pool (which is desperately needed) and, with all the
change coming, will better position procurement for future talent
requirements.
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Furthermore, procurement professionals should be proud to serve.
While they may be supporting the business and not owning the
budget, ‘these things they do so the business will sustain and grow’.

Finally, procurement professionals need to be aware of stakeholder
politics and procedures, just like Major Hegar had to. But she found
a way through in the end, and ended up changing the rules, as a cred-
ible spokesperson based upon her track record. In there is an aspiration
for procurement and modern business: know the rules and politics of
the company but stand up for the opportunity to serve, deliver award-
worthy results and challenge the rules based upon track record, so
that the rest of the team and the talent of the future may have an even
better chance to drive value and to serve and contribute.

During her keynote speech at the CSCMP Edge Conference, Major
Hegar complemented her story with leadership tips that are equally
relevant for procurement leaders to consider:

1 Don’t rely on altruism too much.

2 Be the change.

3 Know your audience and ‘what’s in it for them’.
4 Use an empathy, not enemy, approach.

5 Hold on to your “Why’.

‘Don’t rely on altruism too much’ is obviously impacted by all the
unfair hurdles Major Hegar faced during her career. It holds rele-
vance for procurement; all too often are we told; “We will certainly
involve you when there is a need’. Well, in my experience, you should
not wait for the phone to ring; you should remind stakeholders about
their commitment a few weeks in, when they have not called yet.

‘Be the change’ holds a lot of relevance for procurement leaders. If
you would like to unleash the full power of procurement, lead by
example and be proud to serve so that you can earn the opportunity
to change things for the better. Don’t tell your teams what to do and
go back to your office. Open doors for your teams, get meetings for
them and help them get ready, join the discussion and make it an
issue when they do not get a fair chance. That is your privilege as a
leader — to be able to be the change.
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Knowing your audience and leading with empathy should be
stakeholder management 101 for procurement leaders and some-
thing leaders can inspire in their teams. There is no need to argue
with stakeholders about not being part of the team, or engage in
political warfare. Better to be able to articulate how you would like
to try to support and serve, and do so in a way that addresses the
stakeholders’ concerns and issues.

During her presentation Major Hegar displayed great humility;
every achievement was coupled with statements about how they
weren’t meant to say anything about her. This offers another takea-
way for procurement leaders: don’t show off with your results.
Highlight them but don’t claim them, let them be the business’s
success. If you claim them, your stakeholders might have mixed feel-
ings; it is their business, their spend, they collaborated with you
during the sourcing process and they will need to be a key party to
the implementation. More importantly, you want stakeholders to
invite you back. So, don’t put distance between you and them; rather,
have the business present the results and graciously accept their acco-
lade and gratitude.

And finally, do not get bogged down in politics or results report-
ing, hold on to your why. Procurement has a lot to offer to help grow
the business and make it more meaningful for customers and society.
We do this so that others will benefit! Being a buyer is not a life or
death role, nor a contribution to national defence, but buyers can
learn from, and be inspired by, the service of heroes like Major Hegar.
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