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Preface

The original text was written over 40 years ago by Peter Baily and David Farmer 
and was in its day one of a very small number of specialised texts relating  
to the field of purchasing and supply. Since that time, purchasing and  
supply chain management has become recognised as a crucial strategic activity  
by those concerned with organisational management and as a recognised  
academic discipline with a growing number of university professors dedicated 
to the subject area. It is reassuring to note that the literature on the subject 
continues to expand, as does the amount of academic and practitioner interest 
in it, reflected in the now substantial number of university degrees available  
at both under- and postgraduate level. As we also said, the visionary and  
pioneering work that Peter and David took part in, probably to some extent as a 
gesture of faith, is now fully justified.

The book could not have survived for this length of time without  
continuous change, and of course the idea behind this new edition is to  
continue that process. It should be pointed out that the change process is 
evolutionary, and that we have taken care to balance the newer philosophies 
emerging in our profession with the proven and established thinking and  
practice. This book is not of the ‘read this and it will change your life’ genre; 
rather it is, we hope, a reflection of sound mainstream practice,  accompanied 
by comment on the way things seem to be going, and by insights into  
developing ideas and approaches.

This eleventh edition has been substantially updated with many additions 
in the form of more detailed case studies, additional academic content and the 
inclusion of more practical examples of best practice in many key areas.

revisions and additions
Specifically readers will note the following new elements:

■	 a new, thorough consideration of contract law;
■	 improvements in negotiation;
■	 additional material exploring offshoring/onshoring;
■	 a more thorough treatment of performance measurement;
■	 the inclusion of a section on risk;
■	 considerable expansion of MRP, Lean and Agile theories;
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xiv

■	 more detailed coverage of ABC analysis, TCO, Kraljic, supplier  
preferencing, Bensaou, CSR-Triple Bottom Line concept;

■	 additional examples of services/tangibles procurement;
■	 culture has been given much more focus;
■	 supplier appraisal and supplier relationship management (SRM) have 

been expanded considerably.

We are very grateful for the contribution of Alexis Brooks CIMA and David 
Moore of Cranfield University to the revised Chapter 3 on the subject of buying 
for government and public services. We also thank Neil Fuller, a chief examiner 
for the Chartered Institute of Purchasing and Supply, for his help and advice, 
and for his contribution of material included in our treatment of the ‘quality’ 
theme. Finally, we thank Ray Carter for his permission for inclusion of 10 Cs 
and Paul Jackson for his permission for inclusion of the ‘Three Pillars’ article.

The book is, as before, organised into four parts. The first, on the theme 
of objectives and organisations and covering Chapters 1–3, deals with the 
scope of purchasing activity and its evolution, relevant strategic issues 
and considerations, the structure and organisation of procurement, and 
public sector procurement. The second part, Chapters 4–10, looks at the key 
purchasing variables of quality, inventory, lead time, sourcing, total cost of 
ownership and price and negotiation. Part 3, Chapters 11–17, concerns itself 
with important purchasing activities and applications, dealing with processes 
associated with buying in particular markets or economic sectors. The final 
part, covering Chapters 18 and 19, deals with e-procurement systems and 
contract management (including contract law) and measurement.

We continue to hope that the book will appeal to those in the practitioner 
and academic communities. We have attempted to strike a balance between 
the demands of a pure academic text and the sometimes simplistic treatment of 
ideas encountered in the literature aimed at managers.

We are grateful for the help and support of many colleagues and friends who 
have contributed in a great variety of ways to the book, and to the copyright 
holders of some of the included material. Specific acknowledgements are, of 
course, made at the appropriate points in the text.

Barry Crocker
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3

Introduction
All organisations need inputs of goods and services from external suppliers or 
providers. In this chapter we examine the developing role of the purchasing and 
supply function in managing these inputs, and comment upon the ways in which 
the activity can contribute to the efficiency and effectiveness of the organisation, 
offering mini case studies demonstrating how companies are developing their  
purchasing/procurement contribution. We will identify ways of measuring the 
stage of development reached by an organisation and demonstrate how the  
development stage reached can affect performance of the purchasing activity.

Objectives of this chapter
■	 To discuss the scope of purchasing
■	 To identify the purchasing cycle concept
■	 To discuss purchasing and supply as a service activity
■	 To discuss the changing role of purchasing and supply
■	 To explain how purchasing might develop from an independent function to an 

integrated activity
■	 To identify the internal and external influences that have affected the evolution of 

purchasing
■	 To examine the ‘total acquisition cost’ concept
■	 To consider the adoption of relationships based on mutual benefits as an 

alternative to the traditional transactional, adversarial approach
■	 To highlight the evolution of concepts relating to purchasing development
■	 To identify key practices encountered in developed strategic purchasing
■	 To provide mini case studies demonstrating how companies are developing their 

purchasing functions

1
Procurement scope and 
development
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The scope of purchasing
A well-known statement of the objectives of purchasing is: to acquire the right 
quality of material, at the right time, in the right quantity, from the right source, 
at the right price. This statement is criticised by some as being rather superficial  
and simplistic. This is undoubtedly a valid comment, though the definition 
does provide a practical starting point for discussion. For present purposes, the  
following broad statement of objectives is suggested:

■	 To supply the organisation with a flow of materials and services to meet its 
needs.

■	 To ensure continuity of supply by maintaining effective relationships with 
existing sources and by developing other sources of supply either as alterna-
tives or to meet emerging or planned needs.

■	 To buy efficiently and wisely, obtaining by ethical means the best value for 
every pound spent.

■	 To maintain sound cooperative relationships with other departments,  
providing information and advice as necessary to ensure the effective 
 operation of the organisation as a whole.

■	 To develop staff, policies, procedures and organisation to ensure the achieve-
ment of these objectives.

Mini case study – Hertz
Buyers have been urged to remember their business’s overall strategy when trying to 
transform their procurement.

If procurement cannot align itself with what the organisation wants to achieve, it will 
not get the support for what it wants.

Case study – Nokia
Nokia re-examines its purchasing structure every year as part of its strategic 
review. In spring 2003, it dismantled the company’s global category buying 
structure for indirect spend. The worldwide approach had been put in place 
for direct spend, which has global markets. But as the market for indirect spend 
varies from region to region, a local group was set up for each of Nokia’s four 
global groups in London, Finland, Singapore and the US.
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In addition, we might add some more specific objectives such as:

■	 To select the best suppliers in the market.
■	 To help generate the effective development of new products.
■	 To protect the company’s cost structure.
■	 To maintain the correct quality/value balance.
■	 To monitor supply market trends.
■	 To negotiate effectively in order to work with suppliers who will seek mutual 

benefit through economically superior performance.
■	 To adopt environmentally responsible supply management.

Research
Purchasing departments continue to operate in ‘silo’, with over half failing to fully 
 integrate into their organisation.

That is one of the findings of a research study by Bristol Business School, commis-
sioned by Oracle, The Chartered Institute of Purchasing and Supply (CIPS) and the 
Office of Government Commerce.

While 93 per cent of businesses had a formal purchasing department, just under half 
had buyers with specialist commodity experience. This was significant because depart-
ments with this experience were more likely to have greater market knowledge, have  
better supplier relationships and achieve greater savings than generalist buyers. It was also 
an indication of investment in professional development.

Only 18 per cent of public sector respondents had a seat on the board, compared to 
37 per cent of those in the private sector.

Case study – Ford
Purchasing and supply management for many is now directly linked into their 
companies’ business strategies and they recognise that it has a real impact on 
competitive advantage.

Ford Motor Company believes that procurement controls the ultimate 
 profitability of the company.
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Another viewpoint is summarised by Scheuing (1998) as follows:

Twenty-first-century perspectives for procurement

1. Function will be sourcing*  
not purchasing

10. Long-term contracts to 
establish relationships

19. Benchmarking of best 
practice

2. A vision of competitiveness 11. Emphasise continuous 
improvements

20. Internal customer focus

3. Driven by customer 
requirement

12. Mutual cost 
management

21. Service level agreements 
established

4. Emphasising value creation 13. Early involvement 
in new product 
developments

22. Purchasing leadership/
empowered teams

5. Suppliers seen as external  
sources of ideas/technol-
ogies/time compression

14. Skilled professionals in 
purchasing

23. Purchasing professionals 
involved in innovation

6. Bottom-line focus not price 15. Outsourcing non-core 
activities

24. Cross-functional teams 
involving internal 
stakeholders to build 
and lead supplier 
relationships

7. Enhance competitiveness  
by using supplier capabilities

16. State-of-the-art IT 
systems

25. Sourcing a major 
contributor to 
organisational 
performance

8. Global sourcing 17. Purchasing involved in 
all non-direct spend

9. Strategic alliances with key 
partners

18. Dramatic cycle-time 
reduction

(Source: After Scheuing, 1998)
Note: * Actually purchasing has become procurement in many world-class organisations.

In summary, firms need access to competitive and productive supply markets  
if they are to be in business at all. The trend is from tactical to strategic procure-
ment, establishing collaborative relationships with external resources and  
securing major business advantage from procurement.

Many executives are now looking to procurement to engage in strategic conver-
sations about how supply chains can be improved to deliver the greatest returns.

In fact, according to KPMG’s ‘Power of Procurement’ study, many functions 
have struggled to raise their game beyond simple tactical activity and (re)nego-
tiating low-cost contracts, to a broader and more strategic role within the wider 
business.

Procurement generally influences less than 60 per cent of spend across both 
direct and indirect categories. It has been slow to evolve or has struggled to 
make an impact because teams operate in a manner that inhibits their ability  
to become trusted business partners. By having the correct organisational  
design and processes, common issues such as poor service levels and 
 performance, fragmented resources, or even insufficient skills can be overcome.

The best way to answer this is by looking at what transformation means from 
a procurement perspective. There are a variety of interpretations, but essentially 
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it can be defined as organisational change management, designed to improve 
purchasing processes, activities and relationships.

As a general principle, this means that procurement transformation should 
address strategy and performance, the structure of resources and how it is  
organised, as well as improving the overall effectiveness of the systems  
supporting procurement. And finally, it must take into account governance and 
risk management to ensure compliance with business policy and legislation.

Three steps to success need to be negotiated.

1 The first is to establish a compelling case for change.
2 Second, a realistic and value-creating solution that supports the wider 

 business vision and brings clarity of mind on the end goal, without straying 
into ‘nice to haves’ and idealism, needs to be designed.

3 The final element is to execute the transformation based on changing 
 behaviour, culture and mind-sets.

■	Critical success factors – points to consider
Procurement transformations require a clear vision from the top, an unswerv-
ing desire to make it happen and commitment from everyone to ensure the 
changes are sustained over the long term.

Research – Procurement evolution
The expectations of procurement are shifting, in that not so long ago, procurement was 
considered to be an add-on service; it was the business that decided which suppliers were 
core to the organisation and little more was expected of procurement than to battle some 
cost out of the contract and then hand the relationship back to the business to manage.

Today, many executives are increasingly looking to procurement to engage the  
business in strategic conversations about how the supply chain can be optimised to deliver 
the greatest returns.

Research shows, however, that there is still insufficient focus on ongoing supplier  
relationship management, little involvement in demand management, even less  
participation in the ‘make versus buy’ decision process and a dangerous lack of  
preparation, mitigation and action around supply chain risk.

The recent research shows that the majority of procurement functions still do not have 
a strategic role and are generally not considered as a true business partner to the organ-
isation. In many cases, this is a direct outcome of ineffective governance, policies and 
procedures or a lack of appropriate procurement engagement during the early stages of 
the procurement process. As a result, those organisations are failing to make effective  
purchasing decisions, not fully leveraging their spend and economies of scale, and  
exposing themselves to business and commercial risk. So while early procurement  
involvement has been proven to deliver higher savings, the reality is that procurement 
is usually brought into the process to either close a deal or advise on the contract terms, 
when it is often far too late to add significant value – or often only when the commercial  
process has already broken down. The results also show that procurement is not  
placing sufficient focus on monitoring and tracking compliance across the organisation 
and is facing real challenges in maintaining control over both direct and indirect spend, 
and in supporting demand management activities.
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All good chief purchasing officers (CPOs) continually challenge themselves 
to answer the questions: how well does my current strategy and organisation 
support the delivery of the organisation’s strategy and objectives? Is this deliv-
ering the value it could? If the answer to one or both of these questions is not 
positive, you have the basis for a case for change.

■	The purchasing cycle
The main stages in the purchasing process may be summarised as follows:

■	 Recognition of need
■	 Specification
■	 Make-or-buy decision
■	 Source identification
■	 Source selection
■	 Contracting
■	 Contract management
■	 Receipt, possibly inspection
■	 Payment
■	 Fulfilment of need.

The idea of the purchasing cycle is often employed to indicate the main activ-
ities in which purchasing might be involved. The activities included in the cycle 
do not cover all of those that a purchasing staff might be involved with; there 
are many activities, such as negotiation, vendor rating and source  development 
that are not specifically included. It will be noticed that, historically, the early 
and late stages in the cycle have not necessarily involved specialist purchasing 
staff, the core purchasing contribution to the cycle being the items included 
in the central part of the list. However, this has changed with early buyer  
involvement in design/specification work and greater involvement in ongoing 
contract management.

A limitation of the cycle concept is that it does not recognise the strategic 
contribution made by modern purchasing. (We shall discuss this contribution 
within this chapter and more thoroughly in Chapter 2.)

■	Is purchasing a service activity?
The thinking prevalent at the time of the first edition of this book was that 
 purchasing was a service function, often subordinated to production or 
 engineering in the manufacturing sector, or to finance in the service or  public 
sectors. The idea was that specialist supplies staff could do the bidding of 
the more strategic elements of the organisation, and employ their skills at a 
 secondary  ‘support’ level. Thinking moved on, and there came a more general 
realisation that purchasing might contribute more effectively at a strategic as 
well as at an  operational level. The idea that purchasing and supply was merely a 
support activity has been somewhat discredited, with a developing recognition 

M01_BAIL6016_11_SE_C01.indd   8 4/8/15   7:18 AM



The changing role of purchasing and supply

9

that purchasing involvement in issues such as the ‘make or buy’ decision or 
strategic commercial relationship gave the function a central and strategic role 
in the competitive organisation.

Syson has stated that purchasing has been transformed from a service func-
tion whose aims were expressed in the price, quality and delivery equation to 
one that makes a contribution to sustainable competitive advantage by reduc-
ing the cost of ownership, cycle-time reduction and improving time to market.

Simply to improve service levels or to cut costs is no longer enough. Purchas-
ing must focus on its relationship to end-market performance. In many cases, 
purchasing has moved through evolution of its role to devolution of much of the 
more straightforward buying activity, while retaining and developing its strate-
gic contribution.

Research in 2006 (The 2006 Global Spend 
Agenda – The Ariba Study)
Three hundred and twenty-five purchasing heads from large organisations in Europe and 
the US revealed that there is an emergence of two groups of companies; one takes a rather 
conservative, traditional ‘bookkeeper’ approach while others are more bullish in their  
enthusiasm for innovation and aggressive cost reduction targets.

The bookkeepers are lagging because they do not have the strategic drive to know 
where they are going or how to get there. The study therefore concludes that purchasing 
has to be innovative in structure and strategy so that it can really grapple with complex 
spend categories, off-contract spend and compliance issues such as: almost two-thirds 
(59 per cent) of suppliers working outside negotiated contracts and rogue spending occur-
ring in 77 per cent of businesses in Europe and 81 per cent in the US. The study also found 
that procurement departments are still trying to reduce their supply base and still struggle 
with more complex spend areas such as services.

The changing role of purchasing and supply
As we have indicated, purchasing is seen by many of today’s successful organ-
isations as an activity of considerable strategic importance. The fact that the 
strategic role and contribution of purchasing and supply is well recognised in 
many leading commercial concerns has meant that the strategic purchasing 
 decisions may be taken by purchasing involvement at board level, rather than 
by a  departmental manager.

Mini case study – Nokia
The answer to whether procurement is strategic is yes, if one considers strategic contribu-
tion to an organisation to be any activity that drives market penetration, revenue growth, 
profit maximisation and shareholder value. For any function, including procurement, to be 
considered strategic, it must align itself directly with these organisational priorities.
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There are a number of reasons for this shift in importance and recognition, 
and the main ones can be summarised as follows.

■	External organisational factors
Organisations employing leading-edge approaches to the management of mater-
ials are putting into practice integrative ideas, which are, at least in part, based 
on a strategic and integrated role for purchasing.

The case for direct procurement as a strategic contributor to an organisation’s agenda is 
well proven in many Fortune 500 organisations, such as IBM and Ford, in which there are 
numerous examples of supply markets being managed to drive margin, market position 
and value.

There have been a number of well-publicised examples, such as GlaxoSmithKline, 
where the contribution of procurement has been an important part of post-merger cost 
efficiency improvement.

Nokia has been recognised as having designed and used all areas of its supply chain for 
competitive advantage.

Both financial and value benefits can be delivered from strategic procurement.
Their procurement professionals know that the segmentation of categories and  

supplier relationships are at the heart of delivering both strategic and tactical value to an 
organisation.

If this happens, the organisation can focus on managing its supply base for speed to 
market, cost advantage, innovation and value. This will always be of interest in the board-
room and can only be considered strategic.

 Approaches and concepts which might be considered under this heading are:

■	 best practice benchmarking;
■	 total quality management;
■	 just-in-time philosophies and lean production;
■	 supply chain concepts;
■	 tiering and empowerment of suppliers;
■	 relationship management;
■	 customer focus.

The expression ‘world-class concepts’ is sometimes employed to describe these, 
and in order to achieve such concepts, purchasing needs to be well developed 
and proactive.

Leading-edge  
concepts

 Concentration in the supply market has had a profound effect in recent 
years. For example, the production of pharmaceutical products is almost 
entirely in the hands of a small number of large organisations, and only a 
handful of large European chemical companies remain. This process of 
concentration through amalgamations, takeovers and the failure of the 
smaller and less viable business units continues. It poses obvious problems 

Fewer but larger 
suppliers
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 The recognition has dawned, perhaps belatedly, that it is good business sense 
to be ‘green’, and to be seen to be responsible in this respect. Recycling, the 
specification of renewable raw materials, a greater concern with the effects 
of waste and by-products, wider concern for the use of returnable packaging 
and many other related concerns all have implications for purchasing and are 
 affecting perceptions of the function. (This area is examined in more detail in 
Chapter 17.)

Increasing  
environmental 
awareness

 When attempting to develop new ideas, pressure is often placed on an 
organisation to look at what levels of performance competitors and other 
organisations are achieving. The term ‘benchmarking’ is often given to this 
process, but benchmarking is not simply copying good ideas. Demonstration 
of the real benefits that a developed supply function confers on the rest of 
an organisation has been a stimulant for other companies to improve that 
function, and this in turn has raised the profile of purchasing.

Competitor  
activity

 As outlined in Table 1.1, organisations are spending a greater proportion of their 
income externally and less on internal costs such as wages and overheads. With 
the increased share of the expenditure comes an increasing responsibility for 
purchasing.

Increasing 
proportion of 
revenue spent 
externally

 In the early 1990s, the Institute of Purchasing and Supply was granted a Royal 
Charter. This was a landmark in the development of the purchasing and 
supply function, and it is now more widely regarded as a truly professional 
activity. The Institute has spent considerable time and effort at a national level 
demonstrating the importance and contribution of effective purchasing in 
both the public and private sectors. Its examination scheme and courses have 
done much to enhance the status of the purchasing function, and the CIPS is 
now represented on many government committees where purchasing issues 
are  discussed.

The change of the status of purchasing and its evolution into procurement is 
further reflected in the imminent change of name from the Chartered Institute  
of Purchasing and Supply to the Chartered Institute of Procurement and  
Supply (2014).

The Chartered 
Institute of 
 Purchasing and 
Supply (CIPS) and 
the contribution of 
purchasing

 Technology and associated complexity has meant that most businesses now 
specialise in a narrower range of activities and are compelled to buy a greater 
proportion of their requirements from those who have the specialist expertise, 
patents, intellectual property or design rights associated with complex or 
advanced technology.

Advancing 
technology

for purchasing and supply, and ensures a higher profile and more strategic 
role for the function.
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Innovation The pace of change has quickened over the years. Organisations must be able to 
develop new practices and products quickly and effectively. This in turn requires 
significant improvements in the internal interface between purchasing on the 
one hand and production, marketing, finance etc. on the other, as well as with 
external suppliers and customers. As product life cycles get shorter, reaction 
times are being compressed. Purchasing must be prepared to help initiate new 
ideas and developments. A good deal of attention is being paid today to ‘time 
to market’ initiatives. New products cannot be developed and marketed rapidly 
without a proactive purchasing function.

Mini case study – IBM
In order to obtain greater leverage from its purchasing expenditure, IBM has since the 
late 1990s sourced a major proportion of its high-value items on a global basis, achieving 
considerable cost savings. In order to achieve this it was necessary to employ integrated 
computer systems, and common coding systems were developed across all IBM operating 
locations. Global buyers now negotiate contracts that are used by the total organisation.

Table 1.1  
Some reasons 
for the increased 
importance and 
recognition of 
purchasing

TOTAL ORGANISATIONAL EXPENDITURE

Labour and overheads Externally provided resources

Decreasing because of:

●	 automation

●	 more efficient work

●	 competitiveness depending  
on access to ‘best practice’

Increasing because of:

●	 greater specialisation on part of buying organisations

●	 ‘outsourcing’ policies

●	 focus on core competencies

●	 development of specialised contractors

●	 easier access to world supply market

●	 complex technology restricting breadth of ‘make’ 
capabilities

●	 flexibility depending on external rather than dedicated 
‘owned’ assets

●	 closer co-ordination with key suppliers

Case study – BOC Group
BOC Group expects supply management to help the entire organisation create  
competitive advantage. It can do this in many ways, from identifying and 
developing sources of supply in emerging markets through to advising on  
mergers and acquisitions and facilitating new product design.

It needs to have a clear understanding of the business strategy and to work 
closely with other parts of the company in achieving their objectives.
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E-commerce The pace of technological progress means that organisations must have plans 
in place to handle development, purchasing needs to be actively involved and 
e-commerce is now becoming the norm. (E-procurement is discussed in detail 
in Chapter 18.)

■	Internal organisational factors
Although there is considerable pressure from outside to develop the purchasing 
function, it is often internal influences that initiate the changes. These internal 
influences include the following factors.

Figure 1.1
The increasing 
importance of 
purchasing and 
supply in the 
manufacturing 
sector

 Normally, as the external expenditure increases as a proportion of the total, 
greater attention is paid to the input activities. For example, in large automotive, 
electronic and retail organisations percentages of bought-out material and 
services expenditure in relation to sales income run at between 60 and 90 per 
cent. Clearly this expenditure is of crucial importance and needs close attention 
at policy level. It is interesting to note that this proportion has been increasing 
steadily for many years (see Figure 1.1).

Structural changes Moves towards materials management, logistics and supply chain concepts 
have in turn helped to develop the purchasing and supply function. In 
almost all cases, the amount of attention paid to purchasing and supply 
has risen.

The level and 
percentage of 
purchased goods 
and services
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Proactive purchasing
As the level of attention paid to purchasing and supply increases, the work 
tends to become more strategic in emphasis, concentrating more upon such 
activities as negotiating longer-term relationships, supplier development and 
total cost reduction, rather than ordering and replenishing routines.

If we examine the responsibilities of buyers in organisations with a well- 
developed function – such as IBM, Nissan, Ford, Baxi, Hewlett-Packard and 
others – we find that they spend only a small proportion of their time on  
administrative and clerical activities. Most of their activity concentrates on the 
establishment and development of appropriate relationships with suppliers.  
The emphasis in such organisations has evolved beyond simply reacting 
to the needs of users as and when they arise, to a forward-looking proactive  
approach that more fully reflects the contribution that the management of 
inputs can make.

Mini case study – Unisys
Since 1999, Unisys has streamlined its procurement. Like many organisations, procure-
ment was disorganised and fragmented before the reorganisation began. The people doing 
the procurement were scattered throughout the organisation and were involved mainly in 
low-level administrative tasks.

Contracts with suppliers and partners were being agreed by people with no real  
know ledge of best practice procurement.

There was no company-wide system to tell employees what they were buying and 
how much they were spending. They were not buying as a multinational company, but as 
groups.

Experienced procurement professionals were drafted in from big-name companies 
such as Fujitsu, Centrica, NatWest, BAE Systems and Deutsche Telekom.

Latest figures show the dramatic effect it had. In 1999, there were three procurement 
teams, one for each business unit at Unisys, but now there is just one. There were 78 people  
involved in procurement in five countries throughout the UK and Europe. That has gone 
down to 54 people in 14 countries. Most dramatic is the reduction in the supply base from 
24,000 to below 5,500, with spending through the top 400 suppliers going up from 32 to 
83 per cent.

Now, out of the staff of 54 in the procurement department, about three-quarters are 
involved in high-level strategic activities.

 There has been more emphasis in recent years on measurement. Within 
organisations that measure the contribution of the purchasing and supply 
function, its status is usually affected in a positive way. Senior management have 
become aware of its contribution to cost reduction and its strategic capabilities, 
and in consequence are far more likely to promote its development. (This topic 
is covered in full in Chapter 19.)

Performance 
measurement
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Reactive buying Proactive buying

●	 Purchasing is a cost centre

●	 Purchasing receives specifications 

●	 Purchasing rejects defective material

●	 Purchasing reports to finance or 
production

●	 Buyers respond to market conditions

●	 Problems are supplier’s responsibility

●	 Price is key variable

●	 Emphasis on today

●	 Systems independent of suppliers 

●	 Users or designers specify

●	 Negotiations win/lose

●	 Plenty of suppliers = security

●	 Plenty of stock = security

●	 Information is power

●	 Purchasing can add value

●	 Purchasing (and suppliers) contribute to 
specification

●	 Purchasing avoids defective supplies

●	 Purchasing is a main management function 

●	 Purchasing contributes to making markets

●	 Problems are a shared responsibility

●	 Total cost and value are key variables

●	 Emphasis strategic

●	 Systems may be integrated with suppliers’ 
systems

●	 Buyers and suppliers contribute to specification

●	 Negotiations win–win (or better)

●	 Plenty of suppliers = lost opportunities

●	 Plenty of stock = waste

●	 Information is valuable if shared

Table 1.2 Changing 
purchasing roles: 
reactive and 
proactive buying

Table 1.2 compares and contrasts reactive with proactive purchasing.

■	The changing nature of relationships
A simplistic view of purchasing activity is that it is merely buying; that is in 
 essence it consists of finding a supplier who is willing to exchange the goods 
or services required for an agreed sum of money. This perception of  purchasing 
has become known as the ‘transactional’ view, and is based on the idea 
that  purchasing is concerned with simple exchanges, with buyer and seller 
 interacting with each other on an arm’s-length basis. The underlying interest 
of the buyer in this rather simple scenario is to acquire as much resource as 
 possible for as little money as possible.

Case study – Feedwater
Feedwater believes purchasing should be as effective in promoting business 
growth as it is in controlling costs. By working cleverly with suppliers through 
strategic alliances – by sharing information, or getting goods on a just-in-
time basis – they can deliver better value for money to clients and enhance 
profitability.

It is true to say that this transactional view is not obsolete; it is still an 
 appropriate way of looking at the process whereby low-cost items, for which there 
are plenty of competing suppliers, might be purchased. However, it is no longer 
thought to be a suitable basis for most organisational purchasing expenditure.
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Much more attention has been paid in recent years to the development of 
‘mutual’ supplier–buyer relationships, where the benefits of doing business 
together arise from ideas of sharing as well as exchanging. In a mutual relation-
ship the emphasis is on building a satisfactory outcome together with, for 
example, such things as technology. Confidence and support are invested by 
both sides with the intention of adding value, a process not possible with a 
simple transaction. The organisations concerned seek to come closer together 
and to identify overlapping interests. These ideas will be referred to later in 

Mini case study – BMW
In 1994, purchasing was essentially an administrative function, and morale in the 
 department was low. This approach missed significant strategic potential to add value to a 
company through the purchasing function by driving innovations and superior long-term 
cost performance.

Transforming purchasing into such a strategic function requires a long-term 
 perspective aimed at building ‘networks of competence’ – people who can cross 
 boundaries and analyse the true costs of product and process proposals. It requires 
 integrating  purchasing into the beginning of a design or project rather than relegating it 
to the end of the process chain, where its role is viewed as simply buying the goods and 
services other departments need.

It requires a fundamentally different approach to recruiting and training employees, as 
well as reorientating the entire company to a holistic view of purchasing that looks across 
many functions and entire supply chains.

Beyond its contributions to product quality and business performance, a systemat-
ically orientated purchasing department can foster knowledge sharing and innovation both 
company wide and across complex supply chains, a capability that is becoming a highly 
valuable strategic asset as manufacturers are increasingly held accountable for social and 
environmental impacts.

In this way, over the past 10 years, BMW’s purchasing department has evolved into a 
strategic partner that influences numerous product and process design choices,  realising 
significant savings for, and having a strategic impact on, all areas of the company, 
from services to production, from IT to development and from production facilities to 
construction.

The transformation was predicated on setting and meeting a number of mutually 
 reinforc ing goals:

■	 To change purchasing from an administrative function to one that influences demand;
■	 To concentrate on building and sharing deep knowledge;
■	 To work as a fair and competent partner with all internal and external business 

contacts;
■	 To commit to improvement in all areas and to becoming a benchmark for others;
■	 To develop a team approach that relies on shared values.

At BMW today, purchasing associates’ influence is wide-ranging. They play a role in 
key design and process purchasing choices that can have a significant overall  financial 
impact. At the early concept stage of product development they have valuable input, 
 suggesting how certain design features will affect the technical equipment at the factory or 
the level of investment that will be required to execute the design, which has saved 30 per 
cent on this significant cost company wide.

They created an online system that allows people throughout the organisation to order 
their own supplies from the standard created. With pre-selected suppliers and negotiated 
contracts, it enables managers to determine their needs and to manage their ordering and 
procurement within clear criteria.
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Figure 1.2
The ‘transactional’ 
relationship

Figure 1.3
The ‘mutual’ 
relationship

Case study – Britvic
The procurement function was historically positioned in a supporting role, 
mainly working on delivering a large number of marketing projects linked to 
brand activity, looking at things within a very short window of time, and not 
able to concentrate on the purchasing basics. The team was supporting some 
business needs, but not the needs of the business overall.

They had to ensure that procurement best practices were redefined and 
embedded. This included spend analysis, market knowledge and assess-
ment, contract management, supplier segmentation, risk assessment, cost 
structure, benchmarking of costs against markets and understanding the  

the text, but it is important at this stage to be aware of the developing nature 
of purchasing and supply work, and the complexity that accompanies this 
development.

Figures 1.2 and 1.3 enable a comparison between the transactional and the 
mutual relationship. The list of shared benefits is by way of example only and 
will vary between relationships.
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overall main business needs. The introduction of category management 
was a key milestone. This started to pave the way to strategic thinking and 
 strategic sourcing.

Stakeholders were proactively pursued on important business matters 
as opposed to being the ones making requests of the procurement team.  
Market information was provided to them to guide them on the correct  
business choices and they were also asked to be decision makers on long-term 
strategies. Procurement generalists in business units needed to be backed up by 
category specialists.

The procurement function promised a return over three years of 15 times 
the investment it was requesting from the business.

Britvic were ready to launch the following strategies:

■	 a sustainable sourcing initiative;
■	 a complexity reduction programme;
■	 long-term sourcing strategies;
■	 development of new partnerships throughout the world.

Now procurement staff are active members of all the leadership teams in 
business units; they provide guidance from a macroeconomic point of view; 
they bring ideas to all functions to impact the bottom line; and they add 
value. The procurement function has now become a revenue stream for the 
company. It impacts the profit and loss with initiatives which are truly above 
budget.

Cross-functional work will be key in the years to come. Procurement either 
leads the projects they have identified for another function, or is asked to be a 
core member in projects from other functions.

But it is far from financial deliverables only. The team has really improved 
on strategic thinking, has managed to think outside the box and do things  
differently. Influencing stakeholders, as a skill, has been key.

Procurement will only be considered worthy of a board position if the  
function is core to the business. What does core mean? Critical to the bottom 
line. Impact on profit and loss can be measured in two ways:

■	 Impact is linked to the product/activity a company delivers  because 
this product/activity is directly linked to the cost of goods or  
services, or

■	 Impact is created by procurement coming up with commercial ideas/
proposals which deliver beyond their expected scope of activity or 
deliverables.

Britvic are tapping into long-term relationships to bring in innovation, but 
are also looking at developing new ones that can impact the development of 
their products.
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Procurement positioning/targeting
Of course, it is not the case that any organisation will wish to develop mutual 
or partnership relationships with all of its suppliers. Pareto’s principle applies: 
it will generally be found that 80 per cent of expenditure will be with 20 per 
cent of suppliers, and it is likely to be the suppliers with whom large sums 
of money are spent that will be the ones with whom closer relationships are 
sought. A useful tool in determining those suppliers with whom close relation-
ships might best be sought is the ‘procurement positioning’ tool, based on the 
work of Kraljic (1983), illustrated by Figure 1.4. The vertical axis, labelled ‘Risk’, 
is concerned with the degree of difficulty associated with sourcing a product 
or service, or the vulnerability of the client organisation to a failure of the  
supplier to provide the product or service on time, or to the failure ‘in service’ 
of a supply. The horizontal axis, ‘Profit potential’, is used to indicate the extent 
of the potential of the supply to contribute to the profitability (or efficiency) of 
the buying concern. This profit potential might be realised by achieving lower 
costs, either by paying a lower price for a good or service or by introducing 
more efficient buying methods.

The foundation of procurement positioning is the division of key items  
procured into four categories on the basis of their associated risks and 
 procurement potential.

■	Risk
Risk consists of:

■	 supply risk – risks of vulnerability of the business to unreliability of supply;
■	 technical risk – risks arising during and after installation.

Figure 1.4
The ‘procurement 
positioning’ tool
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The principal factors determining risk are:

■	 the reliability of the sources of supply;
■	 the availability of the commodity or service required;
■	 the degree of response by suppliers to the company’s requirements;
■	 the quality of the product in relation to the role which it is required to fulfil.

Supply risk measures both the likelihood of a commodity or service not  
being available when it is required and the costs resulting from its non- 
availability. ‘Non-availability’ does not simply mean that an item is not  
physically present but also includes failure to be effectively present, due to, for 
example, a quality failure.

■	Procurement potential
Procurement potential is the degree of opportunity that exists for the process 
of procuring the commodity or service under consideration to contribute to  
company profitability. It is a measure of the benefits that can be achieved by 
using an appropriate procurement strategy, as opposed to the unquestioning, 
mechan istic placement of orders. The benefits potentially include:

■	 reducing the total cost of ownership (TCO);
■	 improving the quality of the procurement process;
■	 improving the efficiency of the procurement process;
■	 earlier sales or production due to reduced cycle time.

■	The four categories
The key commodities or services for which a company wishes to develop 
 tailored procurement strategies can be ranked as high or low in terms both of 
risk exposure and of procurement potential. The score of an item in respect of 
each of these criteria determines the positioning of the commodity or service 
on the procurement positioning/targeting matrix. The quadrants of the matrix 
represent the four categories, which are:

■	 Critical
■	 Leverage
■	 Bottleneck
■	 Routine.

The factors to be taken into account when determining risk and procurement 
potential will vary according to the circumstances of the company carrying out 
the assessment (see Tables 1.3 and 1.4).

Successful application of the tool depends upon a co-ordinated, cross-
functional team effort resulting in a common view of the relevant factors shared 
by everyone involved in the procurement process.
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The same commodity may fall into different categories depending on use,  
location and other factors and some commodities are far too broad to fit into a 
single category.

It is important to be aware that the category for a given item may change over 
time due to changes in the market or the procurement organisation.

Critical items Critical items are those with high risk and high procurement potential.
All companies have certain commodities and services that are vital to their 

operation. In many cases these are also high in value and therefore provide a 
significant opportunity for increasing profit through the application of appro-
priate procurement strategies. Such items are categorised as critical. Typically, 
essential considerations include supply continuity, quality, company image 
and total cost.

Bottleneck items Bottleneck items are those with high risk and low procurement potential.
This category, like the critical category, covers items that will stop or severely 

impair company operations if they are not available. Unlike critical items,  
however, a common characteristic of items in the bottleneck category is that 
there are a small number of potential sources resulting in limited opportunities 
for negotiation.

Having to deal with only one or a restricted number of suppliers  
results in a ‘bottleneck’ in the procurement process. This is an undesirable 

Factor High potential Low potential

Structure of the market Many competing sources Monopoly or oligopoly

Value of spend High value Low value

Supply/demand balance Spare capacity No excess capacity

Efficiency of the 
procurement process

Identical process applied to all 
purchases, little automation

Contract types and 
procedures promote 
continuous improvement

Development of the 
procurement process

Low or no early buyer 
involvement. Users agree 
specifications with suppliers

Experienced cross-functional 
teams

Table 1.4  
Examples of 
factors determining 
procurement 
potential

Factor High risk Low risk

Experience with the 
product

First-time purchase Frequent purchase

Supply/demand balance Demand exceeds supply Excess capacity exists

Supply chain complexity Many parties (e.g. OEM, agent) Direct purchase from OEM

Financial risks High cost (e.g. lost production) Low

Safety & environmental  
risk

High in environmentally  
sensitive area

Low at remote location

Design maturity New, innovative design Proven design

Manufacturing complexity Complex Simple

Table 1.3  
Examples of factors 
determining risk
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category for the buying company and efforts should be made to move items 
into another category by relaxing specifications and/or developing new 
sources of supply.

When it is preferred to take a more structured approach, this can be done by 
using a seven-step method (Table 1.5).

Leverage items  Leverage items are those with low risk and high procurement potential.
Typically, items in this category are standard items purchased in volume 

which are readily available from a range of sources, and so the company is likely 
to be in a strong negotiating position due to the combination of a high spend 
value and competing suitable suppliers. It is important to aggregate volumes in 
order to maximise leverage.

Routine items Routine items are those with low risk and low procurement potential.
Typically, these are low-value, homogenous items; therefore, detailed 

 negotiations and detailed attention are not cost justified. The procurement 
 process therefore needs to be simple and efficient.

■	Procurement strategies/tactics for each quadrant
Each quadrant of the procurement targeting matrix requires a different strategic 
and tactical approach to procurement.

Critical items For critical items, the recommended strategy is to establish close relationships 
or partnerships with trustworthy, reliable suppliers in order to minimise the risk 
of non-availability and maximise the procurement potential.

Table 1.5 The 
seven-step method

1 Define the risk and procurement potential factors considered to be relevant for the 
commodity or service in question.

2 If some factors are judged to be more important than others, assign a weighting to each 
factor according to its perceived impact.

3 Define a scale against which to assess each factor. The higher end of the scale should 
correspond to high risk or procurement potential and the lower end to low risk or 
procurement potential. For example, for supply/demand balance:

Demand exceeds supply = 4

Demand equal to supply = 3

Ample capacity = 2

Considerable over-capacity = 1

4 Calculate the maximum score for weighted risk factors and weighted procurement 
potential factors in order to determine the dimensions of the procurement targeting matrix.

5 Assess each risk and profitability factor according to the defined scale.

6 For each factor, multiply the weighting by the corresponding assessment and then calculate 
the total score for risk factors and the total score for procurement potential factors.

7 Use the two total scores to position the commodity or service on the procurement 
targeting matrix.
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Possible tactics include:

■	 direct negotiation;
■	 involvement in supplier quality management;
■	 developing close collaborative relationships.

Bottleneck items For bottleneck items, for which the risk of non-availability is the principal 
consideration, the strategic aim should be to ensure continuity of supply.

The supply risk can be reduced through a combination of:

■	 maintaining a detailed knowledge of the market;
■	 accurately forecasting requirements and planning procurement;
■	 using medium-term contracts;
■	 carefully managing relationships with existing suppliers;
■	 value analysis in order to simplify the specification and open up more 

 competition.

Leverage items For leverage items, the principal consideration is the procurement potential 
offered by the procurement process and therefore the strategic aim is to 
maximise the company’s commercial advantage.

Multiple sourcing and competitive tendering may be used in order to 
 encourage suppliers to price competitively. Ideally, contracts should allow the 
flexibility to change suppliers at short notice. It may be practical to arrange for 
supplier stockholding and just-in-time delivery arrangements. It addition, it is 
likely to be beneficial to encourage:

■	 standardisation;
■	 switching to industry standards where possible;
■	 co-ordination between business units and companies in order to strengthen 

the negotiating position.

Routine items Risks associated with routine items are minimal and, as such, the strategy for 
these items should be to adopt simple, cost-effective procurement techniques.

Possible techniques are:

■	 e-procurement/fully automated ordering (for stock items);
■	 direct call-off by users from suppliers on the basis of blanket agreements;
■	 purchase by users using field order or procurement card procedures;
■	 supplier rationalisation;
■	 outsourcing;
■	 vendor-managed inventory (VMI).

Supplier preferencing
The technique presented so far looks at the market from the customer’s  
perspective. Each potential supplier will also have a view of the market and of the 
potential customer. Therefore, before finalising the procurement strategy and  
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Figure 1.5
Supplier objectives

Relative value (potential profit)

Account
attraction

Low

Low

High

High

Development

Nurture customer
Expand business

Seek new opportunities

Core

Defend vigorously
Manage closely

High service and response

Nuisance

Low attention
Little interest

Withdraw in easiest manner

Exploitable

Premium price
Short-term advantage
Risk losing customer

tactics it is essential to consider the chosen supplier’s view of the purchaser. 
This is known as supplier preferencing.

One way in which the supplier may view the customer is on the basis of the 
relative value (i.e. what proportion of company profits the customer generates) 
and the other factors that make a particular customer more or less attractive, for 
example, the quality of the relationship and the prestige of the account.

It is advisable to check a potential supplier’s view before entering into 
 negotiations (Figure 1.5), as it will indicate whether the supplier’s and 
 customer’s views are compatible.

■	Development and key account
If the supplier views the customer as being in the development or key account 
categories, this will not result in any difficulty in the relationship from the 
 customer’s point of view, regardless of the procurement positioning/targeting 
cat egory in which the customer places the item.

■	Nuisance and exploit
If the customer regards an item as leverage but the chosen supplier regards the 
business as unimportant because, from its perspective, the customer falls into 
the nuisance or exploit category, competitive tenders or direct negotiations are 
unlikely to produce the commercial advantage sought. Better terms are likely to 
be achieved by approaching suppliers who regard the customer as being in the 
development or key account categories.

More serious difficulties may arise if a supplier who views the customer in a 
negative way supplies items that are critical or bottleneck from the  customer’s 
point of view. The fewer the number of sources, the more vulnerable the 
customer.
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In the short term, it is advisable to take extra care to maintain good relation-
ships, although entering into negotiations about partnerships is unlikely to be 
productive. Where possible, the customer should try to switch to a supplier to 
whom its account is more attractive. Another possibility is for the customer to 
link the purchase of critical or bottleneck items with other items which are of 
more interest to the supplier, in order to change the supplier’s perception of the 
customer’s account to key or development.

In the medium term, it is advisable for the customer to renew efforts to move 
items out of the critical and bottleneck categories.

Case study – E.ON UK
E.ON is training the department’s staff beyond traditional procurement skills, 
so that they see themselves as internal consultants. As they have developed, 
there is a greater focus on risk management.

The perception of purchasing used to be that it was about cutting costs, and 
their targets centred around this. Now they focus on analysing opportunities 
and aligning them to the business strategy, sourcing appropriately and going 
through contracting and negotiation. The board now is more concerned about 
spreading procurement’s value around the organisation.

Total acquisition cost and total cost of ownership
Buying price is probably the factor most often associated with procurement 
 responsibilities. The procurement function has an important role in  judging 
the correct price for any purchase and this aspect of the task is seen at its most 
 dramatic in the commodity markets. Since prices are affected by costs, at least in 
the long run, an important function of procurement is to work with  colleagues 
and suppliers to eradicate unnecessary costs. These could result from over- 
specification; purchasing a non-standard item when a standard alternative is 
acceptable; unnecessary packaging; and, where significant transport costs are 
involved, the design of the product in terms of transportation utility.

The total acquisition cost is more than simply price, and has a bearing on 
 developing the wider role of purchasing into total cost management. It is the 
total you actually pay for goods and services, including such things as tooling, 
duty, inventory-carrying costs, inspection, remedy or rectification and so on. 
It is an obvious fact, yet a commonly ignored one, that a low price may lead 
to a high total acquisition cost. Of course, once materials or goods have been 
acquired, they may attract further costs while in use. With this in mind, some 
organisations prefer the expression ‘total cost of ownership’ when referring to 
capital goods or materials that will be retained for some time.

Price is the most visible of the various costs, which arise from making most  
acquisitions, and in many cases it will be the biggest component of cost too. The 
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‘price/cost iceberg’ shown in Figure 1.6 helps us to remember the hidden costs, 
and to account for them in our business decision making.

The importance of purchasing and supply as a key function in the manage-
ment of a business can be emphasised by considering the total acquisition cost 
of materials and services, and this is of course influenced by the specification 
being purchased. In turn, this may involve marketing and a desire to have an 
attractive product to sell. It will concern production and the need to minimise 
disruptions in production and can involve resulting scrap or waste and even  
transportation costs. As many value-analysis studies have shown, the cost- 
saving potential in this area is considerable and the procurement function has 
a vital part to play in the search for the optimum specification. One  problem in 
corporate management is that there tend to be dominant functions in  particular 
companies; in one it will be marketing, in another finance or  production. This 
results in that function being given attention at the expense of the overall 
 operation. We shall return to the theme of price and total cost of ownership 
later in the book.

■	Specification
The procurement function has a part in working towards the optimum specifi-
cation. This implies not only an attractive product for marketing to sell or for 
production to manufacture, but one which includes services, materials or 
 components which are economic to purchase, and this in turn presupposes that 
they are attractive for the supplier to produce or provide. All this necessitates 
some degree of compromise between the parties involved. A weak  procurement 
function, which simply purchases what, for example, production asks for, 
is missing the opportunity of contributing in this way. Clearly, it is not for 
 procurement to usurp the design function or any other, but it should inform the 

Figure 1.6
The price/cost 
iceberg
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various parties of the constraints and opportunities relating to the specifications  
and to delivery reliability.

Case study – Siemens
Siemens believes that with supplier partnerships, to take cost out of a supply 
chain is only one element of the partnership approach. Innovation, in the 
sense of developing new products and services and doing so quicker or better 
than competitors, is what differentiates successful companies from the rest.

The reason is that, these days, much of the innovation is likely to come from 
the supply base.

■	Quantity and timing
Total material cost is also affected by inventory levels, and procurement has an 
important role with respect to stocks of raw materials and bought-in parts, 
 especially in times of rapid inflation. It is for procurement to judge  supply 
 market conditions with a view to assuring the necessary levels of  materials 
 required to meet production and marketing needs. Price movements, 
 availability, possible shortages or surpluses, physical and financial limitations 
all need to be considered.

Another important point affecting material costs is timing. One aspect of this 
relates to assurance that deliveries of necessary materials will be made to meet 
activity schedules. Since inventory can be looked upon as insurance against 
supply failure, in theory perfect scheduling of deliveries would eliminate stocks. 
While this is rarely possible in practice, purchasing can certainly work with  
suppliers towards this end. This will involve better information flow on 
 manufacturing schedules and fewer changes to those schedules, and, if such 
changes are inevitable, ensure that they are announced as soon as possible. 
 Procurement has an important role, too, in informing other functions of the 
costs related to such changes and working with them to reduce the number.

This includes making every effort to manage both internal and external 
 envir onments in order to obviate unnecessary costs. For example, one  company 
in the timber industry worked with its main suppliers to arrange shipments 
in 10 one-monthly lots instead of the traditional four- to eight-month period. 
 Coupled with packages of uniform length, this resulted in significant  reductions 
in average inventory and handling costs.

■	Market considerations
Other procurement responsibilities include monitoring market prices, not only 
of the products or materials purchased, but also of significant raw  mater ials 
used in their manufacture; monitoring suppliers’ prices, particularly where 
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the item being purchased is ‘special’ to the buying company; and providing  
information on pending price changes as early as possible to facilitate  
pertinent action by colleagues. Procurement should contribute to the  strategic 
management of the business. It should participate in corporate planning 
and policy making on, for example, key make-or-buy decisions, long-term  
economic availability of raw materials, price changes and the development of 
alternative strategies.

■	Supply continuity
Another aspect of total acquisition cost is the negative effect of supply failure 
on company sales. Material economics and assurance of supply are critical in 
a  capital-intensive assembly industry dealing with oligopolistic suppliers, as 
supply failure may adversely affect corporate objectives. Apart from the  dir ect 
impact on costs, competitors may gain larger sales if supply failure affects 
production.

Nissan has established itself in the north-east of the UK and part of its 
 strategy has been to develop UK suppliers to meet its exacting needs. What has 
been  significant in this exercise is not the shortage of components from local 
 markets but the adherence of existing suppliers to Nissan specification and 
 delivery schedule demands.

Nissan produces over 3 million cars annually from manufacturing plants in 
21 countries, and works with suppliers to continually improve their perform-
ance using ‘Kaizen’ techniques. Kaizen translates from Japanese as ‘constant 
improvement’ and is pursued through slow, steady change. The Kaizen process 
encourages logical systematic thinking; it starts by recognising that things are 
never perfect and by identifying the areas where something can be done to  
improve matters. The role of the buyer in Nissan UK has changed dramatically 
since the formation of the company, from ‘orderer’ to ‘consultant’, spending 
time on strategic considerations.

■	Product development
Clearly purchasing has an important role with regard to product development. 
Contemporary industry structure includes considerable specialisation and, 
with faster-developing technology in many industry sectors, product life has 
shortened as the pace of change has increased. It follows that where product life 
is shorter, the importance of getting the product right first time and on time  
increases. It is true, too, that there is a vital role for purchasing to play in  
keeping colleagues informed of supply market developments. With increasing 
specialisation it is reasonable to argue that more products are developed from 
innov ations in the supply market than within the company itself. The earlier 
that intelligence is available, and the closer the relationship with the suppliers, 
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the more likely it is that the company can take advantage of the benefit. While 
the seller has an important part to play in informing the potential user of devel-
opments, the buyer too has a key role in searching for innovations. Indeed, the 
buyer might even promote such developments, both in conventional markets 
and even more so in non-traditional markets.

In multinational companies, another procurement task that can  benefit the 
company as a whole is standardisation of components, materials or  services 
 between national units. For example, the car manufacturers, faced with 
 national monopolies in certain key components, developed alternative  ‘foreign’ 
sources. Then interchangeability of components within Europe affected vehicle 
 design and thus marketing and manufacturing management. It appears that 
the  emergence of the ‘European car’ may be as much the result of procurement 
 considerations as of production and marketing strategy.

Table 1.6 shows a hypothetical example of a component which might be 
bought by IBM in the United Kingdom. The Japanese supplier is the cheapest, 
but the total acquisition cost would be much lower if the item were purchased 
from the supplier in Scotland. IBM defines total acquisition cost as: ‘All costs,  
including the purchase price, related to the process of bringing a supplier’s 
product and/or service to the point of consumption.’

Procurement overview

Commodity: Monitor Description: Monochrome monitor

Contract period: 52 weeks Contract volume: 134 K

Quote ref.: Example Part no.: 1111111

Japan

MATSUSUKI

Germany

EUROMONITOR

Scotland

VISIONTUBES

Ex-factory cost 10.000 11.000 11.500

Procurement m/power 0.070 0.154 0.057

Function manpower 0.050 0.165 0.034

Inventory finance 0.173 0.036 0.028

Capital tooling 0.037 0.060 0.022

Airfreight penalty 2.65 N/A N/A

Freight – vendor 1.500 0.500 0.300

Freight – IBM estimate 0.300 0.120 0.100

Duty 0.490 N/A N/A

IPO charge 0.066 N/A N/A

Cancellation 1.400 0.440 0.230

Total uplift 5.236 0.974 0.472

Total cost 15.236 11.974 11.972

IBM contract spend 20416,763 16046,453 16,043,581

Note: The figures are hypothetical and the suppliers fictitious.

Table 1.6
Comparative total 
acquisition costs 
of a commodity 
purchased by IBM
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Non-manufacturing organisations
There are two headings under which other forms of purchasing may be 
 clas sified: purchasing for consumption and purchasing for resale. (The latter 
grouping is dealt with in Chapter 15.)

The first heading or classification mentioned above, purchasing for  
consumption, covers a wide variety of activities: the UK Procurement Executive,  
the National Health Service supply organisation, local authority supply  
organisations and the service sector such as banking are but some examples. 
Government organisations are increasingly being required to work with less 
money, which has meant that strenuous efforts have been made to reduce costs 
through more effective purchasing by such public organisations as the Prison 
Service, the Fire Service and the education sector. The task of the responsible  
executives in these services is to meet the demands that their service is  
intended to satisfy, within the constraints of lower budgets. (Further discussion 
on these topics is contained in Chapter 3.) In addition, purchasing specialists in  
organisations, such as the railways, airlines, telecommunications and electricity,  
help to maintain the service their industry provides. Given the size of these 
industries, vast sums are spent on capital projects, maintenance and, in some 
cases, goods for resale. Clearly it is important to the viability of each of these 
industries that the procurement function is performed effectively as part of an 
efficient business system.

Case study – Barclays Bank
At Barclays, purchasing has had to respond fast to changes in overall strategy.

Market managers now handle sourcing strategy and are responsible for  
making sourcing proactive by looking for developments such as new  
technologies and fresh suppliers. This leaves buyers to focus on deal making 
and contract management.

The four areas of sourcing – Barclays Global Investors, Barclaycard,  
Barclays Capital and the Barclays retail and corporate banking division – 
were combined into a single global organisation with £4.5 billion combined 
spend.

The orientation of the more highly developed purchasing role is now very 
clearly strategic, with the routine aspects of the activity either automated or 
under taken by clerical staff. The strategic aspect is examined later. By way of 
 example, Figure 1.7 shows some of the goods and services necessary to operate a 
passenger aircraft.
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The supply chain concept
The perception that purchasing is no longer a routine, administrative ‘ordering’ 
activity is now widely, if not universally, held. The expression ‘supply chain’ has 
come into prominence, although there is competing terminology such as the 
expression ‘value stream’ preferred by the promoters of ‘lean manufacturing’. 
‘Pipeline management’ is another expression with a similar meaning, and there  
are advocates of the term ‘networks’. All of these terms reflect the fact that  
purchasing is no longer just about ordering or buying, but has a strategic role, 
and is concerned with the flow of materials from raw state to use and disposal.

Mini case study – Bulwell Precision Engineers
Bulwell Precision Engineers confirms the importance of purchasing’s strategic role. As a 
supplier of aero engines and airframes, Bulwell has found that big customers such as Rolls-
Royce and Airbus are very interested in how it manages its own supply chain. The value of 
the service provided for them is crucial. That partly depends on the supply base, so they see 
purchasing and supply chain management as a selling point and a key to future growth.

Figure 1.7 Example of the scope of a procurement function: some goods and services necessary to  
operate a passenger aircraft
(Source: Courtesy British Airways)

M01_BAIL6016_11_SE_C01.indd   31 4/8/15   7:18 AM



Chapter 1 • Procurement scope and development

32

(Supply chains and related concepts are examined in more detail in  
Chapter 2.)

Purchasing development
We have seen that purchasing and supply chain management is now  recognised 
in major organisations as an area for reducing costs and adding value. The  
ability of organisations to drive costs down and eventually out of the  supply 
chain is affected by the stage of development of the purchasing activity.  
Purchasing can only make operational, tactical and strategic improvements in 
the area of supply chain management if it is appropriately developed. If some 
organisations’ purchasing departments, acting in a proactive strategic way, 
can improve efficiency and effectiveness in the supply or value chain, then 
any organisation should be able to do so. Partnerships, reducing acquisition 
costs, strategic outsourcing and e-commerce, however, are all dependent on the  
appropriate level of development of the purchasing activity. A clerical reactive 
purchasing activity would not be able to make any real contribution to any of 
these concepts, while a well-developed strategic activity would.

In very general terms, the ways in which purchasing has developed over the 
years and the characteristics associated with these general development phases 
can be summarised as follows:

■	 30 years ago
–	 Purchasing and supply was concerned with buying supplies at the lowest 

price. Activity was essentially clerical.
–	 Little involvement with suppliers.
–	 Reactive.

■	 15 years ago
–	 Purchasing and supply was still concerned with lowest price but aware of 

other factors affecting price, such as quality and delivery.
–	 More involved with suppliers and other internal functions.

■	 Today
–	 Purchasing and supply is becoming strategically involved as purchasing is 

seen as giving the organisation a strategic advantage.
–	 Closely involved with suppliers and other activities concerned more with 

true ownership cost than price.
–	 Devolution of straightforward buying activities closer to the point of use.

■	 The future
–	 Application of leading-edge concepts throughout the supply chain.
–	 Value addition displaces cost reduction as primary role.
–	 Potential of developing technology realised.
–	 Total customer focus.

Many successful organisations have well-developed, strategically proactive 
purchasing departments that are capable of making major contributions to 
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their organisation and the supply chains they are involved with, while there are 
other organisations where purchasing remains undeveloped and reactive, with 
all the characteristics of purchasing activities of 30 years ago.

Case study – Clarks
In the 2003 CIPS Supply Management Awards, the winner of the most 
 improved purchasing operation accolade was footwear company Clarks.

The four-strong purchasing team was commended for ‘throwing away the 
rule book’ when it relaunched its department. The function now focuses on 
the business objectives of each division and regular review meetings with 
the various heads of department throughout the company. This results in a  
‘purchasing MOT’ that measures the performance of each client against six 
key performance criteria: agreements, administration, sourcing, value tools,  
mind-set and supplier development.

With each client they discuss how the client sees procurement playing a 
strategic role for them, its relevance to their operation and how they value the 
contribution of procurement. The strategic role means that the business is now 
really starting to see the benefits of the improved purchasing performance. 
They now have confidence that key areas of expenditure are being managed 
more effectively – enabling Clarks to get value for money from their supply 
base and giving them the competitive advantage.

The awards judges commented: ‘The Company presented a clear account 
of an organisation moving from a tactical procurement function to a strategic 
and valued operation.’

We therefore need to find a way of measuring the stage of development 
reached by an organisation in order to identify what it is capable of delivering in 
terms of performance.

■	Measurement of purchasing development
Measuring the stage of development reached by a purchasing organisation 
can indicate whether development is appropriate for the needs of the concern. 
For example, it could be totally inappropriate to expect an essentially reactive  
organisation to take on board leading concepts. Failure would be  inevitable. 
It is helpful, therefore, to diagnose the stage of development reached by a  
purchasing function so that further development can be planned.

■	The evolution of purchasing development frameworks
Perhaps the first attempt at developing such a framework was that undertaken 
by Jones (1983). Jones developed his model in order to establish whether or not 
organisations with well-developed purchasing functions were more effective  
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negotiators than those where purchasing was not developed. Various  criteria 
were measured and profiles produced. He indeed found that where the  
activity was well developed, the organisation negotiated not necessarily better 
prices but better deals, that is, deals based on strategic acquisition cost.

Reck and Long produced a more involved four-stage purchasing development 
model in 1988 when they began investigating the contributions that purchasing 
could make to organisational strategic roles. These four stages of development 
and the characteristics of each stage are shown in Figure 1.8. This framework 
moves us forward, but its major defect is that only four stages are contemplated 
and the variables are not operational. It does, though, offer an opportunity in 
general terms to indicate stages of purchasing development.

■	Area of focus
Russell Syson (1989) saw purchasing divided into three principal areas of focus: 
transaction, commercial and proactive. The more developed the purchasing 
activity, the greater its involvement in commercial and strategic activities. He 
illustrated the position of purchasing within the organisation in the two graphs 
shown in Figure 1.9. His illustrations show that the more involved purchasing 
becomes in commercial and strategic areas, the greater its effectiveness to the 
organisation.

■	Purchasing profile analysis
The final framework for us to examine is that developed by Jones in 1997 as 
part of his PhD thesis concerning stages of purchasing development. The most 
important outcome of this research is the suggestion that purchasing has five 
stages of measurable development, which Jones named:

1 Infant
2 Awakening
3 Developing
4 Mature
5 Advanced.

Profiles can be produced for individual purchasing organisations  identifying 
these stages of development, and indicating areas that may need further 
 development. The framework is shown in Figure 1.10. Eighteen variables are  
assessed and profiles then produced.

From the research results it was possible:

■	 To identify the development of profiles that aided development of 
 organisational strategies.

■	 To demonstrate that certain profiles, unless changed, could not support 
 proposed organisational strategies.

■	 To provide a benchmark against which strategies could be developed to 
 improve the status of the function.
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Figure 1.8
A four-stage 
purchasing 
development model

(Source: Reck and Long, 1988)

M01_BAIL6016_11_SE_C01.indd   35 4/8/15   7:18 AM



Chapter 1 • Procurement scope and development

36

Figure 1.9
The three principal 
areas of focus

(Source: Improve Purchase Performance, Pitman (Syson, R. 1992))

M01_BAIL6016_11_SE_C01.indd   36 4/8/15   7:18 AM



Purchasing developm
ent

37

Figure 1.10 The purchasing development matrix
(Source: Jones, 1997)
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■	 To show that ‘best in class’ organisations had very similar purchasing 
profiles.

■	 To establish that highly developed purchasing functions were better able to 
achieve optimisation of costs.

With the establishment of the purchasing development matrix it becomes 
possible for those managers responsible for the activity to identify where  
developments are required. The research has shown that developing some  
of the variables is more difficult than others. Attitudes are difficult to change, 
both within purchasing and in other parts of the organisation. It is important, 
therefore, that commitment to develop the purchasing function comes from 
the very top of the organisation.

■	Outsourcing the purchasing activity
There have been numerous articles suggesting that the purchasing activity 
might be outsourced. Many of the arguments centre very much on the role of 
the activity and its contribution to the organisation.

Mini case study – Phillips
In 2007, Phillips announced a plan to outsource part of its procurement team. This  covers 
finance, accounting, some transactional procurement, including the processing of  purchase 
orders, and hosting and maintaining the company’s enterprise resource planning (ERP) 
system. In 2006, the company centralised around 70 per cent of its spend and halved its 
supplier base to 25,000.

Most writers and practitioners seem to agree that the old clerically reactive  
and transactional style of purchasing has only a limited role today. Such an 
approach cannot give the organisation it represents a strategic advantage by 
effectively contributing to the integrated supply chain. A purchasing  activity – 
whether it is a purchasing department or a devolved activity shared by a 
 number of people in the organisation – that is poorly developed is likely to slow 
 development of the whole organisation. In such cases it might make economic 
and practical sense to allocate the purchasing activity to an outside  organisation 
where there is appropriate expertise and influence.

All those purchasing activities below stage 3 of development are likely to be 
considered for outsourcing if the organisation needs a strategically proactive 
purchasing activity quickly and cannot wait for, or invest in, the development 
of the purchasing activity that is required. Certain aspects of the purchasing 
activity, in particular the handling of low-value and transactional purchasing, 
are likely to be devolved to users or requisitioners if the purchasing function 
is to spend more of its time on strategic acquisition and all that this involves. 
Such internal repositioning of the activity to other functions is likely to  occur 
at stages 3 and 4, otherwise purchasing could have difficulty in making the  
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‘quantum leap’ (Syson, 1989) to fully developed status where most of  
purchasing’s involvement concentrates on strategic purchasing and supply 
chain management.

Table 1.7 is an attempt to indicate likely contributions of the purchasing 
activity at different stages of development. If organisations measure, using 
profile analysis, the stage of development reached by the purchasing activity, 
they can begin to reflect on its likely capability. Unfortunately, organisations 
often want the contribution offered by an advance on strategic purchasing  
activity but have not put the necessary corporate investment into the  
purchasing activity, which may still be at the awakening stage of development  
and not capable of making any real contribution to the organisation it 
 represents.

Using the profiling technique, development shortcomings can be identified 
and appropriate development strategies produced.

■	Developments
In the Jones (1997) five-stage model above, the five stages of development are 
seen as:

1 Infant
2 Awakening
3 Developing
4 Mature
5 Advanced.

A new, sixth stage could be added for those (relatively few) organisations that 
are truly global, operating a worldwide integrated purchasing activity. This 

Stage of development Example capabilities Estimated contribution  
at each stage

Infant – Stage 1 Few; fragmented purchasing None or low

Awakening – Stage 2 Emerging realisation of contribution  
through savings

Clerical efficiency; small 
savings of 2–5% through 
consolidation

Developing – Stage 3 Some control and development of 
purchasing price through negotiation

Price reductions of 5–10%

Mature – Stage 4 80/20 principle employed; specialist 
purchasing and supply staff; cost  
reduction focus; commencement of  
supplier base management

Price and cost reductions 
of 10–20%; acquisition 
cost reductions of 1–10%

Advanced – Stage 5 Devolution of routine purchasing 
to users; strong central control; 
supply chain management concepts 
employed; leverage buying; global 
sourcing; understanding and practice 
of total acquisition cost and cost of 
ownership

Total cost of ownership 
reductions 25%, 
acquisition cost and 
supply chain management 
cost reductions of 30%+

Table 1.7 
Purchasing 
development stages 
and performance 
capabilities
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might be called ‘globally integrated strategic purchasing’. Hallmarks might 
include:

■	 globally integrated purchasing systems and strategies;
■	 integrated supply chains via electronic point of sale (EPOS) or e-commerce;
■	 major purchases across the global organisation handled by strategic supply 

chain managers and negotiators;
■	 strategic logistics chain manager to integrate delivery of parts from suppliers 

to users throughout the organisation.

Case study – Sanofi
Sanofi has a €13 billion annual spend and a 1,000-strong procurement staff.

The makeover of procurement at diversified global health-care company 
 Sanofi has had a major impact on the business. In three years, it has resulted 
in delivering a 60 per cent performance improvement for 20 per cent less cost.

With a €13 billion (£11.2 billion) annual spend, savings are in the hundreds 
of millions of euros.

When did the transformation journey at Sanofi procurement 
begin and why?
Sanofi had started its own transformation journey less than a year before. It 
wanted to create more value out of procurement, to show a better performance 
than in the past. That means you may need a different kind of organisation, 
with different processes, people and relationships inside and outside Sanofi.

What form did it take and what was the overarching aim?
Any transformation is about organisation, people, process and systems, 
 assuming you have the right values.

They proposed a new organisation, some changes in the leadership team, 
introducing some important processes and launching a thinking and  planning 
process around the stem. They also calibrated the fact that procurement is 
about managing the extended enterprise from suppliers of Sanofi and it’s 
about driving openness and a more collaborative spirit and making sure they 
have a more efficient environment with their suppliers.

What challenges did they come up against?
One challenge they had to face was to transform the organisation in conjunction  
with improving the service to their internal customers, and Sanofi overall.

Does procurement contribute to top-line growth?
They look at top-line, bottom-line, cash and risk management. So when  Sanofi 
is assessing risk – whether strategic or operational – procurement is part of it 
and they also create a methodology so that they master the risk associated 
with the supply chain and procurement is part of the overall strategy.
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Summary

Best practice in strategic supply management
The following list includes many of the ideas taught to students of purchasing 
at all levels. Clearly, this good practice will not be practicable in an organisation 
with a less than fully developed purchasing function.

■	 Identify and work with key suppliers
■	 Develop openness and transparency
■	 Align systems with strategic initiatives
■	 Articulate mutual goals
■	 Forge partnerships where appropriate
■	 Use complementary competencies
■	 Employ dedicated complementary assets
■	 Employ appropriate technology
■	 Use appropriate e-technology/systems
■	 Share competencies and resources
■	 Establish common language
■	 Emphasise mutual benefits
■	 Implement Kaizen
■	 Remove decoupling points
■	 Empower individuals
■	 Empower suppliers
■	 Focus on customer needs
■	 Pursue and eliminate waste
■	 Consider core/non-core questions
■	 Build knowledge base
■	 Use knowledge base
■	 Be responsive, and ready to change

Summary
 1  A broad introduction to the scope of purchasing is given.

 2  We highlight the importance of a strategic purchasing function within organi-
sations. It emphasises the necessity of purchasing being involved at all stages 
and levels of decision making.

 3  Purchasing has had to adapt to becoming more proactive. More emphasis is 
given to supplier relationships, with both sides investing time and support to 
achieve mutually beneficial goals.

 4  Total cost is an all-inclusive measure of the cost of ownership. It is influenced by 
factors that can be improved with the involvement of an informed purchasing 
team.

 5  The chapter suggests reasons why there has been increased pressure for 
 purchasing and supply to develop.
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 6  Various purchasing development models are identified and reviewed in order to 
measure the stage of development reached.

 7  Factors that have a positive effect on development are identified.

 8  We identify that more advanced stages of purchasing development increase 
both the effectiveness and efficiency of the purchasing activity, and how ‘best 
in class’ organisations have similar profiles.

 9  Characteristics of developed strategic purchasing are suggested.
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2
Strategic procurement and 
supply chain management

Introduction
All organisations need to plan for the future; this requires the development of 
frameworks to allow the process to take place. Once strategic objectives have 
been agreed, the strategies themselves can be formulated. It is essential that 
all business functions, including purchasing, are involved in this process. In the 
past, purchasing tended to be involved in day-to-day operational activities, and 
has not always made the contribution to business that it is capable of. It has  
become involved in both tactical and strategic decision making in today’s  
successful organisations.

In this chapter we will also examine how organisations structure their 
 purchasing activities. The more developed the activity is, the more likely it is 
to be fully integrated with the rest of the organisation. There is no one ‘best’ 
type of  organ isational structure for purchasing, and supply structures that 
were  appropriate five years ago may not be now. Strategies alter to meet these 
changes, so organisational structures will also need to be modified.

Objectives of this chapter
■	 To explain the growth in the strategic role of procurement, purchasing and 

supply
■	 To explain the concept of strategic management
■	 To identify various forms of purchasing strategy aimed at gaining competitive 

advantage and to examine influences on strategic choice
■	 To examine the issues of how decentralised v. centralised departmental 

 organ isations and support services affect the structure of the purchasing team
■	 To appreciate the importance of purchasing within the organisation’s structure
■	 To consider the placing of purchasing in various types of organisation
■	 To consider the central role of contract management in the virtual organisation
■	 To identify the supply chain concept and to consider alternative ‘supply chain’ 

models
■	 To explain why it is important to be involved with the total supply chain
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■	 To follow the supply chain concept, investigating events from the primary 
 supplier to the ultimate user

■	 To identify the relevance and importance of ethics in the supply chain
■	 To highlight the areas of environmental concern

Strategic procurement
A proactive strategic procurement operation can give the organisation 
it  represents a competitive advantage by reducing waste in the value chain. 
 Purchasing strategies, however, cannot be developed in isolation; they need 
to be integrated with corporate strategy to succeed. Figure 2.1 shows the 
 involvement of purchasing at strategic, tactical and operational levels.

Historically, the functions of marketing, finance or production have tended 
to dominate organisations.

■	Growth in the strategic role of procurement, purchasing and supply
The main reasons for the growth in purchasing involvement in strategic 
 decision making are as follows:

■	 Purchasing is seen as an area for adding value, not simply reducing costs.
■	 Rapid product innovation requires a more integrated management team, 

involving all functions, and adopting a process rather than functional 
approach to management.

■	 There has been a move to holistic views concerning the integration of  
mater ial and information flows, both internally and externally; for example: 
materials requirements planning (MRP), manufacturing resource planning  

Note: The examples are for the purpose of illustration only. A complete statement of the scope would be very lengthy, and would 
vary greatly between one organisation and another.

Figure 2.1 
The scope of the 
purchase function
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(MRP2), distribution resource planning (DRP), enterprise resource planning  
(ERP) and integrated information systems associated with e-commerce;  
supply chain concepts such as value streams, lean and agile supply, and  
pipeline management.

■	 Awareness that active supplier involvement can increase efficiency and 
 effectiveness.

■	 A developing recognition that concern with strategic costs of supply and 
total cost of ownership, rather than short-term price, is important.

■	 The growth and development of the Chartered Institute of Purchasing and 
Supply (CIPS) in supporting the role of the activity.

■	 A recognition of the growth in purchased materials and services.
■	 Increased recognition of the profit potential in purchasing.

One of the major problems faced by the purchasing and supply activity in 
many organisations has been the failure to take on board a proactive strategic 
role. How effective the function is will depend to a large extent on the stage of 
development, i.e. is it clerical or strategic, reactive or proactive?

During the 1990s, purchasing evolved to be viewed as part of a broader  
function called ‘procurement’, defined as ‘the systematic process of  deciding 
what, when and how many to purchase; the act of purchasing it; and the 
process of ensuring that what is required is received on time in the  quantity 
and quality specified’. As a function, procurement includes purchasing, 
 consumption management, vendor selection, contract negotiation and 
 contract management. At the beginning of the 2000s, the terms ‘purchasing’ 
and  ‘procurement’ became almost synonymous in the profession. In fact the 
following observation demonstrates that the term ‘procurement’ is now more 
dominant in many sectors, reflected in the imminent name change for CIPS 
(mentioned in Chapter 1).

Research
From a total of 29 purchasing and supply-related positions advertised in one edition of 
CIPS’ Supply Management, 18 were procurement positions, reflecting the increasing 
acceptance of the term in place of buying and purchasing.

■	Problems associated with activities and value
One of the major problems facing the traditional organisation has been the 
tendency to allocate and organise much of the work on a functional basis – 
purchasing, finance, production. This type of approach has led to  demarcation 
disputes and sub-optimisation, i.e. each function attempting to achieve its 
objectives regardless of the others. Nowadays, it is the norm for activities to 
be organised more on a process approach. This involves a team approach to 
 problem solving and concern with getting the job done. This in turn requires a 
more integrated management approach than a segmental one.
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Figure 2.2 illustrates how the structure of organisations may be forced to 
change in an attempt to provide a more streamlined approach to the flow of 
goods into, through and out of the organisation in an attempt to maximise  
added value and minimise costs. Such logistical structures are more  concerned 
with overall efficiency than functional efficiency, and give organisations 
a much better chance of integrating strategies successfully at all levels. 
Organisations that fail to get purchasing involved in the strategies are likely to 
hinder or stop the development of such strategies.

The concept of strategy

■	Definitions
There is no one generally accepted definition of strategy but many, of which 
the following are examples:

Strategy is the pattern or plan that integrates an organisation’s major goals, policies 
and action sequences into a cohesive whole. A well formulated strategy helps to 
marshal and allocate an organisation’s resources into a unique and viable posture 
based on its relative internal competencies and shortcomings, anticipated changes 
in the environment and contingent moves by intelligent opponents. (Quinn et al., 
1995)

Corporate strategy can be described as an organisation’s sense of purpose. (Lynch, 
2005)

Many organisations indicate the strategies they are likely to follow in 
their mission statements. A mission or philosophy statement is a generalised  
object ive or expression of an organisation’s purpose – a master strategy.

Figure 2.2
Organisation 
structure and the 
flow of goods
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Figure 2.3 
A managerial recipe 
undergoing change

(Source: Exploring Corporate Strategy, Harlow: Prentice Hall (Johnson, G. and Scholes, K. 2002), with permission from Pearson 
Education Ltd)

■	Developing a strategy
In developing a strategy, the following need to be considered:

■	 What are target objectives?
■	 How are target objectives to be achieved?

Strategy covers:

■	 moves and approaches which are ongoing;
■	 new actions in the process of being mapped out;
■	 innovation, risk taking;
■	 choosing among alternatives;
■	 doing the right things at the right times.

Recipe/paradigm 
change
 From Figure 2.3 it can be seen that if the recipe/paradigm is incorrect the 

 organisation is likely to experience strategic drift. Typical symptoms of strategic 
drift are:

■	 poor performance;
■	 current culture/paradigm overly subscribed to;
■	 resistance to change;
■	 poor external focus.
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The mission statement
This involves management’s vision of what the business is, or should be. Once 
established, this vision serves to:

■	 shape the future direction the organisation should follow;
■	 establish a strong organisational profile; and
■	 identify core business.

Levels of strategy
Strategies may be determined for various levels in the organisation, as illustrated 
in Figure 2.4. If an organisation has successfully determined strategies at various 
levels, those strategies should operate together  harmoniously. This, of course, 
requires total involvement and commitment by all concerned. Oper ational 
strategies are often reflected in vision statements, such as this example from IBM 
(UK) Manufacturing:

Figure 2.4 
Levels of strategy 
within an 
organisation

Purchasing Vision
To be the best of breed procurement organisation benchmarked within and without IBM, 
and to support our customers with a World Class supplier base.

Figure 2.5 shows the interrelationship between mission statements, results 
required and strategies.
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Figure 2.5
The interrelationship 
between mission 
statements, results 
required and 
strategies

(Source: Based on Lynch, 2002)

Practice note
Some companies are introducing strategic improvement plans with their suppliers. Such 
schemes identify several areas where buying organisations would like to see considerable 
improvements leading to the elimination of problems. Such a vision might include:

■	 Nil defects
■	 Nil delivery times
■	 Nil administration errors
■	 Nil transaction costs
■	 Nil set-up costs
■	 Nil disputes.

Members of the supply chain would work together to achieve such objectives.

Category management
Many procurement organisations are now implementing category  management. 
What is category management?

Continual monitoring of expenditures and supplier performance in specific 
buying categories with the intent of driving ongoing cost or supplier performance 
improvements.

M02_BAIL6016_11_SE_C02.indd   50 4/9/15   12:55 PM



Category management

51

An alternative definition is as follows:

Category management is a strategic process-based approach that “focuses on the vast 
majority of an organisation’s spend on goods and services with third-party suppliers”. 
(O’Brien, 2009)

In the context of procurement and supply management (P&SM), category 
management refers to organising the resources of the procurement team to 
focus on the organisation’s supply market (as opposed to internal customers or 
departmental functions) in order to fully leverage purchasing decisions (CIPS: 
Category management).

Categories consist of items of:

■	 similar supplier sources;
■	 similar production processes;
■	 similar internal use;
■	 similar material content/complexity;
■	 similar specifications;
■	 similar underlying technology.

Categories must be market facing in terms of being sensibly segmented 
 according to the specific market from which the categories are sourced.

Categorisation looks at the inherent properties of categories. Once this 
has been carried out, staff can develop strategies for each category in order to 
 maximise value for each particular category.

Using this segmentation, organisations work cross-functionally on 
 individual categories, examining the entire category spend, how the 
 organisation uses the products or services within the category, the marketplace 
and individual suppliers

■	Steps to successful application
■	 For each category or segment, develop an understanding of third- 

party spend and forecast demand. This can be done internally, or via 
 commissioning market research agencies.

■	 Segment spend into market sectors by deciding what the category should 
include.

■	 Develop market sector sourcing strategies.
■	 Select and segment suppliers that best fit with the business and that are able 

to deliver strategically.
■	 Manage supplier performance and consider strategic partnering.

■	Tools and templates for category management
■	 Stage 1 – Identify Opportunities

Opportunity analysis
Stakeholder mapping
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■	 Stage 2 – Create Sourcing Teams
Roles and responsibilities of a category sourcing team
Team charter

■	 Stage 3 – Identify and Promote Existing Deals
■	 Stage 4 – Strategic Analysis

Portfolio analysis
Supplier relationship mapping
Supplier preferencing
Five forces
PEST analysis
SWOT analysis
Option generation
Option evaluation
Risk and vulnerability analysis
Category plan generation

■	 Stage 5 – Create New Solutions
■	 Stage 6 – Promote & Manage
■	 Stage 7 – Review & Close

The following paragraphs outline the various tools and techniques of strategic 
management which can be applied to each category.

Strategic management
Strategic management can be divided into three major areas:

1 Strategic analysis – position facing the organisation.
2 Strategic choice – formulation of alternative courses of action.
3 Strategic implementation – planning how the choice of strategy can be put 

into effect.

Figure 2.6 indicates how these three areas interact, depending on whether one 
sees strategy as a formalised prescriptive approach (i.e. planned), or emergent 
(i.e. evolving, incremental and continuous).

Analysis is of particular importance. The emergent approach is more 
 concerned with choice and implementation of a strategy. The emergent 
approach argues that there is too much turbulence in the analysis stage to 
 predict accurately.

Strategic analysis
Strategic analysis is to do with understanding the relationship between  
different factors affecting the organisation and its choice of strategies.
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Figure 2.6 Prescriptive and emergent approaches to the three core elements
(Source: Adapted from Corporate Strategy, Harlow: Prentice Hall (Lynch, R. 2002), with permission from Pearson Education Ltd)

Some of the tools used in strategic analysis are shown in Table 2.1.

Analysis Methodologies

Environmental analysis ●	 PEST (political, economic, social, technological) analysis

●	 SWOT (strengths, weaknesses, opportunities, threats) 
analysis

●	 Porter’s five forces

●	 Competitor analysis

Competitive position ●	 Strategic group analysis

●	 Competitor analysis

Resource analysis, 
competencies and strategic 
capabilities

●	 Value chain analysis

●	 Resource audit

●	 Core business

Comparative analysis ●	 Historical and financial analysis

●	 Benchmarking

Organisational analysis ●	 SWOT analysis

●	 BCG (Boston Consulting Group) analysis

●	 Critical success factors (CSFs)

Stakeholders’ perceptions ●	 Ethical considerations

●	 Stakeholder mapping

●	 Mission statements

●	 Culture

●	 Paradigms

Table 2.1  
Examples of tools 
of analysis
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Figure 2.7
PEST analysis

The three main areas for analysis are:

■	 the environment;
■	 internal resources, competencies and strategic capabilities;
■	 stakeholders’ expectations.

We are essentially thinking in terms of a PEST analysis, and this is 
 illustrated in Figure 2.7, which shows the many factors – under the headings 
 political, economic, social, technological – likely to affect an organisation. 
(The  envir onment can also be analysed using Porter’s five forces model; see  
Figure 2.9.) PEST can provide a checklist for evaluating different  influences and 
makes it possible to pinpoint key factors currently  affecting the  organisation 
as well as longer-term areas for concern. Organisations  concerned with a more 
global approach will identify key drivers such as market  convergence, cost 
advantage, government influences and global competition.

■	Product life-cycle analysis
Product life-cycle (PLC) analysis attempts to identify the stage that a product 
or service has reached in its life cycle, and to predict what is likely to happen in 
the future. An example of a product life cycle is shown in Figure 2.8.

■	Porter’s five forces
Porter’s five forces model helps to identify an organisation’s  competitive 
advantage by pointing up those forces affecting the organisation in the 
 envir onment in which it operates. Figure 2.9 illustrates the five forces:

■	 bargaining power of suppliers;
■	 bargaining power of buyers;
■	 potential new entrants;
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Figure 2.8
Product life cycle

Figure 2.9
Strategic 
management 
competitive forces

(Source: Based on Porter, M (1990), Teece, D J, Pisons, G and Shuen, A (1997) and Hill, C 
and Jones, G (2012))
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■	 substitutes;
■	 industry competition.

■	The power of suppliers and buyers
There are useful indicators of the extent of this power which can be used by the 
analyst. Supplier power is likely to be high when:

■	 there is concentration of suppliers rather than a fragmented source of 
 supply;

■	 the ‘switching costs’ from one supplier to another in the industry are high, 
perhaps because a manufacturer’s processes are dependent on the specialist 
products of a supplier;

■	 there is the possibility of suppliers integrating forward if they do not obtain 
the prices, and hence the margins, they seek;

■	 the supplier’s customers and their long-term future are of little importance 
to the supplier.

Buyer power is likely to be high:

■	 when there is a concentration of buyers, particularly if the volume purchases 
of the buyers is high;

■	 when there are alternative sources of supply, perhaps because the product 
required is undifferentiated between suppliers;

■	 if the component or material cost is a high percentage of their total cost, 
buyers will be likely to ‘shop around’ to get the best price, and therefore 
‘squeeze’ the suppliers;

■	 where there is a threat of backward integration by the buyer if satisfactory 
prices or suppliers cannot be obtained.

■	Threat of substitutes
If a market can be segmented, it may be possible to avoid threats from 
 substitutes, competition etc.

The first two stages of environmental analysis – understanding the nature of 
the environment and structural analysis – help to identify the general forces at 
work in the environment that have an impact on the strategy of the organisation.

■	Resource appraisal
It could well be that an organisation is failing to utilise effectively the resources 
available to it, for all sorts of reasons. The question then becomes, ‘What is our 
core business? Should we sell off some of these under-utilised resources?’, e.g. 
real estate for US railways.

Some of the methods available for analysis are:

■	 structural analysis – identifies key variables;
■	 forecasting;
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■	 strategic standing;
■	 resource audit – quality and quantity;
■	 resource utilisation;
■	 historical analysis of resources and their returns;
■	 flexibility analysis.

There are three main areas one needs to assess in this type of analysis:

■	 resources available;
■	 competence with which the activities of the organisation are undertaken;
■	 balance of resources and activities in the business.

■	Portfolio analysis
In a large and diverse organisation, a prime concern at the corporate level is 
achieving a balanced range or portfolio of business activities. The Boston Con-
sulting Group (BCG) suggested a matrix analysis.

The BCG suggested the model of the product portfolio or the growth share 
matrix as a tool by which to consider product strategy. This product portfolio 
matrix is shown in Figure 2.10. The matrix combines market growth rate and 
market share and thus directly relates to the idea of the experience curve.

A star is a product (or business) that has a high market share in a growing 
market. As such, the company may be spending heavily to gain that share, but 
the experience curve effect will mean that costs are reducing over time, and 
hopefully at a faster rate than the competition is. The product (or business) 
could then be self-financing.

The question mark (or problem child) is also in a growing market, but does 
not have a high market share. Its parent company may be spending heavily to 
increase market share, but if so, it is unlikely that they are getting sufficient cost 

Figure 2.10
The Boston 
Consulting Group 
product portfolio 
matrix

M02_BAIL6016_11_SE_C02.indd   57 4/9/15   12:55 PM



Chapter 2 • Strategic procurement and supply chain management

58

Figure 2.11
The basic SWOT 
‘cruciform’

reductions to offset such investment because the experience gained is less than 
for a star, and costs will be reducing less quickly.

The cash cow is a product (or business) with high market share in a mature 
market. Because growth is low and market conditions more stable, the need for 
heavy marketing investment is less. High market share means that  experience in 
relation to low share competition continues to grow and relative costs reduce. 
The cash cow is thus a cash provider.

Dogs have low share in static or declining markets and are thus the worst of 
all combinations. They are often a cash drain and use up a disproportionate 
amount of company time and resources.

The idea of a portfolio of interests emphasises the importance of having 
areas of activity that provide security and funds (cash cows) and others that 
provide for the future of the business (stars and question marks). The BCG 
emphasises the importance of a sensible flow of funds within the firm (i.e. the 
extent to which the products or businesses in maturity provide funds for the 
growth areas) to ensure long-term security.

■	Competition within the industry
This can best be assessed with SWOT analysis. SWOT is made up of the first 
 letters in Strengths, Weaknesses, Opportunities and Threats. It:

■	 involves assessing a company’s internal strengths and weaknesses, and its 
external opportunities and threats;

■	 is an easy-to-use tool for quickly coming up with an overview of a company’s 
strategic situation;

■	 introduces the point that strategy must produce a strong fit between a 
 company’s internal capability and its external situation.

It is normal to produce a ‘cruciform’ as shown in Figure 2.11. The various  
strengths, weaknesses, opportunities and threats can be listed under the 
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 appropriate headings, and a general appraisal made. After this initial analysis, 
further analysis can be undertaken to identify likely strategies the organisation 
might implement. Thus, if an organisation on balance has substantial internal 
strengths and numerous environmental opportunities, this would suggest it 
supports an aggressive strategy in Cell 1. If on the other hand it has  substantial 
internal strengths and major environmental threats, a diversification policy 
might be the order of the day. Similar analysis/strategy implications would 
be confirmed in Cells 3 or 4. An example of the cruciform strategy analysis is 
shown in Figure 2.12.

Strategic development
Once strategies have been developed they need to be delivered.

■	Generic strategies
Porter’s model for strategic choice looks at three generic strategies:

■	 cost leadership;
■	 differentiation;
■	 focus.

Figure 2.12
Developing the 
SWOT cruciform
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Figure 2.13
Directions 
for strategy 
development from 
Ansoff

We also need to identify clearly the basis for our strategy, which direction 
we should take and why. The Ansoff Matrix indicates directions for strategic 
 development (see Figure 2.13).

■	Strategic evaluation and selection
There are a number of criteria that any strategic option needs to satisfy to stay 
in the running for adoption implementation:

■	 Suitability – when assessing the suitability for a particular business, the 
 chosen direction will need to reflect the circumstances currently in 
 operation in the business. A strategic analysis should be undertaken to 
 provide information on these business circumstances.

■	 Feasibility is concerned with whether the strategy could be made to  operate 
within the organisational culture and environment. This will require a 
detailed examination of the resourcing and strategic capabilities of the 
 business.

■	 Acceptability of an intended strategy is concerned with the expectation 
of performance of the business against the expectations of the various 
 stakeholders connected with the business.

Assessing  
suitability
 Assessing the suitability of an option will allow more incomplete options to 

be ruled out before more detailed analysis takes place. Any proposed strategy 
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must be tested to see whether or not the option meets the circumstances of the 
 business currently and in the future.

Ways of screening  
options

■	 Ranking – each option is assessed against agreed criteria.
■	 Decision trees – questions are asked of each option. The further they 

 progress in a positive way, the more likely they will be adopted.

Feasibility This is concerned with assessing whether or not the organisation has the 
resources to deliver the chosen strategy. Typical tools used are:

■	 funds flow analysis;
■	 break-even analysis;
■	 resource deployment analysis.

Strategy implementation
Having decided the strategic option, we need to implement the strategy. This 
involves resource allocation, planning and control, organisational aspects, 
human resource issues and management of change. Correct information is at 
the heart of the process. A time scale and action plan will need to be prepared. 
A typical implementation plan from Lynch is shown in Figure 2.14.

Objectives for purchasing/procurement
It might be useful at this stage to consider purchasing objectives in the form of 
a ‘hierarchy’. Figure 2.15 suggests the way in which this might be done, though 
of course the chart will differ from one organisation to another.

Figure 2.14
The basic 
implementation plan 
from Lynch

(Source: Adapted from Corporate Strategy, Harlow: Prentice Hall (Lynch, R. 2002), with permission from Pearson Education Ltd)

M02_BAIL6016_11_SE_C02.indd   61 4/9/15   12:55 PM



Chapter 2 • Strategic procurement and supply chain management

62

Figure 2.15 Analysis of cost reductions

Strategies and their scope
It follows that whenever and wherever purchasing involvement in the 
 develop ment of business strategies is less than adequate, it is likely that 
 exploitable opportunities will be lost while threats are neglected.

IBM (UK) has identified a class of supplier as ‘strategic’, and seeks in these 
suppliers technology leadership, highest product quality levels, design 
 influence through early new product development, cost competitiveness, 
supply/market responsiveness, efficient administration and total customer 
orientation.

Some strategic options force the buying company to adopt a number of 
approaches so as to ensure success. For example, the much discussed just-in-
time approach presupposes that the buying company can rely absolutely on 
the incoming goods being to specification. Further, it usually means that it is 
necessary for the supplier’s plant to be reasonably close to that of the buyer.  
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Where suppliers do not meet the buyers’ requirements in one or more of 
these areas, a buyer might choose to upgrade its suppliers in order to achieve 
just-in-time performance. Rank Xerox in Holland followed this route with 
 considerable success. Among the measures it used in this work were:

■	 statistical process control methods;
■	 a total quality-control approach;
■	 JIT application to manufacturing (its own and that of the supplier);
■	 continuous supplier involvement;
■	 supplier interface improvement through computer-aided manufacturing 

(CAM);
■	 where applicable, computer-aided design (CAD) and electronic data interface 

(EDI).

Selecting a strategy
Figure 2.16 illustrates some of the factors involved in selecting and  developing 
a strategy. Clearly, tactical and operational behaviour must support the 
 strategic approach selected. For example, if the aim of the strategy was to set up 
a range of dedicated suppliers – that is, suppliers who are the sole source for a 
particular item – it would be nonsense for buyers to seek quotations from other 
suppliers during the period of the agreement (at least with the implication that 
business might be placed). If the strategy involved developing a local source to 
avoid reliance upon an overseas supplier (involving currency management), it 
would be foolish not to support that supplier, even if, in the short term, it was 
more expensive.

As will be seen from Figure 2.16, many factors influence the choice of a 
 strategy. Among them are:

■	 The position of the business in its supply chain. For example, is it a supplier 
of raw materials, components or finished product? How many competitors 
does it have in its supply and end markets?

■	 The number of effective sources in the company’s supply market.
■	 The pace of technological development in the supply and end markets.
■	 The volatility of the supply and/or end markets.
■	 The degree of government involvement in the marketplace (e.g. the defence 

market).
■	 The ability of the buying company to manage a strategy (e.g. the quality 

and number of staff in the area and the ability to influence behaviour in the 
business).

The key criteria in the development of effective purchasing strategies 
are the same as those that apply to marketing strategies. They should focus 
on the areas of greatest potential in terms of contribution; exploit the 
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Figure 2.16 A framework for strategy development
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 competitive advantages available to the buying company as a consequence 
of its particular mix of resources; emphasise creative management in use of 
those resources vis-à-vis competition (buyers or sellers); stress consistency 
and feasibility and specify who, what, when, why, where and how through 
an effective plan.

Although there may be advantages in copying the strategies of competi-
tors, they need to be considered carefully in the light of the company’s own 
strengths and weaknesses. There may be advantages too, with the same caveat, 
of considering the strategies of companies in other industries. What supply 
strategies currently being applied in other industries might be adaptable in our 
circumstances? (See Figure 2.17.)

■	 Have we developed our IT capabilities particularly in the area of e-commerce?
■	 How integrated are our supply chains?

Figure 2.17
Some influences on 
strategy decisions

Note: * Strengths, Weaknesses, Opportunities, Threats
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Effective supply market strategies
Effective supply market strategies are based on analysis, weighing up 
 prob abilities, defining strategies and planning their implementation in detail. 
This involves:

1 Analysing the supply chains in order to find key points at which competitive 
advantage may be sought or threats exist.

2 Understanding the potential impact of particular strategic interventions 
upon the supply market; and being able to conceive of the likely rearrange-
ments that may occur and how competitors may react.

Proactive purchasing activities need properly trained and developed buyers 
who can work well in teams and across functional barriers. If they have been 
trained as order clerks, they will have great difficulty taking on strategic rules. 
The more developed the purchasing activity within an organisation, the  better 
able it becomes to deliver its sources to the rest of the organisation and the 
 supply chain. Procurement needs to take a thoroughly professional view of its 
role in the business as a whole, and that role must include planning.

■	Virtual organisations
Some organisations approach what is called ‘virtual’ status. The apparent contra-
diction in the term ‘virtual organisation’ is explained by the fact that such 
organisations do not produce anything that is sold to the customer. Instead 
they employ strategic organisational skills to co-ordinate the work of contrac-
tors (see Figure 2.18). When resources are needed, they are brought on stream, 
and released when requirements are low. The trend towards more outsourc-
ing, and a sharper focus on core business, has led many organisations towards 

Figure 2.18
The virtual 
organisation 
structure
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Small  
single-product  
organisations

■	 Low pay and status.
■	 The activity is unlikely to have a say in strategy determination.
■	 Purchasing decision making fragmented.
■	 Head of the activity probably reports to finance or production executives.
■	 Purchasing and supply activity with little specialisation.

Flow production,  
e.g. car industry

■	 Major say in corporate strategy.
■	 High degree of specialisation within the activity, e.g. expediting, material 

control, stores and stock control.
■	 Also specialisation within the purchasing activity, e.g. raw materials buyer, 

electrics buyer.
■	 A director of purchasing and supply would head the function.
■	 High salaries and status associated with those in the functions.
■	 Deployment of latest supply chain techniques such as lean supply.

■	 Materials high proportion of cost.
■	 Continuity of supply important.
■	 Strong professional approach needed.
■	 Head of procurement will be at board level, with a well-structured 

 department containing experts in their particular field.

Major  
manufacturing

Process industry ■	 High-volume raw materials – major purchase.
■	 Continuity of supply vital – continuous process.
■	 Buying worldwide.
■	 Category specialists.

virtual status. The concept can be illustrated by reference to the Nike brand of 
athletic footwear. Through the employment of extremely skilful marketing and 
expertly managed manufacturing and distribution skills the brand and product 
have achieved the premier position in their sector. The vision is owned and 
pursued by Nike management, but contractors undertake its actual fulfilment. 
Although we mention elsewhere in this text the possibility of purchasing and  
supply being outsourced, the central role in the virtual organisation is the  
identification and use of a team of ideal contractors. It is difficult to see how 
this role could be outsourced.

Purchasing and supply in different types of organisation
Organising the activity will obviously be influenced by the type of organisation  
concerned, and the ‘culture’ that permeates it. We shall now examine the 
likely characteristics of purchasing and supply in a number of different types of 
organisation.
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■	 No raw material purchases.
■	 High capital expenditure.
■	 Important spares and maintenance need.
■	 Often in remote locations.

This is a production-orientated activity with the accent on plant and 
 machinery and its operation. The spares inventory can be of high value. The 
procurement department has a considerable responsibility to control costs 
and keep stocks under control. For large companies, purchasing may be under 
 central direction with localised purchasing managers reporting to the local 
chief  executive.

■	 Goods sold as bought.
■	 No perceived added value (no change of state by manufacturing).
■	 Customer-related.
■	 Affected by fashion.
■	 Demand stimulated by advertising.
■	 Buying around 80 per cent of total expense.
■	 Choice and control of stock very important.

Net profit margins are low, usually below 5 per cent, and with the buying 
 elem ent being so high expertise is essential. Marketing and sales are closely 
linked and purchasing is represented at the highest level.

Service industries The biggest part of a service industry is people, who provide the know-how, 
technique, etc. The physical materials are not a large element of the total 
expense, although the expenditure on capital goods might be high, as in, 
for example, an airline. Where materials or equipment are significant, e.g. 
 computers or transport, the purchase was often undertaken by the  functional 
department rather than by purchasing, although nowadays there is a 
 significant purchasing contribution in the more developed organisations.

The public sector This is a very large sector, with huge amounts of expenditure, represented by:

■	 utility industries;
■	 local authorities;
■	 government departments;
■	 health authorities;
■	 the armed forces.

Apart from the utility industries, these organisations have little or no sales 
income and their funds are provided through government taxes and local 
rates. The purchasing bill is the biggest item in their overall expenses. The 
 importance in these areas is now well recognised, with the head of purchasing 
being at director or senior executive level. Often purchasing policy is decided 
by politics. Ethical standards are particularly important. (Chapter 3 is devoted 
to this important area.)

Extractive  
industries,  
e.g. oil, coal

Distributive and  
retail
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Multinational  
organisations
  These are large worldwide organisations, e.g. Ford, General Motors, Shell, Sony. 

They spend huge amounts of money on bought-out materials and supplies; for 
example, Shell calculated its global expenditure on purchases in a recent year as 
$26 billion. Purchasing and supply is normally well developed.

Organisation of the activity

■	Centralisation/decentralisation
Most groups of companies or large organisations that operate several 
 establishments adopt some compromise between buying everything centrally 
and buying everything locally, aiming to balance the advantages of strength 
with those of flexibility. Basically there are three alternatives:

1 complete decentralisation, allowing full autonomy in each of the units;
2 complete centralisation, which in practice means that apart from local 

 purchases of small value, all purchases are made from a central office; or
3 a combination of the two.

The advantages usually cited for decentralisation are:

■	 The local buyer will have a better knowledge of the needs of his or her 
 particu lar factory or unit, of local suppliers, and of transport and storage 
facilities.

■	 He or she will be able to respond quicker to emergency requirements, partly 
because of shorter lines of communication and partly because he or she will 
have a greater awareness of local circumstances than someone sitting many 
miles away.

■	 The local buyer’s direct responsibility to his or her immediate  management 
will produce better liaison and tighter control by local top management, 
 particularly where they operate as a profit centre. Since materials  represent 
such a large proportion of works cost in manufacturing, a common 
 argument revolves around authority and responsibility. That argument runs: 
if local management are not allowed, for example, to select and deal with 
their own suppliers, how can they be held responsible for output that relies 
so heavily on supplier efficiency?

Complete centralisation, on the other hand, has advantages which include:

■	 Economies obtained by consolidating like requirements of all units in 
the group, thereby improving purchasing strength in negotiating and 
 facilitating supplier relationships.

■	 Avoidance of price anomalies between group units and of competition 
between them for materials in short supply.

■	 Better overall stock management and material utilisation.
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Figure 2.19
A centralised/
decentralised 
structure

■	 Economies of staffing and clerical effort together with uniformity in proced-
ures, forms, standards and specification.

Generally speaking, the advantages of one approach are the disadvantages of 
the other; thus a combination of both is often used to obtain the benefit from 
the best features of each, while avoiding their disadvantages. A typical structure 
in such an organisation is illustrated in Figure 2.19. In an organisation of this 
nature the group or central office is often responsible for:

■	 determining policy, standards and procedures and group specifications;
■	 the negotiation of contracts for common materials used by the group in any 

volume;
■	 major plant and equipment and capital project contracts;
■	 contracts for imported materials and for exports where relevant;
■	 legal matters relating to supply;
■	 co-ordination of group inventory;
■	 the education and development of supplies personnel within the group and 

the provision of advice on staffing and related recruitment.

Another approach sometimes used has a small group of staff which has 
a  rela tively limited policy and co-ordinating role, and the largest user of a 
 particular commodity or material in the group negotiates on behalf of all group 
users as the ‘lead’ buyer. Thus, in the organisation illustrated in Figure 2.19 the 
buyer in company A might negotiate contracts for raw material X on behalf 
of com panies B and C as well as their own. In the same way the buyer in, say, 
 company D might do so on behalf of companies A and C.

In both systems, in matters outside the scope of the group office role, local 
buyers act autonomously. In some groups, the local managers are directly 
responsible to a member of their own board and have only an indirect or 
 professional accountability to the senior supplies person in the group office. 
Having established a particular approach within a group, it is still necessary to 
consider the problem of centralisation/decentralisation at plant or unit level. 
Over the past 30 years there has been a trend to centralise purchasing activity 
into one department.
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The advantages of centralising purchasing activity in an enterprise 
depend on the ability of the executive entrusted with this work to use the 
 company’s purchasing power most effectively. This will include consolidating 
 requirements, developing sources, rationalising stocks, simplifying procedures, 
working with suppliers to eliminate unnecessary cost to mutual advantage, and 
working with colleagues to ensure an effective flow of information that will 
enable the objectives of the enterprise to be met.

Effective centralisation does not imply that the supplies manager  dictates 
which piece of equipment is to be purchased. Nor does it imply that the 
 supplies manager’s only role is to vet the commercial technicalities of the 
 contract for the equipment, and to try to ensure that the price is  competitive 
and that the equipment is delivered on time. For the best effect, the  manager 
will be involved in decision making from the initial stages where the need 
for equipment to perform the necessary function is identified:  advising 
 colleagues on sources and working closely with them on evaluating the 
 alternatives. The supplies manager should be seen by prospective suppliers as 
the  decision-making authority, even if only in allowing commercial leverage 
in discussion with them. This does not imply that technical matters should 
be  subordinated to commercial ones, but suggests that both are considered in 
parallel. Too often the converse is true and the buyer is given little scope to 
 perform his or her function. If suppliers know that technical factors dominate 
and the order is theirs, the buyer has to negotiate with extremely limited power.

To take this example further, among the commercial factors that the buyer 
should take into consideration are: guarantees on the life of the machine, the 
position regarding spares, breakdown service, operative  training,  payment 
terms and conditions, delivery programme and check points,  logistic 
and installation implications, price breakdown and relationship with the 
 programme, level of after-sales service, etc. It is important to remember that 
effect ive comparison between alternatives at the quotation stage should 
include these and other considerations as well as the technical specification.

■	Various methods of organising the function
There are many ways of organising the purchasing and supply function, taking 
into account organisational objectives and strategies. The possibilities include:

■	 Organisation by end product
Here the section is within the purchasing and supply department under 
a team leader and is responsible for buying all materials associated with a 
particular end product.

■	 Organisation by category, i.e. category management
Teams are responsible for buying families of materials (such as timber, paper 
products, plastics, castings, forgings). They buy all the requirements of the 
company that fall within their category grouping.
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Figure 2.20
A typical small 
department 
structure

■	 Organisation by value classification
Areas of high cost become the responsibility of a senior buyer, with minor 
items assigned to more junior staff.

■	 Organisation by profit centre
This is in addition to the style of organisation discussed immediately above 
but where the department effectively becomes a supplier to the user, whose 
 operating costs are added to the material cost for charging purposes. Costs of 
purchasing operation become self-liquidating, reducing overheads and on-costs 
normally charged. Detailed operating budgets and cost control are necessary.

■	Departmental organisation
At departmental level the number of people employed, the volume and  var iety 
of goods and services purchased, the ability and authority of the  departmental 
head, the capabilities of the people employed in the department and the 
importance of the supply function to the operation of the enterprise  concerned 
are among the factors that will affect the decision on the structure of the 
organisation.

Nevertheless, there are basic organisation patterns around which 
 vari ations occur. A simple form in a small department is often something 
like that shown in Figure 2.20. With the exclusion in some cases of the stock- 
control function from the buyer’s responsibilities, this pattern is reasonably 
typical of a small departmental structure. Most departments, in the UK at 
least, are composed of fewer than four people. The division of responsibilities 
shown in Figure 2.20 is generally quite straightforward. The buyer assumes 
responsibility for the more important purchases, and an assistant deals 
with the more routine matters. In practice, the classic 80/20 relationship 
is  evident in this division, for most of the money spent by the  organisation 
will tend to be concentrated on a relatively small number of items. (The 
80/20 relationship is one application of the Pareto Principle in that the 
 significant items in a given group tend to be concentrated in a small area 
within that group. Eighty per cent of a company’s purchases by value tend to 
be  concentrated with 20 per cent of their suppliers: indeed in some cases the 
ratio can be as much as 90/10.)
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Figure 2.21 (with similar caveats to those mentioned for Figure 2.20) 
 illustrates one approach to organisational structure in a larger department. 
It can be seen that the allocation of responsibilities within the department is 
more complex. Generally speaking, the chief buyer is responsible for policy 
making as well as the efficient management of the department as an element 
in the company organisation. The chief buyer usually retains responsibility, 
too, for the most important contracts and purchasing decisions. In this type 
of structure a decision has to be taken as to how best to group the purchasing  
activities so as to be most effective. One increasingly common approach is 
to do this by category of materials, where each buyer deals with a particular 
range of items. For example, one buyer may be responsible for raw materials, 
another for mechanical components and another for electrical/electronic 
materials. Apart from the advantage of specialisation in a particular range 
of goods, category management helps to avoid duplication of research and  
negotiation effort at plant level. It should also facilitate data collection 
and communication inside the department and with other sections of 
the  company as a whole. It can strengthen the buyer’s negotiating position 
through consolidation of total requirements and can reduce time spent 
in negotiation. In addition, liaison with suppliers is often improved by this 
means as the supplier base is consolidated.

However, if this approach to division of work is followed, it is  important 
to bear in mind that provision should be made whereby a colleague can take 
over responsibility for a particular group of materials in the absence of the 
buyer normally responsible. One method commonly used to deal with this is 
to pair buyers. Not only can this help to overcome such temporary  problems, 
but it can be a useful means of staff development. In the  organisation shown 
in Figure 2.21, buyers 1 and 2 and buyers 3 and 4 might work together in 
this manner. In larger organisations (a typical example of which is shown 
in Figure 2.22), each section will tend to become self-sufficient in this way. 

Figure 2.21
A medium-sized 
departmental 
structure
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Figure 2.22
A departmental 
organisation in a 
large single-factory 
enterprise

Development of staff in such cases, however, may involve moving people 
between sections.

Purchasing in the organisation structure
Where should purchasing be in the organisation structure? In some cases the 
function may not be significant, and will be placed in a subordinate position 
in the hierarchy. The converse is true when the size of purchase expenditure 
relative to corporate turnover is such that a very senior executive is appointed 
to control the function, or when key supplies emanate from volatile markets, 
or when the proportion of the cost of a product that is bought in is  significant. 
Between these extremes, on what might be thought of as a continuum, lie 
many variants.
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Figure 2.23 is the outline organisation of a medium-sized manufacturing 
concern in which the purchasing function is recognised as a key element in 
company operations. Depending upon the perceived importance of purchas-
ing, the function may also be represented at board level either in its own right 
or through a director with related interests.

■	The broader approaches
Several references have been made in this chapter to systems approaches. 
In broad terms, these differ from conventional functional  organisation 
 systems in that they seek to avoid functional sub-optimisation while 
 pursuing  system-wide effectiveness. As implied earlier, this always involves 
 trade-off decisions being made between departmental objectives. ‘Materials 
 management’, ‘logistics management’, ‘physical distribution management’ 
and ‘materials administration’ are examples of such approaches.

Figure 2.24 illustrates what are generally regarded as the spheres of activity 
for each of these approaches. However, it is important to recognise that some 
advocates of, for example, ‘materials management’ and ‘physical distribution  

Figure 2.23
Outline organisation 
of a medium-sized 
manufacturing 
company

Figure 2.24
A model of a 
manufacturing 
company’s 
materials systems
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management’ define their scope of influence as being that of ‘logistics 
 management’ or supply chain management.

Purchasing devolution
As purchasing takes on a more strategic role it will release much of the  routine 
purchasing to budget-holders, particularly in the areas where purchasing 
can add little value. As purchasing evolves to become strategically proactive, 
so it must devolve. New structures have now come into place, with a small 
 strategically tasked purchasing activity responsible for managing the  supply 
chains, determining overall purchasing policy and involved with major 
 negotiations, while routine, lower-value items are handled on a day-to-day 
basis by budget-holders.

Clearly e-procurement facilitates call-offs using desk-top catalogues by local 
users. (Chapter 18 discusses this application in greater detail.) Within each 
functional area or operating unit profit centre, individual budget-holders 
would be delegated to ‘buy’ within agreed parameters laid down by purchasing. 
A strategic purchasing activity would have to contribute to the development of 
staff, and monitor activities.

The supply chain
Supply chain management is concerned with the co-ordinated flow of 
mater ials and services from origins through suppliers into and through the 
 organisation and on to the ultimate consumer in such a way as to maximise 
value-added and minimise cost. Associated flows of information and funds are 
also included.

The supply chain includes all those involved in organising and converting 
materials through the input stages (raw materials), conversion phase (work-in-
progress) and outputs (finished products). The cycle is often repeated several 
times in the journey from the initial producer to the ultimate customer, as one 
organisation’s finished good is another’s input.

CIPS indicates the role of purchasing in the supply chain process (see 
Figure 2.25).

The structural entity of the supply chain is concerned with activities 
such as make, transform, move and store. Capacity location also needs to be 
 con sidered. Further decisions will need to be taken with regard to internal/
external transport. The supply chain could be local, national or international. 
The supply chain may be complex, and will affect everyone involved in it.
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Figure 2.25 The CIPS purchasing and supply chain process model
(Source: CIPS)
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Figure 2.25 (continued)
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■	Primary and support supply chains
Primary supply chains are those that ultimately provide the goods/services to 
the customer, for example:

Raw materials → components → sub-assemblies → finished product → customer

Support chains are regarded as those that supply consumables or  
mainten ance, repair and operating (MRO) items and capital items to support 
the above activity.

■	Supply chains and ‘value added’ ideas
It is desirable that developing good practices and concepts is implemented 
throughout the supply chain by migrating these ideas both upstream and 
downstream. This will require inter-organisation co-operation, and may 
involve such factors as cross-functional teams, recognition of the need to 
delight both internal and external customers, empowerment, more  flexible  
management structures and effective partnerships. Such developments will 
reduce costs and add value throughout the supply chain. This requires a review 
of the concepts of cost and value, with an emphasis on total cost of  acquisition 
and use of strategic acquisition cost with less emphasis on  traditional 
 price-based approaches.

Some ideas that are pursued by those concerned with supply chain 
 management are:

■	 reverse engineering;
■	 value engineering;
■	 value-adding relationships and negotiations;
■	 supplier integration;
■	 tiering of suppliers;
■	 value-added chains;
■	 lean supply;
■	 agile supply;
■	 supply pipeline management;
■	 value streams;
■	 network sourcing.

The list is far from exhaustive, but indicates something of the scope of 
 contemporary thinking and that of the recent past, which has contributed 
to the elevation of supply chain management to a recognised major strategic 
 con tribu tor to the organisation.

■	The supply chain concept in action
The perception that purchasing is no longer a routine, administrative 
 ‘ordering’ activity is now widely, if not universally, held. The expression 
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‘supply chain’ has come into prominence, although there is competing ter-
minology, such as the expression ‘value stream’ preferred by the promoters 
of ‘lean manufacturing’. ‘Pipeline management’ is another expression with a 
comparable meaning, as is ‘network sourcing’. Not only is there competing 
terminology, there are also alternative definitions of the term ‘supply chain’ 
itself, with some regarding it as another name for the procurement cycle and 
others linking the term with logistics, i.e. movement, storage and distribution 
activities.

What supply chain management is about is the linkage of the immediate 
seller/buyer relationship into a longer series of events. A company’s suppliers 
have their own suppliers, and often the direct customers are not the ultimate 
consumers. Supply chain management sees the various buyers and sellers 
as being part of a continuum, and recognises the benefit to be derived from 
attempting to take a strategic and integrated view of the chain, rather than 
focusing on the individual links and thereby sub-optimising. In other words, 
the focus of managerial attention is not just the individual company or organ-
isation, but the interactions between the series of organisations that constitute 
the chain. It might be helpful to visualise the firms in the chain and the flows 
of goods or services and information passing between them as links. Figure 2.26 
may help in this respect.

Consider Figure 2.27. It shows some of the major steps in the production of 
an automobile component in the form of a steel pressing. Iron ore is mined and 
converted into steel which is rolled into strip form; the component is pressed 
from the strip and then it is assembled, with others, to form the automobile. 
In practice there would almost certainly be many more steps; for example, the 
steel component would be rather likely to become part of a sub-assembly prior 
to being incorporated into the car.

Figure 2.26 Supply chains and the principal ‘flows’
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As work proceeds, value is added to the material (for the purpose of this 
 illustration value is represented as the amount that the next ‘customer’ in the 
chain from iron mine to driver pays for the material, less any costs of process 
or conversion). The various conversion or production operations begin with 
stocks of incoming material, and end with inventories of goods ready for the 
next oper ation. Transportation links the programmes.

The diagram shows that cost is being added during storage and movement, 
but not value, and that if storage and movement can be minimised, value 
increases more steeply. In addition to the costs that are apparent between the 
main stages, there are also, of course, intra-organisational costs (costs within 
the main stages). For example, if the steelmaker can become more efficient 
through the reduction of wastes associated with the steelmaking process, the 
value-added slope will be a steeper one for that part of the chain. Value will be 
added more quickly.

Womack and Jones (1996) described the value stream for a soft drink can 
(Figure 2.28), recognising that the most difficult component of a can of cola to 
produce is the can itself. They highlight the stark contrast between the actual 
value-adding process time and the storage and movement time. They report 
that around 11 months elapse between the extraction of bauxite (aluminium 
ore) and the consumption of the contents of the can leading to disposal. Of 
these 11 months, only approximately 3 hours are spent on conversion of the 

Figure 2.27 A simplified supply chain or value stream
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Figure 2.28 The value stream of a soft drink can
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product. In other words, for more than 99 per cent of the time the value stream 
is not flowing; the muda (waste) of waiting and queuing is being funded.

Professor Dan Jones has referred to purchasing and supply  professionals 
as ‘the architects of the value stream’. There is a good deal of inefficiency in 
most supply chains; as purchasing develops its more strategic and holistic view 
of supply as constituting an extended process linking consumers with raw  
mater ials, it is predicted that the benefits from increased efficiency will be great.

Improving the efficiency of the supply chain

■	Convergence and divergence in the supply chain
It will be easily seen that the supply chain concept is a convenient idea for 
study purposes, but that in practice there are very few goods that flow in a 
 single stream from origin to point of use or consumption. The closest we get 
to this is perhaps in the supply of certain food or drink items, where growers 
such as farmers or gatherers such as fishermen make the produce available for 
consumption. Even here, though, taking the supply of milk as an example, the 
commodity cannot be taken to final market without associated supplies of such 
things as energy, packaging or transportation, so we do not really have a single 
strand from beginning to end. It is also worth considering that the product 
itself, milk, finds its way to market in either a fresh or preserved state, as cheese 
or butter, or as an ingredient in a wide range of food products.

If we follow a supply chain from the upstream or producer’s end, we are 
likely to see a great deal of divergence. In other words, the material can find 
its way into a range, sometimes a huge range, of different products. Copper ore 
might eventually become any one of the millions of items that are made from 
this metal, or one of its alloys. If we start with a final product, a sewing machine 
for example, we see convergence. Different types of metal, plastics, electrical 
and mechanical components are embodied in the item. Many different  supply 
chains converge at this product. While each individual component might, 
at least in some cases, have its own supply chain, once we begin assembly, or 
sub-assembly, we have convergence.

Most materials diverge from their source, and converge on the finished product. 
Figure 2.29 shows the ideas of convergence and divergence and their combination.

Types of supply chain
Hughes, Ralf and Michels (1999) suggest that there are several types of  supply 
chain, and that relations between different types of chain may be either 
 collaborative or competitive. Figure 2.30 shows diagrams adapted from their 
work that illustrate this point.
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Figure 2.29
Convergent and 
divergent elements 
in a supply chain

Strategic development of purchasing
As organisations became more involved with such leading-edge concepts as 
just-in-time (JIT) and total quality management (TQM), it was soon  realised 
that a major contribution could be achieved from the input  activ ities, 
particularly purchasing, if they became more involved in managing  
the supplier base effectively. Reductions in the number and increases 
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Figure 2.30 Types of supply chain
(Source: Based on Hughes et al. 1999)
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in the quality of suppliers could reduce input costs considerably and 
increase organisational efficiency, with consequent increases in customer 
satisfaction.

■	Internal purchasing involvement
While it was seen that the purchasing and supply activity could make an 
important contribution externally through its relationships with  suppliers, 
it was increasingly recognised that it could also make an equally  important 
 contribution internally, and with the final customer, the consumer, if it 
became more strategically proactive. Thus the idea was to extend its influence 
backward strategically in terms of managing the supplier base, and forward so 
that it became more involved with internal strategic decision making and with 
the ultimate customer.

■	Strategic input supply chain management
Clearly, if purchasing is to be actively involved in improving and developing 
the input part of the supply chain, it will need to be sufficiently well  developed 
itself and proactive. This would imply that over a period of time there had 
already been a recognition within the buying organisation of the strategic 
importance of purchasing. (We have already examined stages of purchasing 
development in Chapter 1.)

If purchasing is essentially reactive and clerical, it will find it impossible to 
improve the supplier base strategically. Buyers need to be well trained, with 
the necessary skills to carry out such work. If, however, the purchasing activity 
is well developed and works well with others in its own organisation who are 
needed in supplier management teams, the strategic input improvements are 
likely to proceed with greater success.

In some organisations, concepts such as JIT, TQM and agile supply are 
 putting pressure on the need for a smaller, more efficient, rationalised  supplier 
base tending towards single sourcing. Other organisations have a  policy 
of having all major supplies dual-sourced. This dual or multiple sourcing 
 requirement may have arisen because of customer requirements, or questions 
concerning the quality or reliability of existing suppliers. Before reducing the 
number of suppliers, purchasing would have to review the reasons for  multiple 
sourcing, and take steps to address those reasons if still present. It has been 
known for organisations simply to reduce the number of suppliers without 
addressing the reasons for having more than one supplier, with resulting 
major problems.

If the supplier base is to be reduced, it is vital that those suppliers  remaining 
are able to meet the purchasing organisation’s future requirements, and are 
 prepared to improve on a continuous basis the quality and delivery of the goods 
and services they provide. Safeguards must be established to make sure that  
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the remaining key suppliers, i.e. strategic suppliers, do not exploit their new 
single-supplier status. One way of overcoming some of these problems is to 
enter into a partnership or collaborative agreement with those suppliers. In 
exchange for preferred status, the supplier and buyer organisations would have 
to agree to such considerations as:

■	 Looking on a continuous basis at ways of reducing costs and improving 
 performances.

■	 Being prepared to grow together, in terms of both size and direction. It 
would be expected that the supplier and buyer might invest in complemen-
tary technology.

■	 The disclosure or exchange of costs and financial information so that unneces-
sarily expensive operations could be reduced.

■	 Conducting negotiations between the two sides on a win/win basis, with the 
emphasis on joint pursuit of efficiencies.

For this type of commitment to be entered into, there needs to be  considerable 
trust between the two sides. The relationship must be mutual, in that costs and 
benefits are shared by both sides. By reducing unnecessary costs and  activities 
in the supply chain, lead times and prices can be reduced, making both 
 supplier and buying organisations more competitive.

Once the supplier base has been reduced, the remaining strategic sup pliers 
might agree to strategic improvement targets in relation to such consider-
ations as:

■	 quality;
■	 delivery;
■	 operations;
■	 systems;
■	 development of innovative concepts.

A more dedicated and powerful supplier base is not achieved by getting 
 suppliers to cut profits, but by working together with the buying organisation 
to eliminate unnecessary costs and to seek opportunities to add value.

If purchasing and supply is to adopt responsibility, or at least a leading role 
in supply chain management, it must be supported by strategies from the top. 
This requires continual investment in the purchasing and related functions, 
and in commitment from senior management to such developments.

Purchasing within  
a group (intra-
group buying)

 Sometimes group companies compel the purchasing staff to acquire, where 
 possible, items from within the group. There is nothing wrong with this, 
 provided that those organisations from within the group offer at least 
 comparable products or services as could be purchased from external  suppliers. 
There have, however, been many cases where the group supplier is more 
 expensive, or quality and delivery are not as good as with outside suppliers. The 
net effect of this is that costs rise and the organisation becomes less  competitive. 
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If such a state of affairs continues for too long, the organisation could be affected 
adversely. It is therefore necessary that policies that require purchasing to source 
within the group also provide safeguards, so that, for instance, if an internal part 
of the company cannot match outside deals within a specified time period, the 
buyer is allowed to source such goods or services with external suppliers.

The CIPS Ethical Code
Precepts

Members shall never use their authority or office for personal gain and shall 
seek to uphold and enhance the standing of the purchasing and supply 
 profession and the Institute by:

■	 maintaining an unimpeachable standard of integrity in all their business 
relationships, both inside and outside the organisation in which they are 
employed;

■	 fostering the highest possible standards of professional competence 
amongst those for whom they are responsible;

■	 optimising the use of resources for which they are responsible to provide 
the maximum benefit to their employing organisation;

■	 complying both with the letter and the spirit of: (a) the law of the country 
in which they practice; and (b) such guidance on professional practice as 
may be issued by the Institute from time to time;

■	 rejecting any business practice which might reasonably be deemed 
improper.

Guidelines

In applying these precepts, members should follow the guidance set out 
below:

■	 Declaration of interest. Any personal interest which may impinge 
or might reasonably be deemed by others to impinge on a member’s 
 impartiality in any matter relevant to his or her duties should be declared.

■	 Confidentiality and accuracy of information. The confidentiality of 
information received in the course of duty should be respected and should 
never be used for personal gain; information given in the course of duty 
should be true and fair and never designed to mislead.

■	 Competition. While bearing in mind the advantages to the member’s 
employing organisation of maintaining a continuing relationship with 
a supplier, any arrangement which might, in the long term, prevent the 
effective operation of fair competition should be avoided.
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■	 Business gifts. Business gifts other than items of very small intrinsic value 
such as business diaries or calendars should not be accepted.

■	 Hospitality. Modest hospitality is an accepted courtesy of a business 
 relationship. However, the recipient should not allow him or herself to 
reach a position whereby he or she might be, or might be deemed by others 
to have been, influenced in making a business decision as a consequence of 
accepting such hospitality. The frequency and scale of hospitality accepted 
should not be significantly greater than the recipient’s employer would be 
likely to provide in return.

■	 When it is not easy to decide between what is and is not acceptable in 
terms of gifts or hospitality, the offer should be declined or advice sought 
from the member’s superior.

Ethical behaviour  
and relationships  
with suppliers

 Allegations of corruption have long been a factor in business dealings, and 
these have focused attention on business ethics. Without a rigid self-imposed 
and universally accepted ethical tradition, purchasing could not be regarded 
as a true profession. It is only to be expected, then, that CIPS should publish a 
Code of Conduct and Guide to Good Practice containing many references to 
basic ethical considerations (as shown). In particular, reference is made to:

■	 respect for the confidentiality of information that comes to members in the 
course of their work – speculation in the shares of a supplier is discouraged, 
for instance;

■	 refraining from any activity that may impair impartiality and disclosing any 
personal interest;

■	 placing orders with a company in which there is a financial interest for the 
buyer, or taking a financial interest in a supplier;

■	 observing contractual obligations as strictly as the buyer intends they should 
be observed;

■	 refusing to accept arrangements that falsify the process of tendering and 
open competition;

■	 ensuring that the legitimate interests of suppliers are not put at risk;
■	 aiming at a mutually satisfactory relationship with suppliers rather than 

short-term advantage;
■	 discouraging practices that lead to commercial or other corruption;
■	 promoting the development of high standards of professional conduct and 

competence.

One of the major reasons for developing and enforcing such codes throughout 
the organisation is to assist in the development of integrated, effective supply 
chains. Suppliers involved in such chains need to be reassured that they: are  
dealing with purchasing organisations that have their long-term strategic   
interests in mind; are not going to be involved in various sharp practices; 
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will get paid on time; will not suddenly lose the business because the buyer 
is unfairly cutting prices. Such ethics are also important for the buyer as they 
become involved in partnerships.

Organisations such as IBM, Shell, Hewlett-Packard and other ‘blue chip’ 
companies all have well-developed ethical practices and, interestingly, have 
some of the best-developed integrated supply chains.

■	Environmental procurement and the supply chain
These days it is essential that the purchasing activity examines its supply chain 
to ensure environmental factors are being assessed.

BS7750/ISO14001/2 requires organisations to manage environmental issues 
effectively. New suppliers must provide details of their environmental intent. 
While value for money is important, it must not be achieved by sacrificing 
environmental factors. Factors that the buyer needs to investigate are:

■	 biodegradability of products at the end of their product life cycle;
■	 ways of reducing waste;
■	 impact on the environment of waste products;
■	 design influences to produce a more friendly product;
■	 sustainability of raw materials used and alternative products;
■	 new legislation and its impact on the supply chain.

Organisations might find that some of the processes employed in their produc-
tion methods could become outlawed in the future. As an example, IBM had to 
change the way it cleaned its computer boards, from using a chemical cleaner 
to ‘charged water’. The cost of the change was high but it was required under 
environmental legislation.

Buyers need to investigate their supply chains and such issues as:

■	 the use of chlorofluorocarbons (CFCs) and ozone-depleting substances;
■	 making the important distinction between recycled and environmentally 

friendly products;
■	 promoting and developing environmental issues with suppliers;
■	 energy consumption and efficiency of the product when in use, and its 

disposal;
■	 the extent and nature of the emissions from the equipment or product under 

normal use and under situations of abuse;
■	 the consumption of non-renewable natural resources associated with the 

product and the use to which it will be put;
■	 the amount and type of packaging material and disposal arrangements 

required to get rid of it;
■	 the ability of the product to be recycled and/or disposal arrangements likely 

to be required when it reaches the end of its product life cycle;
■	 the lifetime cost of ownership and overall value for money of the commodity;
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■	 the materials involved and any process that generates excessive waste and 
problems;

■	 the environmental implications of using particular suppliers, and their 
improvement plans;

■	 long-term strategic plans for improvements.

Hierarchy of objectives
As discussed earlier, much of the academic literature about the  changing 
nature of procurement takes the view that procurement can move away 
from a  narrow focus on purchasing resources, in order to integrate strategic 
 planning, improve inter-organisation relations (cross-functional teams) and 
invest more time in identifying market opportunities (Figure 2.31). In this 
sense,  procurement has the potential to become an important contributor to 
 organisation-wide goals and firms’ strategic direction.

We have already discussed the idea of being strategic, and the concept of 
strategic management. As we have seen, although specific definitions can 
vary, they all relate strategy to the overarching goals of the organisation. For 
instance, ‘strategy is the pattern of organisational moves and  management 
approaches used to achieve organisational objectives and to pursue the 
 organisation’s mission’.

Figure 2.31 
Traditional and 
new roles within 
procurement

Traditional role
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Admin
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parts delivery
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Component
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Market testing
via competitive

quotes

Price
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(Source: Adapted from Smith, 1995)
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Corporate missions and
strategic plans

Business unit strategies and goals

Functional strategies and goals

Short-term decisions and daily activities

Internal environmentExternal environment

Figure 2.32
Strategic thinking 
within the firm

(Source: Carr and Smeltzer, 1997)

Strategic management has been defined as:

A system of corporate values, planning capabilities, or organisational  responsibil ities, 
that couple strategic thinking with operational decision making at all levels and 
across the functional lines of authority. (Gluck, Kaufman and Walleck, 1980)

In this sense, strategy and strategic management incorporate a number of 
different concerns or levels of activity within an organisation, and the strategic 
management process is one of setting goals, establishing strategies, analysing 
the environment and evaluating different strategies as well as implementing 
and managing them.

This strategic focus is therefore a broader one, where an understanding of 
an organisation’s overall aims, such as its positioning within wider markets 
and environments, the potential opportunities and threats that it faces, all 
need to be considered. These elements need to be aligned in order to allow the 
highest levels of organisational strategy to be consistent and complementary 
(Figure 2.32).

This reinforces the view that strategy must go beyond functional  activities 
and contribute to the competitiveness of the organisation as a whole. Porter’s 
well-known ‘diamond’ is a representation of the different elements of 
 competition (Figure 2.33).

Demand conditions involve the anticipation of future or potential demand, 
as well as understanding the different markets and niches that might be 
exploited. Related and supporting industries include suppliers or  localised 
 clusters of firms, as well as access to them, and hence connects with the 
 importance of inter-organisational relations discussed above.
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These all influence the contexts of firm-level strategy, structure and the 
patterning of competition and rivalry. We can see from Porter’s ‘Diamond’ 
the potential spaces where purchasing can contribute to the overall strategic 
manoeuvring of an organisation. The access of both hard resources, such as 
materials and components, and softer ones, such as different supply chains or 
supplier networks, and different sets of skills and competencies, is a significant 
element within the contexts of being strategic and competitive.

■	Supply and purchasing as strategic
So how can procurement be transformed into a strategic process? Academic 
research now considers procurement as an important element of the strategic 
management of firms.

Monczka and Morgan (2000) outlined six specific strategic issues for 
 procurement which are critical to achieving competitive advantage and success.

1 Procurement and sourcing must be linked to the financial planning or 
 economic value-added construction of the business. The organisation, 
 therefore, also needs to develop the ability to measure the effects of sourcing 
and procurement strategy on the business.

2 E-business has become a driving force, and firms that do not exploit the use of 
tools such as e-collaborative systems may lose competitive edge. This is seen 
not just in service sectors in the use of electronic call handling or order process-
ing, but also in inter-organisational collaboration and sharing of information.

3 Companies must think and act on a global scale, not just in terms of 
 expending supply chains, but also to see global markets as opportunities to 
work with other organisations.

4 Resources – the decision to retain competencies within the firm, or to 
 outsource those capabilities, cannot be made on purely financial terms, as  

Figure 2.33
Sustained 
competitive strategy

Factors

Availability of
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and logistics
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(Source: Based on Porter, M (1990), Moser, R and Banziger, K (2008) and Christopher, M, Peck, H and 
Towill, D, (2006)) 
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this can seriously hamper the ability of firms to grow and prosper. A more 
strategic and wider view, which considers the overall goals of the organisation  
and long-term development of the firm as a whole, must be taken.

5 The implication for cost management is to take a more critical view of assess-
ing where the heaviest costs lie within the organisation, which involves 
moving to a total cost of ownership (TCO) approach.

6 Companies must assess how the organisation and its activities differentiate 
them from others, and how it provides unique or competitive solutions for 
customers. Mapping how different service or product functions respond to 
customer needs is crucial.

Alignment In order to be able to maximise the effectiveness of the procurement operation, 
it is important for procurement professionals to understand the links between 
procurement and supply strategy and overall corporate strategy. They need to 
appreciate the importance of developing procurement strategies for the success 
of the organisation, and the common procurement objectives and strategies, 
recognise common techniques used in procurement strategies and understand 
different strategies for buying different products and services.

As mentioned above, the strategic character of procurement and  supply 
management has been widely recognised in the literature. It is now 
 increasingly being viewed as a powerful competitive weapon for  improving 
profitability and strengthening competitive advantage. However, this 
 competitive potential critically depends on whether its decisions and  activities 
are aligned with the organisation’s overall strategic objectives. Specifically, 
 procurement strategy and practices must be designed to optimally support the 
requirements of business strategy in order to positively affect performance.

Two concepts of alignment come into view:

■	 strategic alignment, i.e., fit between business strategy and procurement;
■	 strategy, purchasing efficacy, i.e., fit between procurement strategy and 

 practices.

Procurement competence is the ‘capability to structure the supply base 
in alignment with the manufacturing and business priorities of the firm’. 
According to this view, the procurement function is competent and can 
 effect ively act as a contributor to competitive advantage if it is strategically 
integrated, i.e., if it links procurement plans, policies and actions to the overall 
business objectives.

The authors propose that procurement’s contribution to business 
 performance depends on the degree to which procurement  capabilities fit and 
support the business strategy and highlight the importance of  procurement 
strategy as an intermediate element between business strategy and 
 procurement capabilities.

Procurement efficacy describes the fit between procurement strategic 
 object ives and procurement activities. It reflects the capability of the human 
and  technological resources and practices of the procurement function to 
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achieve its functional objectives. Strategic alignment and procurement efficacy 
are both seen as necessary contributors to competitive advantage and business 
success.

The general objectives of the organisation cascade down to the more specific 
objectives of the business units, functions and individuals.

This is clearly depicted in Figure 2.34.

■	Corporate objectives and strategy
Business strategy is concerned with deciding which markets and activities 
the business should be involved in; where it wants to be; and how it is going 
to get there. Strategy is about making high-level decisions and forms the 
 management game plan for:

■	 satisfying customers (meeting customer needs);
■	 running the business (organising resources in the most efficient and 

 effect ive way);
■	 beating the competition (strategies and tactics to gain competitive 

advantage);
■	 achieving corporate objectives.

Figure 2.34
Hierarchy of 
objectives in an 
organisation
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Corporate objectives are set at the high level and are quite distinct from any 
more detailed functional objectives set for the functional areas of a business. 
Examples of corporate objectives would include targets for:

■	 sales revenue – a traditional measure of the size and strength of a business – 
if revenue is growing then the business is growing;

■	 profit – both the absolute level of profit and the profit margin, i.e. return on 
sales;

■	 return on investment – e.g. return on capital employed (ROCE), ROI: 
 particu larly important for capital-intensive businesses;

■	 growth – sales volume, revenue, profit, earnings per share;
■	 market share – the proportion of markets and industries owned by the 

 business or its products;
■	 cash flow – this can be similar to a profit objective, but with the focus on 

maximising the net cash inflow of the business;
■	 shareholder value – particularly important for publicly quoted businesses 

where senior management are tasked with growing the value of the business;
■	 corporate image and reputation – increasingly important; links with 

 corporate social responsibility, product and customer service quality and 
business ethics.

Many factors will influence the corporate objectives that are set. Precisely 
which factors depends on the nature of the business and its markets, and the 
business ownership. Some examples of those factors include:

Factors influencing corporate objectives

Age of the business

Size and legal status

Ownership (e.g. privately owned; stock  
exchange quoted)

Views of owners and managers

Market conditions legislation

State of the economy

Competition

Risk and attitude to risk

Corporate culture

Political factors

Social attitudes

Drucker suggested corporate objectives in these key areas:

Area Examples

Market standing Market share, customer satisfaction, product range

Innovation New products, better processes, using technology

Productivity Optimum use of resources, focus on core activities

Physical and financial resources Factories, business locations, finance, supplies

Profitability Level of profit, rates of return on investment

Management Management structure; promotion and development

Employees Organisational structure; employee relations

Public responsibility Compliance with laws; social and ethical behaviour (CSR)
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SMART objectives Both corporate and functional objectives need to conform to a set of criteria 
referred to as an acronym, SMART.

The SMART criteria are summarised below:

Specific The objective should state exactly what is to be achieved.

Measurable An objective should be capable of measurement – so that it is possible 
to determine whether (or how far) it has been achieved.

Achievable The objective should be realistic given the circumstances in which it is 
set and the resources available to the business.

Relevant Objectives should be relevant to the people responsible for achieving 
them.

Time bound Objectives should be set with a time frame in mind. These deadlines 
also need to be realistic.

Another classification of objectives is as follows:

Primary and secondary objectives

Primary objectives The ultimate, long-term goals of the business (3–10 years 
typically). These are the key strategic objectives such as profit 
growth or shareholder returns.

Secondary objectives Makes a direct contribution to meeting primary objectives. For 
example, sales growth will help business achieve profit target. 
Also known as tactical objectives, they are usually focused on 
the short or medium term of around 1–3 years.

A similar distinction can also be made between strategic (corporate) and 
 tactical (functional) objectives:

Strategic Tactical

Focused on the long term Focused on the short term

Set by the board Set by line management

Involve higher risk and uncertainty Relatively low risk

Likely to involve significant investment/
business resources

Limited resources invested

Difficult to change in the short term Relatively easy to change at minor financial cost

Stretching and challenging Realistic and achievable

■	Procurement strategies
Recent research by the Hackett Group found chief procurement officers (CPOs) 
reporting procurement strategy priorities that focus on cost and risk  reduction, 
strategic alignment and transformation. Particular procurement strategy 
 prior ities most often cited included:

■	 sustaining cost reductions achieved during the recession;
■	 reducing price and availability risks in the supply chain;
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Procurement strategies
Research undertaken by the Aberdeen Group in the USA (The CPO’s Agenda, March 
2005) identified five primary strategies that procurement leaders are adopting to move 
from a focus on cost containment to one of value generation. These strategies were:

■	 Improve supplier development and collaboration.
■	 Enhance and integrate procurement automation infrastructure.
■	 Adopt low-cost country supply initiatives.
■	 Transition to a centre-led procurement organisation.
■	 Increase the amount of spend under management while improving spend compliance.

■	 improving the alignment between procurement strategy and enterprise 
 business strategy;

■	 leveraging supplier relationship management to get more value from the 
supply base;

■	 better managing knowledge and information in order to support 
 procurement transformation;

■	 better understanding the organisational characteristics of top-performing 
procurement organisations.

Procurement is a key business process because, if it is not done well, costs can 
escalate, the business be exposed to unnecessary risk and customers let down 
through lack of supply. It is much more than chasing simple cost savings.

The benefits of good procurement include:

■	 security of supply;
■	 lower total cost;
■	 reduced risk;
■	 improved quality;
■	 more added value;
■	 greater efficiency;
■	 new innovations.

Tactical sourcing Tactical sourcing is to some extent reactive as it covers those business 
 requirements that cannot be planned in advance, but are provided within a 
framework of strategic sourcing. It is, however, proactively managed and so 
resources and processes are set aside to manage it within the purchasing and 
supply management strategy.

Research undertaken by the Future Purchasing Alliance, which is a team made up from 
leaders in research, education and professional practice, and published in a briefing  titled 
‘Connecting Purchasing & Supplier Strategies to Shareholder Value’, found that their 
research indicates that whether or not purchasing is significantly aligned with overall 
business requirements appears to be the critical factor for purchasing future progress and 
development. It is more important than organisation type, organisational structures or the 
level in the business into which procurement reports.
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An example of tactical sourcing is working with colleagues in marketing and 
sales, providing a bid support activity within fast-moving technological areas.

Notwithstanding the above, CIPS suggests that there should be no 
unplanned or unexpected capital expenditure, as all organisations have  cap ital 
investment plans which purchasing and supply management professionals 
should obtain and incorporate in the strategic sourcing strategy.

If an unexpected requirement is ad hoc, low risk and low value,  purchasing 
and supply management professionals should not be involved with  obtaining 
the requirement anyway. All low-value requirements should have been 
 aggregated into call-off contracts for use by end users; those that are low value, 
yet high risk, are precisely those that require strategic sourcing plans.

Strategic sourcing Strategic sourcing is a core activity in purchasing and supply management. It is 
a complex commercial process requiring extensive knowledge and competence. 
It can be defined as ‘satisfying business needs from markets via the proactive 
and planned analysis of supply markets and the selection of suppliers with the 
objective of delivering solutions to meet predetermined and agreed business 
needs’.

Developing the strategic sourcing strategy is a fundamental part of 
the  purchasing and supply management process. Strategic sourcing is a 
 logical process involving the application of tools by skilled, competent and 
 knowledgeable people; however, developing and implementing strategic 
 sourcing is a functional process.

■	Positioning procurement
The strategic sourcing activity should form one part of the overall purchasing 
and supply management strategy.

1 Positioning of the purchasing and supply management function
The first stage in implementing strategic sourcing is the positioning of the 
purchasing and supply management function within the organisation.

In order to undertake strategic sourcing, purchasing and supply 
 management must be positioned at the appropriate level (senior) within an 
organisation and should report to the board (or via an appropriate board 
 representative) and it must possess suitable human resources.

Strategic sourcing requires the application and interpretation of 
 sophisticated strategic sourcing tools and techniques, such as relationship 
management, by suitably authorised and competent professionals.

In order to sustain the high-level position, resources and influence, 
CIPS recommends that purchasing and supply management  professionals 
 respon sible for strategic sourcing create a suitable governance structure  
so as to:

■	 illustrate where the purchasing and supply management functions sit 
within the organisation, e.g. alongside finance, legal, human resources.
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■	 illustrate the role of the function itself and those people who carry it out – 
the purchasing and supply management function’s terms of reference, 
scope of responsibility and objectives.

2 ‘As is’ analysis
The second and very resource-consuming stage in strategic sourcing involves 
the ‘As is’ analysis stage, which considers the following question: What do 
our customers need and what does the business need?
■	 Spend analysis
■	 Historical usage analysis of goods or services
■	 Supplier positioning
■	 Supplier historical analysis
■	 Transaction cost analysis
■	 Critical nature of products

Future spend analysis
■	 Forward/expected usage of goods and services
■	 Trends in the market

Market analysis
■	 Assessment of the market capability
■	 Analysis of power dependency in supply chains
■	 Analysis of individual marketplaces
■	 Supplier preferencing
■	 Relative positioning of your organisation
■	 Supply chain cost analysis
■	 The nature of the market – appropriate type sourcing strategy – global, 

regional or local
■	 Potential size (and actual size) of the supply base

Several analytical tools are appropriate for this stage, including Porter’s 
five forces, PEST (political, economic, social and technological) and SWOT 
(strengths, weaknesses, opportunities and threats), and the Kraljic ‘supply 
positioning’ tool.

3 Consolidate data and generate options
Once the analysis has been undertaken and supply chains have been 
mapped, the next stage is to consolidate the data and to generate options. 
Although not ideal, where resources are tight, in terms of time and skills 
availability for instance, it is possible to omit some of the analysis stages and 
go direct to the brainstorming of options.

It is good practice to undertake all stages in strategic sourcing, but 
where this is not possible, it is better to attempt some aspects of it than not 
 undertake it at all.

Options should be perceived as ‘baskets of opportunities’. In summary, 
this stage involves brainstorming options to fulfil the requirements, such 
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as  identifying the offering of suppliers and identifying whether there are other 
ways to fulfil the requirement; for example, instead of purchasing PCs, i.e. goods, 
rather purchase a desk-top service, i.e. outsource the PC desk-top provision.

Another example would be instead of buying meters, buy a billing  service 
including meter reading and customer billing. A public sector example 
would be PPP/PFI, which is a sourcing option that can offer value for money 
in appropriate circumstances.

■	Sourcing plans
Once the preferred strategic sourcing options are agreed, these are developed 
into ‘sourcing plans’ which should be innovative and creative solutions to 
the  organisation’s requirements in support of the organisation’s mission and 
 objectives. Strategic sourcing plans should generate work streams, i.e. clear 
 milestones to be achieved with resources such as project teams allocated 
appropriately.

Measurement All strategic procurement, including the design and implementation of sourcing 
plans, should be measured in terms of the benefits they have delivered compared 
with what they were expected to deliver as set out in the original business case.

This might take the form of a post-contract audit, perhaps one year after the 
contract had been let. The findings should be reported to, and discussed by, the 
purchasing and supply management professionals(s) and their sourcing board in 
order to learn from experiences and build on current commercial arrangements.

■	Achieving goal alignment – stakeholder engagements
Below is a suggested five-step process to develop your procurement strategy in 
conjunction with your stakeholders:

1 Assess your current situation, including your company’s culture, 
 organisational structure, people, and organisational maturity together with 
know ledge of your key stakeholders and your current credibility with them.

2 Develop a draft based on the assessment results, ensuring links to company 
strategy and stakeholder needs. In collaboration with stakeholders, set goals 
which address their requirements, use their language and ensure there is 
 internal ownership within procurement.

3 Build buy-in with senior company leaders through workshops and 
 presentations. Document the plan, circulate for final revisions and gain 
demon strable commitment.

4 Execute your plan, ensuring that you gain some quick wins. Measure your 
progress.

5 Communicate the strategy and progress widely. Share credit with the 
 business and keep marketing internally.
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Case study – Premier Foods
Manufacturer Premier Foods succeeded in increasing its profits against a 
 backdrop of falling sales, in part down to improved procurement performance.

‘Procurement gains from working more strategically without suppliers 
 adding to the grocery trading profit.’

The company reported that although sales had fallen, adjusted profit – 
before tax – had grown by 6.4 per cent over the same period.

It has aligned the organisational structure behind the strategy of growing 
its brands.

Premier Foods cut its supplier base to create a more productive relationship 
with its top vendors. It has actually cut its numbers by 11 per cent in the latest 
quarter, and its top 100 suppliers, which represent 45 per cent of its spend, 
have experienced real growth of 33 per cent over three years.

Case study – Local Authorities
Over several years, auditors have commented that it is crucial to align 
 procurement and corporate strategies in order to improve services.

In order to facilitate this, procurement strategies must have buy-in from 
the top level. Procurement often writes a procurement strategy without a clear 
understanding of the corporate strategy.

Procurement is the key link in translating corporate objectives into reality.

Research
Future Purchasing Alliance reports how leaders within organisations must be sought to 
pursue new purchasing strategies, and to incorporate value-creation mapping and best 
practice. It acknowledges the softer skills of persuasion and alignment.

However, another piece of work (Quayle, 2002), a survey of purchasing activities in 
SMEs (small- to medium-sized enterprises) shows some alarming results for strategic 
purchasing. Although issues such as leadership, waste reduction and team working came 
out as high priorities in the firms sampled, purchasing, supplier development, EDI and 
benchmarking came out near the bottom of the list.

Purchasing was ranked 14th out of 19 issues. This is quite astounding given the 
 extensive literature discussed above, which identifies not only the benefits of  effective 
purchasing strategy in terms of competitiveness and adding value for the firm, but 
also that this is essential to compete, survive and grow in contemporary  business 
 environments. It also demonstrates the potential scale of the challenge ahead for 
 purchasing professionals just in convincing their organisations of the importance of 
 strategic purchasing.
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■	Procurement – ‘value added’
The challenge that procurement has is to identify which activities will have 
the most beneficial impact, taking into consideration the specific strategy of 
the organisation, its size and sector. These priorities must be built into the 
 strategic plan, ensuring that procurement has a significant influence, as well as 
 alignment with the overall business strategy.

The areas that ‘procurement’ needs to develop on additional value to the 
supply chain can be:

■	 improvement in the product quality; for example, this could mean that 
there are no product recalls for any of your products;

■	 improvement in the levels of customer services provided, for example, 
the outsourcing and management of call centres to ensure that the high 
 stand ards to the customers are met by a specialised team/company;

■	 reduction in time to market and cycle time, for example, managing a JIT 
 process with key suppliers;

■	 assurance of supply so that there are no time delays for a manufacturing line;
■	 management and audit of suppliers’ CSR;
■	 management of sustainability – a key area for CIPS in the future;
■	 increased new product development, allowing suppliers and procurement to 

work in an environment that allows the development of a creative concept 
for the organisation or a client.

Research
In a survey of procurement practices at 156 large companies, Bain and Company 
(Niezen, Weller and Deringer, 2007) found that 22 per cent of organisations stood out 
significantly from the rest. They had growth rates of over 20 per cent per year and their 
supply management functions seem to be in ‘hyper-drive’. The procurement team at these 
companies were delivering significantly more incremental revenue than their counterparts 
at the lower-performing companies. They were achieving greater reductions in cycle 
lead times and they were much more likely to bring innovation to the company, be it in 
 processes or products, either on their own or working with their suppliers.

The Bain and Company study found that high-performing organisations had 
 ‘reinvented’ supply management along the following lines:

■	 The leaders of procurement and supply management looked and acted differently 
from their more conventional counterparts. They did this by offering higher-volume, 
lower-priced contracts to a select group of suppliers. They fostered new  competition 
for existing suppliers by continually searching for new suppliers and developing 
 alternatives, including in-sourcing.

■	 They performed independent analysis of the market and of suppliers’ cost  structures 
and returns, simulating the impact that greater purchasing volumes can have on 
 per-unit costs. This helped establish sound target prices in advance of any negotiations.

■	 Another characteristic was that they forecast and demanded continuing cost reductions 
year after year.

■	 They also put a premium on speed, quality and flexibility, and assured supply.

The procurement and supply management teams look different in the way that they are 
structured and in their relationship with the rest of the company. They had much more 
cross-functional teamwork.
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The world-class supply management organisations made a point of viewing their 
 procurement and supply management teams as a source of innovation. The study found 
that there was a variety of different approaches to this:

■	 Design products to cost – get involved at the very start of a new concept, because as 
much as 80 per cent of the total cost of a product is determined during the design phase.

■	 Tap supplier knowledge for new and improved products.
■	 Expand the supplier universe in search of innovation. Invite suppliers to a meeting and ask 

them for their innovative ideas on products and how to reduce costs in the supply chain.

The study concluded that today’s supply management at many companies is a complex  
function that is critical to business success, with responsibility for total costs, quality, 
 delivery and innovation throughout a company’s entire supply chain. A sign of the times: the 
strategic contribution of supply management is measured not only in terms of cost  savings, 
the traditional metric, but also increased shareholder value by delivering added value.

Research
A McKinsey global survey of purchasing executives at over 200 companies (The 
McKinsey Quarterly, 2007) found that those setting the pace in purchasing best practice 
differ from ordinary companies along three different ‘talent’ dimensions:

■	 Hire better people in procurement and supply management.
■	 Set clearer performance targets for them.
■	 Create a strong sourcing culture that allows the procurement and supply management 

function to align their purchasing activity with the company’s overall corporate strategy.

The pay-off for those companies was that they enjoyed annual cost savings from their overall 
sourcing efforts that were nearly six times greater than the annual savings of competitors.

The study assessed the performance of the respondents’ companies against recognised 
good practice in procurement and supply management by analysing responses along four 
dimensions:

■	 the capabilities and cultures of purchasing professionals and their organisations;
■	 the corporate structure and systems that support purchasing;
■	 the management techniques and business processes supporting it;
■	 the contribution of purchasers to their companies and the extent of the alignment 

between purchasing and corporate strategy.

Case study – Anonymous
‘An historical focus on cost reduction targets is not sufficient. We will have 
to take full responsibility for developing supply chains that are strategically 
aligned with the business objectives.’

The McKinsey study detailed above highlighted the fact that the 
 high-performing procurement and supply management teams were the ones 
that had the strongest sourcing culture and aligned their activities with the 
corporate strategy.
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■	Critical success factors for procurement added value
There are a number of enablers that need to be in place for a procurement and 
supply management function to implement a value-generating mode:

■	 Existing procurement and supply management skill sets. It would be useful 
to conduct a skills analysis to establish what expertise and knowledge the 
existing procurement and supply management team may have.

■	 Experience of delivering added value ideas, whether this be gained 
from working in another organisation or in a different function of the 
 organisation, where generating added value was actively encouraged.

■	 Definition and agreed measures of value, and ensuring that everyone buys 
into these (from the top down) and that progress is measured against them 
and communicated on a regular basis, for example, quarterly.

■	 Market and category knowledge in the procurement and supply 
 management team. One of the attributes of the high procurement and 
 supply management performers is a deep knowledge of a particular category, 
such as marketing.

■	 Excellent supplier relationships, especially when looking at the area of new 
product development and clear and personable communication with the 
supplier base.

■	 The ability to manage markets, using the skills and the knowledge of an 
experienced procurement and supply management professional.

■	 Thinking about and utilising creative skills when looking at traditional 
 procurement processes and ways of working.

■	 Ability to manage change and transition with suppliers and within an 
 organisation. This may be having project management skills, or the ability to 
manage change on a regular basis.

■	 Being able to be objective when thinking about value generation.
■	 Understanding risk management by closely working with the supply chain, 

the function is able to identify potential risks and implement strategies to 
mitigate vulnerabilities in the supply chain.

■	 Talent development of the procurement and supply management team.
■	 Analytical and problem-saving environment by providing the tools and the 

support to allow the procurement and supply management function to work 
on and develop value-generating ideas.

■	 Continuous development of procurement and supply management practice 
by staying abreast of best practices in the marketplace.

■	 Utilisation and possible flexibility of any e-sourcing systems used.
■	 Strong internal client relationships, to ensure that they buy into any 

 proposed changes in ways of working.
■	 Procurement and supply management managers must participate in 

and often lead the cross-functional teams needed to deliver added value. 
Suppliers’ representatives may even be included in these teams, as well as the 
research and development (R&D), finance, marketing and other departments.
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Research: Roles and responsibilities of  
procurement – CIPS
CIPS considers the key roles, characteristics and objectives of the purchasing and supply 
management function with respect to the implementation and development of a corporate 
strategy:

■	 To ensure that as far as possible procurement strategies are in harmony with the time 
scales and objectives of the corporate plan.

■	 The purchasing and supply management department should be quick to capitalise on 
those occasions when, due to external PESTEL forces, directors are particularly aware 
of the impact that sound purchasing techniques can have on the bottom line.

■	 An effective purchasing and supply management department, staffed by fully qualified 
professionals, is in a strong position to influence corporate behaviour.

■	 To maximise its contribution to corporate well-being, it is essential for all members of 
the purchasing department to have an in-depth appreciation of the strategic objectives 
of the organisation and how purchasing and supply management can contribute to the 
achievement of corporate goals.

■	 Purchasing and supply management professionals should have the ability to analyse the 
corporate plan in such a way that they are able to generate objectives and opportun ities 
for the purchasing department.

■	 Purchasing and supply management professionals possess sound commercial skills 
that can be of benefit to the organisation as a whole, in the development of joint ven-
tures for example.

■	 Purchasing and supply management professionals should in general be supportive of 
change where it can be seen to be of benefit to the organisation.

■	 Effective communication is critical to the success of any strategy.

■	 Development and in-depth knowledge of the supply chain, by working 
closely with the internal clients to understand how the manufacture and 
delivery of goods and services works.

One of the key responsibilities of purchasing and supply management 
 professionals is to be aware of (and if necessary draw to the attention of the 
 relevant people within the organisation) cases where procurement strategies 
are at variance with the time scales of the corporate plan as a whole.

Let us now remind ourselves of some of those which were mentioned earlier 
in the chapter.

■	Examples of corporate goals
These typically include:

For profit-driven organisations:

■	 increasing profitability;
■	 developing the business;
■	 staying independent;
■	 safeguarding the organisation’s future.
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For public bodies or non-profit-making organisations:

■	 achieving improvement and value for money in public services;
■	 promoting democracy and/or political objectives (central and local 

 government);
■	 promoting certain values or causes (e.g. Commission for Racial Equality, 

Countryside Commission, charities);
■	 protecting people (health, social care, armed forces and emergency  

services).

For a company whose goal is to maximise profitability, strategies might 
include:

■	 cutting manufacturing and distribution costs;
■	 removing unprofitable lines;
■	 being lean and mean;
■	 developing new, more profitable products;
■	 transforming unprofitable customers;
■	 selling the existing profitable products into new markets.

An organisation with the primary goal of expanding the business might:

■	 grow through merger and acquisition;
■	 sell existing products into new markets/sell more of existing products in new 

markets/sell new products into existing markets/sell new products into new 
markets;

■	 reduce prices so as to sell more.

A public body whose goal is to achieve improvement in public services 
might:

■	 seek to optimise the use of resources to maximise the benefit;
■	 improve efficiency and eliminate waste;
■	 invest in infrastructure and new technology;
■	 recruit, train and develop its people.

The examples below reiterate some of the typical goals of an organisation 
and  indicate what procurement strategies are appropriate for achieving those 
goals:

■	 Cutting manufacturing and distribution costs. The relevant procurement 
strategy is to reduce supply chain costs.

■	 Cutting out unprofitable lines. The procurement strategy is to negotiate the 
organisation out of existing supply contracts for materials or services that 
support those lines.

■	 Improving efficiency and eliminating waste.
■	 Rationalising support roles so that core activities focus only on clear prime 

objectives. The procurement strategy is to consolidate procurement to 
ensure learning and good practice is shared.
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■	 Summary: Integrating purchasing and supply management with other  
corporate functions

An organisation’s individual functions such as purchasing and supply 
 management, marketing, operations and human resources must generate 
their own objectives that support and align with the organisation’s corporate 
 objectives and strategies. These must also dovetail with each other so that the 
purchasing and supply management objectives align with those of operations.

In essence, purchasing and supply management must be aligned, and 
remain aligned, with the organisation’s corporate objectives.

As a guiding principle, purchasing and supply management professionals 
should accept and encourage change where it can be seen to be beneficial to the 
organisation.

However, it is difficult to keep purchasing and supply management  strategy 
on track when organisations frequently and rapidly change direction. An 
added practical problem is that it takes time to change objectives and so it is 
not unusual for purchasing and supply management strategies to be out of tune 
with corporate strategies.

Such a strategy must therefore be capable of being easily and swiftly 
 communicated, and purchasing and supply management strategies made 
 flexible. In such circumstances, purchasing and supply management 
 professionals should develop a way to document the strategy that is not too 
onerous to change. For example, if the organisation determines that it is in the 
business of bringing new products to market ahead of the competition, then 
purchasing and supply management may have to sacrifice cost savings at the 
expense of focusing on innovation in collaboration with the supply base.

This concurs with the CIPS view that purchasing and supply management 
never was and never could be about cost savings alone. Further, strategies are 
sometimes emergent in that, for example, a supplier generates innovation that 
the buying organisation had not predicted and so has to respond in a strategic 
and opportunistic fashion.

Projects are often considered part of programme management, which, 
as a function, is sometimes external to purchasing and supply management. 
In such scenarios, purchasing and supply management professionals should 
ensure they can contribute to bringing projects to an effective conclusion (i.e. 
on time and within budget).

Strategy development also varies with factors such as the size of the 
 organisation, the sector it is in, the maturity of the organisation and the 
 maturity of the markets in which it operates.

Purchasing is able to make an effective contribution to corporate strategy 
but only if purchasing and supply management professionals ensure that their 
entire team has a detailed understanding of the strategy and that those to 
whom the strategy is communicated are able to understand and support it.

Purchasing and supply management professionals should be able to take the 
corporate plan and dissect it so as to generate objectives for purchasing and 
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Summary

supply management. By being aware of the macro environment, purchasing 
and supply management can remain ahead of the game – in other words, be 
proactive rather than reactive to change.

The purchasing and supply management function needs a range of business 
competencies to ensure that it remains alert to such developments.

The management of emergent strategies is eased by purchasing and supply 
management networking with colleagues, i.e. remaining close to the business.

Summary
 1  The chapter considers growth in the strategic role of procurement, purchasing 

and supply and how an organisation’s view of its business profile develops its 
mission statement, which, in turn, determines its strategies.

 2  Viewing purchasing objectives as a hierarchy, world-class concepts and 
 co- makership principles are at the foundation level, leading up to the ultimate 
objectives of increasing efficiency and profits.

 3  The external environment influences strategy selection. The perceptions of 
managers at all levels, the company culture and experience will influence the 
effectiveness of those strategies adopted. The chapter stresses the need to adopt 
strategies that will develop and maintain competitive advantage.

 4  It is vital that purchasing be well informed on the external environment and its 
influences in order that it can provide effective input as part of the 
 organisation’s integrated planning activity.

 5  We have considered the implications of the term ‘supply chain’, the role of 
 purchasing in upstream and downstream management, and identified  
different types of supply chains.

 6  Aspects of purchasing and supply management within and between 
 organisations have been identified and discussed.

 7  There is no generally applicable organisational structure, as each enterprise 
is  unique. The size of the organisation, the type of market it serves, the 
 technology and processes involved and many other factors will all determine 
the structure.

 8  Systems approaches can be used to explain the development of organisation 
structure. The more integrated the system, the better the chance of success.

 9  The adoption of leading-edge concepts means that purchasing has to extend 
its  involvement down to the levels of supply and up to the final customer, 
i.e.  buyers must become familiar with the total supply chain in order to reduce 
costs and waste.

 10  Organisational structures should be tailored to meet specific needs, taking into 
account the external environment and the objectives and strategies laid out.
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 11  Purchasing activities of a routine nature will be devolved to users, and can be 
outsourced.

 12  Virtual organisations have procurement strategy as their central role.

 13  Ethical and environmental issues and the supply chain have been recognised.

 14  ‘Hierarchy of objectives’ was outlined in detail, emphasising strategic 
 alignment and integration.
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Introduction
Government expenditure on non-pay-related areas covers a vast range of equip-
ment, goods and services: weapons systems, stationery, furniture, uniforms, 
food, capital projects including consultancy services, banking services, infor-
mation systems and services, the management of facilities, as well as medical 
services, road building and maintenance and utilities. This requires an insight into 
the background and context of government procurement and the changing and 
challenging nature of such procurement in the light of commercial best practice. 
It will also require an overview of EU procurement regulations.

Objectives of this chapter
Part A

■	 To appreciate the context and background of public sector procurement
■	 To recognise the distinctive challenges of government procurement
■	 To examine the ways in which strategic procurement best practice has been 

adopted and adapted within major public sector organisations, such as police, 
National Health Service (NHS) and Ministry of Defence (MoD)

Part B

■	 To appreciate the EU procurement directives
■	 To outline the main provisions of the directives
■	 To outline the main changes introduced in the revised EU directives (2000)
■	 To outline the main changes introduced in the revised EU directives (2006)
■	 To outline the main changes introduced in the revised EU directives (2014)

3
Public sector procurement
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Part A 

Context of public sector procurement
Initiatives and policies such as market testing, contracting out, private finance 
initiative, competing for quality, NHS internal market, facilities management 
and partnering all affect how equipment, goods and services are procured 
within government and the public sector. They help to shape the approach to 
the market, the preparation of the specification and evaluation of the most eco-
nomically advantageous tender followed by pertinent relationships in order to 
meet the requirement. However, in order to appreciate this contextual setting 
it is useful briefly to consider the background to the current public sector pro-
curement environment.

Historic background

The government’s first major statement on procurement strategy was set out in a 
report to the Prime Minister in 1984, Government Purchasing: A Multi-department 
Review of Government Contract and Procurement Procedures (Cabinet Office, 1984).

[To] provide the accounting officer, and through him Parliament and the taxpayer, 
with value for money from expenditure on procurement. (Cabinet Office, 1984: 
Para. 1.4)

In May 1995, the government published its second procurement strategy 
in the form of a white paper, Setting New Standards: A Strategy for Government 
Procurement (HM Treasury, 1995). This identified ambitious proposals for the 
public sector, including:

■	 seeking to develop world-class professional procurement staff;
■	 seeking to introduce best practice in terms of whole-life cost savings;
■	 highest-standard benchmarking;
■	 cooperative relationships with contractors and suppliers within the con-

straints of competition;
■	 the promotion of continuous improvement (Kaizen).

This recognised that since the mid-1970s the influence of Japanese manage-
ment philosophies and their subsequent derivatives have had a consider-
able impact on the survival and profitability of commercial organisations. 
Approaches such as JIT, TQM, the recognition of the importance of customer–
supplier relationships, the increasing strategic significance of supply chain 
management and the adoption and adaptation of lean and agile concepts 
have all had major impacts upon the commercial sector. The beneficial effects 
of these, within the public sector, could not be ignored, and government 
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departments, local authorities, the NHS and others have been keen to utilise 
these within their need for public accountability.

Once again a primary objective was stated as being the achievement of value 
for money. The strategy went further, though, in providing a definition of best 
value for money, namely:

The optimum combination of whole-life-cycle costs and quality to meet the 
 customers’ requirements. (HM Treasury, 1995: 2–3)

In 1998, Peter Gershon, Head of the Office of Government Commerce, 
reviewed:

Civil procurement in Central Government in the light of the government’s objectives 
on efficiency, modernisation and competitiveness in the short and medium term. 
(Gershon, 1999)

Gershon echoed the previous reviews, particularly regarding the primary 
objective of government procurement being the achievement of value for 
money.

From the above it is clear that delivering best value for money is accepted 
as the primary UK public sector procurement objective. Amazingly though, 
for a strategic objective at public policy level, no clear guidelines existed. The 
National Audit Office (1999) has, however, sought to remedy that situation 
through articulating value for money principles, namely:

■	 have a procurement strategy;
■	 plan early and agree requirements;
■	 actively manage contracts;
■	 think about the supply chain;
■	 seek continuous improvement;
■	 monitor performance.

Telgen and Sitar (2001) conclude that it is possible to generalise for every type 
of organisation that value can be added by the procurement department 
through:

■	 better contracts;
■	 improved purchasing efficiency;
■	 customer satisfaction (improved quality and service);
■	 closer and more cooperative relationships with suppliers;
■	 reduced costs, improved quality and time to market (as a result of being 

involved in the new product design process).

■	Public accountability
Considerable sums of money are spent annually in the public sector on goods 
and services. The procurement of these is for the good of the population at 
large and the expenditure that is incurred is, in effect, the taxpayers’ money. 
Public sector buyers are accountable to the public whose money is being spent,  
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including disappointed tenderers and potential suppliers. They must produce  
 procedures and practices that will stand up either to scrutiny during  
government audits or to the challenge through the courts of any purchasing 
decision that has been made. A primary purpose of public accountability is to 
prevent abuses of taxpayers’ money. A secondary purpose is to let it be seen 
that any such abuses have been prevented.

■	General principles of government procurement
The approach that has been taken for many years within the public sector can 
be summarised as follows:

■	 Purchasing should be based on value for money.
■	 Competition should be used to acquire goods and services (unless there are 

convincing reasons to the contrary).
■	 There should be clear definition of the roles and responsibilities of personnel  

involved in specifying the need, giving financial authority and making  
procurement commitments.

■	 There should be separation of the financial authority and the purchasing 
authority.

■	 There should be separation of duties between personnel who make 
 contracts, those who receive the goods or services and those who authorise 
payments.

■	 Requirements above a certain financial threshold are normally required to be 
advertised in accordance with EU regulations on public procurement.

■	Value for money
There was a widely held belief that government and public sector procure-
ment decision making is based upon ‘the lowest price’. This is not now 
the case. Purchasing decisions must be made on the basis of best ‘value for 
money’ criteria. This requires a consideration of many factors, including, for 
example:

■	 costs over the lifetime of the goods or services;
■	 status and standing of suppliers;
■	 exact details of equipment, goods or services offered;
■	 financial aspects, including payment terms, basis of contractual price, 

 transport, etc.;
■	 operating costs;
■	 extent of support through life;
■	 assistance with disposal, etc.

As Behan (1994) has pointed out, the real value for money question is: ‘How 
much will the item or service purchased cost to own and use?’

M03_BAIL6016_11_SE_C03.indd   115 4/9/15   6:48 AM



Chapter 3 • Public sector procurement

116

Targeting optimum value in public sector projects is best achieved through 
‘best value’ focused contractor selection.

The best value concept is ambiguous and there may not be a commonly 
agreed definition for ‘best value’ (Palaneeswaran et al., 2003), as shown in 
Figure 3.1. When selecting a ‘best value’ proposal the public clients should  
carefully balance the procurement objectives and ‘value for money’ within the 
constraints of public procurement principles and governing rules/regulations 
in a public accountability framework.

■	Tensions
Procurement of equipment, goods and services for the government and the 
public sector generally is complex. On one hand there is a need to ensure best 
value for money on behalf of the taxpayer, and the need to ensure that the 
processes to achieve this are fair and open to scrutiny. On the other hand there 
is considerable pressure to make savings (especially in the light of constantly 
reducing budgets) and to utilise some or all of the best practice philosophies 
mentioned earlier. This has led to many challenges for those undertaking  
procurement. Many observers will comment that procurement in the public 
sector is about following procedures and yet, many say, if the procedures are 
followed then innovation and improvement in cost performance (in line with 
commercial best practice) can be stifled.

■	Professionalism in public sector procurement
In order to ensure public accountability, yet to gain optimum impact through 
the use of commercial best practice, there is a need for professional training 
and education of those personnel responsible for the strategic direction and 

Figure 3.1  
Variables 
contributing to the 
best value concept
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practical application of procurement action. Professionalism can only come 
from a full understanding of all the issues involved, a sound knowledge of the  
legal and commercial aspects and the confidence to make decisions that  
effectively balance these tensions.

UK National Health Service (NHS)
A decision was made to outsource the work of the NHS Logistics Authority and 
much of the buying done by the NHS Purchasing and Supply Agency (PASA) to 
German supply chain firm DHL and its subcontractor, US health-care company 
Novation.

The deal is expected to recoup £1 billion over its 10-year lifetime. Under the 
new agreement, DHL will manage the entire supply chain. If they can deliver 
leverage they can not only use it to get lower prices but also it becomes more 
attractive for suppliers to work with them. Previously, that was not happening 
across a range of products, as suppliers were going round the trusts and doing 
separate deals. They now need to work over time to get more commitment 
from the customer base so that they can work with them to deliver long-term 
value.

Elsewhere, areas such as IT and stationery, which have a large number of 
suppliers, will be rationalised. Through the DHL-managed catalogue, suppliers  
have their products presented to 80,000 ordering points in the NHS. It is 
believed that the innovative contract will radically improve performance and 
cost in the health service and that it will in effect create strategic procurement 
in the NHS for the first time.

Less than £1 billion of the £3.7 billion spend is currently supplied through 
the central channel. Reverse e-auctions carried out for hospitals averaged 
a 25 per cent saving in price against delivered prices from the NHS Logistics 
 catalogue. If that can be done with individual hospitals in isolation, then with 
the volumes being bought DHL should be able to make bigger savings.

Case study – How the NHS supply  
chain works
During the eight years that DHL has operated the NHS Supply Chain con-
tract, there has been a significant increase in volumes, up to 4.6 million 
orders per year, and the sales value has increased from £850 million in 2006 
to over £1.51 million of transacted sales in December 2014. NHS Supply Chain 
has increased its range of products into areas such as implants and theatre 
products to meet customers’ needs whilst rationalising the overall size of the 
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UK Metropolitan Police procurement
The London Metropolitan Police force has 44,000 staff supported by a £500 
million annual procurement budget, managed by the Metropolitan Police’s 
procurement department, comprised of 50+ staff.

Yet until the authority was created as part of the Mayor of London’s remit 
in 2000, its procurement policy barely existed. Goods were purchased on price 
alone, procurement officers handled orders as they arrived without any market  
specialisation and only three out of the 40 staff had CIPS qualifications. 
They had to introduce processes and procedures, training and development, 
tools and techniques that delivered best value for the authority. Staff were  
encouraged to gain CIPS qualifications.

Before the authority was established, procurement staff simply handled 
orders as they arrived, often with no prior warning, and did not have any 
 particular familiarity with specific markets. Now staff specialise in one or 
two market areas and are switched around every 18 months or so to gain 
experience in other commodities or services. It has moved them from sim-
ply doing what they are told to knowing they have a valuable part to play 
in strategic decision making and operational delivery. They have cut their 
2000 suppliers by 30 per cent, buying from longer-term, ‘higher value’ rela-
tionships.

An example of improvements is as follows: for yellow waterproof jackets, a 
40 per cent saving was delivered by aggregating their own requirements. In the 
police environment, availability and performance of equipment come first – 
operational support and quality are paramount and only then do they think 
about saving money.

catalogue from 600,000 product lines to 315,000 to help the NHS organisa-
tion purchase products more efficiently. It has achieved its aim of delivering  
£1 billion worth of saving back to the NHS.

NHS Supply Chain has identified new approaches to purchasing capital 
medical equipment, as well as becoming the NHS’s largest home delivery ser-
vice. It also provides value added services as the UK Government’s pandemic 
plan provider and planning for large-scale events.

NHS Supply Chain is operated by DHL as Agent of the NHS Business 
Services Authority. It supports the National Health Service (NHS) and other 
healthcare organisations in England and Wales by providing end-to-end sup-
ply chain solutions. NHS Supply Chain manages the sourcing, delivery and 
supply of healthcare products and food for over 1,000 NHS trusts and health-
care organisations.
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They have begun to put in place contracts that give them clear performance 
measures and improvement targets. They used to buy always on lowest price. 
Now they use the whole-life costing approach.

The Ministry of Defence (MoD)
The MoD buys a vast array of equipment, goods and services, spending nearly 
£10 billion annually. However, because it had not undergone the changes 
that affected the other public sector organisations, it still operated without 
having fully taken on board many of the ideas and concepts discussed earlier, 
still working in a bureaucratic manner in respect of tendering, contracting  
and commercial relationships. Kincaid (1999, 2002) christened it a ‘dinosaur’. 
In many ways, the MoD could be seen as the last bastion of the ‘old way’ of 
procurement within the government and public sector. Yet it encapsulates  
all of the key aspects mentioned earlier and because it buys all manner of 
equipment, goods and services (from warships to grass-cutting equipment, 
medicine to consultancy services, food to fuel, etc.), it is an excellent  example 
of how a major public sector organisation can recognise, adopt, adapt and 
develop new ideas and concepts within a rule-bound environment, and 
 produce considerable savings in respect of value for money on behalf on the 
taxpayer. The following section will give an insight into the background and 
introduction of the new initiative at the MoD.

■	Procurement in the Ministry of Defence
The Strategic Defence Review (MoD, 1998) introduced a new philosophy, 
known as the ‘Smart Procurement Initiative’ (and subsequently renamed 
‘Smart  Acquisition’ in order to recognise an integrated, holistic, whole-life 
 perspective), which brought a renewed focus on gaining value for money in the 
defence environment. This was to be achieved by bringing best practice from 
the commercial business world into public sector bureaucracy (MoD, 1998). 
This reflects the view that this was the ‘new public management’  environment 
to which the entire public sector had been exposed. This, in turn, follows 
 legislation that allows greater competition for professional services in the 
 public sector and this is particularly manifest in the search for greater  economy, 
efficiency and effectiveness. In essence, like the rest of the public sector, the MoD 
had to improve financial performance, especially in respect of procurement. 
There has been a need therefore to ensure that personnel, who have been 
 operating under the old regime and approach, are now able to work effectively 
in the new environment. This has required a cultural change; indeed a new 
‘mindset’ (Moore and Antill, 2001) has been identified as a key to developing 
personnel and bringing about performance enhancements.

In many ways defence procurement is a reflection of the public  sector 
 generally with its bureaucracy and the need for public accountability, yet 
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this is the same environment into which this new philosophy is to bring 
its  commercial ethos and approach. A key defining feature,  however, 
of the  public-sector-based defence procurement environment is that if 
 commercialism is not introduced optimally, deaths could result.

■	Defence acquisition environment
The defence acquisition environment now encompasses a number of  functional 
entities; it is spread across a number of management processes and is subject to 
considerable political, social and economic pressures. It also includes commercial 
organisations (as contractors and suppliers).

Within this environment there is the need to ensure that equipment, goods, 
supplies and services are effectively and efficiently specified, procured and 
 subsequently supported in service (and ultimately disposed of) so that the armed 
forces can be effective in all activities that they are required to undertake.

In essence, the acquisition environment encompasses those who  consider 
the capability required of the armed forces (specification), those involved in 
converting the specification, or requirement, into tangible  equipment, goods, 
supplies and services (procurement), and those involved in  ensuring that 
such equipment is supported with supplies, goods,  services,  maintenance, 
etc. (support). The specification element can be classified as Customer One, 
while the support element and ultimate user can be  classified as Customer 
Two. The link between these differing classifications of  customers is the  
procurement element (see Figure 3.2).

Additionally, at each stage there will be the involvement of, and relationships 
with, a range of commercial organisations (from small and medium enterprises 
to large multinational, private and publicly owned  businesses).

Customer One (specification) broadly equates to equipment capability, 
Customer Two to the Defence Logistics Organisation and front-line commands 
(support) and the link between them as the Defence Procurement Agency 

Figure 3.2 
The defence 
acquisition 
environment
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(procurement). The defence industrial base (commercial organisations) can be 
involved, to a lesser or greater extent, in all areas.

Nonetheless, this is further complicated by the Customer Two area, under 
the mantle of support (and bearing in mind that support projects and activities 
can last for many years), having considerable scope to buy equipment, goods, 
supplies and services (i.e. procurement) in its own right.

■	Previous emphasis and approach
The Strategic Defence Review (SDR) was preceded by reforms introduced by Sir 
Peter Levene as Chief of Defence Procurement (CDP) in 1981, which looked 
at value for money in defence procurement with an emphasis on competition.  
This theme of ‘competition’ is a recurring one and has driven much of the 
changes to public sector expenditure, and thus procurement, from the  
mid-1980s through to the present. Hence, even though governments have 
come and gone, public sector policies continued to seek competitive means 
of gaining improved efficiencies against a background of budgets that were 
 constantly being decreased.

Nevertheless, the experience (for commercial organisations) of  dealing 
with the MoD had remained markedly unchanged, the culture  characterised 
by ‘an excess of bureaucracy, slow decision-making and a belief that 
 procedure (rather than innovation or judgement) would deliver value 
 for-money’ (Boyce, 2000: 1).

This was always justified by the blanket explanation that such  features 
are a necessity in order to provide (or as a result of) public accountability. 
However, rigidly following these characteristics would constantly result in 
 disappointment and criticism from the National Audit Office (NAO) in its 
 regular reviews of MoD major projects, due to the unending problems (delay, 
poor performance and cost overruns) and frustration at the intractability of 
such problems. This had been exacerbated within the defence industry where 
there was inherent conservatism, inefficiencies which had developed during, 
and carried on after, the ‘cost-plus’ contracting and Cold War eras, and a ten-
dency to lay the blame squarely with the MoD (Boyce, 2000).

■	Failures of the ‘old’ approach
The system was failing because there was no clear customer focus within the 
MoD and the system was effectively broken up into a number of linked but 
separate phases (such as defining the requirement, researching  potential 
 technology, management of the project and supporting the project once 
it was in service) managed separately within the MoD, making an effective 
 through-life management approach impossible. Other key problems were:

■	 Insufficient resources being made available in the early stages of the 
 procurement project, meaning that important decisions had to be made 
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with inadequate information and understanding of the risks involved, often 
resulting in a need for greater expenditure at a later stage.

■	 Procedures were not inherently flexible enough to cater for the fact that they 
had different tasks to carry out.

■	 Delegation of authority was inadequate at all levels and stages of the life 
cycle.

■	 The process for approval of project expenditure was inherently cumbersome 
and caused delay and inefficiencies.

■	 Incentives available to the stakeholders were ineffective, and innovative 
 contracting solutions that could have led to improvements were discouraged 
as they fell outside the bureaucratic rigidity of procedural guidelines.

These criticisms effectively undermined procedure and policy that had been 
in place for over a quarter of a century. With so many  agencies and  individuals 
involved with the procedures and processes before, let alone after, the letting 
of a contract, there were problems with  communication,  co-ordination and 
coherence. (Some of the organisations were: the  service user, Operational 
Requirements branch, sponsors, scientific adviser,  scrutinisers, budget- 
holders, research establishments, test and  trials  establishments, policy 
 advisers, legal advisers, accountants and the Contracts Branch – and this only 
represents officials within the MoD.) The old  functionally based approach, 
which contained disparate processes,  insufficient resources at an early stage, 
a lack of flexibility and inadequate delegation, made it very difficult for the 
commercial sector to know how best to deal and communicate with the MoD 
as a customer. A wide variety of  personnel would interact with each other at 
differing levels, often with  divergent results, inevitably impairing ultimate 
 performance (Boyce, 2000).

■	A new approach
Arising from this, an organisational review, carried out as part of SDR, 
 identified the need for change by highlighting problems with the then defence 
procurement system:

■	 Defence projects continued to incur both cost and time overruns  (exceeding 
by large margins performance targets that had been agreed between the 
MoD and the Treasury as part of the MoD’s forward expenditure plan).

■	 Defence equipment in general had become more complex and diverse, 
requiring more flexible and shorter acquisition procedures.

■	 The new defence environment meant that the UK armed forces faced more 
diverse and wide-ranging threats, which required the new technology to be 
introduced faster.

■	 The MoD needed a new basis for its relationship with industry, built not on 
competition that saw possible suppliers as adversaries, but rather as possible 
partners working together for mutual benefit (as with the increasingly accepted 
philosophy in the private commercial business sector).
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Commercial organisations supported the need for change. Delays and cost 
overruns in projects both before a contract is awarded and after it is awarded 
severely compromise a procurement project.

■	Smart procurement/acquisition
Specific aims of smart acquisition are:

■	 To deliver projects within the performance, time and cost parameters 
approved when the major investment decision is taken.

■	 To install a procurement process that acquires military capability in a 
 progressive way, at lower risk and with the optimisation of trade-offs 
between military capability, time and through-life cost.

■	 To reduce the time taken for new technology to reach the front line where 
it is needed to secure military advantage and industrial competitiveness. 
(MoD, 2002.)

A subject as diverse and as complex as defence acquisition needs a suitable 
organisational structure, the ability to manage corporate knowledge and 
the retention of a suitable skills mix. Within the new philosophy a more 
 co-ordinated and focused approach that achieves this can be enabled. It is 
 predicated upon a matrix-based integrated project team structure that cuts 
across functional boundaries and focuses upon processes. The overall strategy 
leading to relevant processes and organisation is shown in Figure 3.3.

The key features of smart acquisition are:

■	 The process adopts a whole-life approach, embodied in the IPT, that brings 
together the main stakeholders in the project.

■	 There is a clearly defined set of customers for the IPT. This necessitates a 
central customer (Customer One) within the MoD that is organised around 

Figure 3.3 
Smart acquisition 
strategy

(Source: Adapted from Boyce, 2000)
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capabilities, and provides funding and a clear and consistent direction to 
the IPT through all the phases of the procurement cycle. The second customer 
(Customer Two) acts as a customer for the equipment when it is in service.

■	 A greater willingness to identify, evaluate and implement trade-offs between 
performance, time and cost.

■	 A more open and relaxed relationship with industry that is based on the 
principles of partnering and the identification of common goals and 
 opportunities for gain-share that is underpinned by competitive contractor 
selection if this will provide value for money.

■	 The introduction of new, shorter procurement processes.
■	 Empowerment of the IPT to undertake procurement decisions based upon 

commercial judgement in line with public sector guidelines.
■	 Projects have procurement time scales that are sharper and have a simpler, 

streamlined process for approval.
■	 A larger percentage of investment being undertaken earlier in the  project 

in order to reduce risk before binding parameters are set with regard to 
 performance, cost and time.

■	Professional culture change
In order to be successful the culture of both the MoD and industry must adapt 
to the new philosophies and practices. It has been suggested (Boyce, 2000) 
that those who are likely to make the most effective contribution to smart 
 acquisition share the following beliefs and values:

■	 an understanding of the customer and the customer’s needs and a 
 commitment to fulfilling their needs on time and to cost;

■	 a commitment to deliver a strong level of performance as a result of  effective 
project management and monitoring a project’s progress against a set of 
agreed target milestones;

■	 a desire to work closely with fellow team members (among others),  valuing 
the diversity within the team and understanding the different roles 
 colleagues will have and contributions they can make;

■	 a willingness to share ideas, thoughts and data and to overcome problems 
when they occur;

■	 a commitment to challenge conventions, rules, procedures and dogma 
and not hide behind the rules when it is convenient and be satisfied with 
 taken-for-granted performance standards.

These cultural issues posed a considerable challenge to the successful and 
 sustained development of this new approach for defence procurement. In 
effect, following the similar changes that have been introduced into areas of 
both private and public sector organisational life, there was a requirement to 
‘re-engineer business processes’. This has not proved easy within the private 
sector generally but has been particularly difficult in the public sector. For 
the MoD, many Civil Service personnel were brought up in a culture that 
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emphasised compliance with procedure rather than the conviction that the 
customer’s needs come first, while the culture of the armed forces personnel is 
one of hierarchy and acceptance of orders rather than questioning of activities 
or reasoning of decisions.

Further, team working is a challenge with which the new organisational 
structures have had to cope. Tensions between various parts of the MoD 
 structure have existed in the past (including inter-service rivalry), caused 
by conflicting interests, differing agendas, misunderstanding and ‘blame 
 avoidance’. However, not only have teams been effectively set up with 
 personnel from  different areas of the MoD, but contractors have also been 
included within the teams.

Movement to a joint team-working approach is being built upon the 
 development of mutual trust and confidence, underpinned by contracts that 
encourage co-operation. These are the very tenets of commercial best  practice, 
which had its origins in the Japanese philosophies that commenced with 
 ‘just-in-time’ and now are inculcated within most of the government initiatives 
such as partnering.

■	The integrated project team (IPT)
The role of the IPT is central and crucial to the success of smart acquisition; 
it is widely drawn and has a wide area of responsibility. The ethos behind the 
IPT is that it focuses on the whole-life management of a project (known as 
the  CADMID cycle, i.e. Concept, Assessment, Development, Manufacture, In 
 service, Disposal – often referred to as ‘cradle to grave’ life-cycle management). 
Membership of the IPT draws in many stakeholders, bringing together large 
numbers of highly skilled, highly trained and motivated personnel who focus 
upon the management of achievement and not upon procedure.

The working practices between the IPT and the customer are laid out in a 
customer–supplier agreement, which records as a minimum the expected 
 levels of performance, in-service date and cost parameters and the range within 
which the IPT leader can work. In line with commercial best practice, there 
is considerable emphasis upon the (internal and external) customer–supplier 
 relationship.

Typically, it is expected that the core members of the IPT are likely to have 
skills in the following areas (Boyce, 2000):

■	 requirements management;
■	 project and risk management experience;
■	 knowledge of project engineering and technical, quality and reliability 

expertise;
■	 experience in integrated logistic support (ILS) management as well as the 

 traditional equipment support functions;
■	 knowledge and experience of commercial management;
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■	 knowledge of financial management;
■	 secretariat skills;
■	 general industrial and commercial expertise.

People bringing skills in each of these areas will have an important part to play, 
but their exact contribution and relative importance will vary between the 
 different phases of the project’s life cycle. (On occasion the IPT will draw on 
experience, skills and competencies from beyond those included within the 
core of the team.)

Part B 

The EU and procurement
All procurement made within the public sector should follow the EU’s Good 
Procurement Practice guidance, which advises:

■	 a set of clear and concise objectives;
■	 a full understanding of the market and the law;
■	 a clear specification;
■	 good sourcing and careful consideration when choosing suppliers, service 

providers and contractors;
■	 well-considered award criteria;
■	 effective contract management;
■	 a sound supplier and contract performance review process.

EU competition procurement cycle for goods and services
The EU procurement cycle is shown in Figure 3.4. The objective is to ensure 
that a contractual relationship is formed with the most suitable supplier of 
goods or services in the market.

Practice note
The MoD has a £6 billion programme to build the British Army’s next generation of 
air-portable armoured vehicles. The Defence Procurement Agency has announced that 
technology consultants will play a key role in providing an objective view of the choices 
available. This is a major departure from the traditional approach of dealing directly with 
competing manufacturers.
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EU procurement directives

■	Origins of the European procurement law
The underlying legal basis for the EU procurement directives are contained in 
the Treaty of Rome, March 1957. The main principles of this Treaty that carry 
through to the procurement directives aim to:

■	 increase the transparency of procurement procedures and practices 
 throughout the community;

■	 aid the free movement of goods, services, capital and people between 
 member states;

■	 develop effective competition for public sector contracts;
■	 standardise specifications;
■	 provide advance information of procurement needs to the marketplace.

European directives become directly applicable to all member states from their 
date of implementation, but are translated into national law as Public Sector 
Procurement Regulations that have the same meaning as the original law. 

Figure 3.4 The EU procurement cycle
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The European Commission sets a time frame within which such ratification 
must occur. As a result, any public sector purchasing decisions that violate the 
Treaty may be challenged in the European Court of Justice by the European 
Commission or by a member state through the national court system.

The General Agreement on Tariffs and Trade (GATT) has had an impact 
upon the effects of this legislation on particular entities of the public sector. 
This agreement identified a series of entities which were included as those 
that must follow the full rigour of the EU procurement law. The GATT agree-
ment was designed to establish an international framework of rights and 
 obligations with respect to government procurement, and with a view to 
achieving  liberalisation and expansion of world trade. (It thus had a lot in com-
mon with the procurement directives that were to follow.) This  agreement has 
been superseded by the General Procurement Agreement derived from a more 
recently designated worldwide organisation – the World Trade Organization. 
Nevertheless, the original parameters set by the GATT  agreement in respect 
of identifying those entities that should follow the law still have effect. All 
 government departments and their agencies, local authorities and health 
trusts are mostly subject to this legislation. A complete revision of the 
range of  procurement directives is planned, which will no doubt reflect the 
 development of various newer entities brought about through changes to  
the public sector’s organisation and structure.

It is clear that the impact of the European Union’s directives has been 
far-reaching across the public sector. Heads of procurement organisations 
 (contracting authorities) have been given the responsibility of ensuring 
 compliance with the directives throughout their organisation, a task which has 
been particularly difficult in those departments where the purchase of goods 
and services has been fragmented.

In those areas where planned and systematic approaches to procurement 
do not yet exist, there is a danger that the directives are seen as a burden rather 
than a means of achieving better overall value for money. The procurement 
directives are having an effect on the organisational structure of procurement 
and supply units across government departments as a whole as they wrestle 
with the massive obligation to co-ordinate, aggregate, plan and forecast need 
over longer and longer periods of time. The EU directives tend to operate best 
within a co-ordinated structure such as a centralised, commodity procurement  
group or satellite configuration. Decentralised procurement structures work 
less well since there is not the scope for the necessary co-ordination and  
management across the departments and agencies.

■	Enforcement of the directives
As a result of implementing the obligations of the compliance directive into 
UK law, aggrieved suppliers and service providers can take action against 
 non-compliant contracting authorities in the courts of the UK. They may take 
the form of, for example:
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■	 claims arising from a company’s belief that they would have been awarded 
the contract had the procurement process been properly conducted, e.g. the 
use of discriminatory specifications;

■	 claims that the Official Journal of the European Communities advertisement 
was improperly worded, leading to failure of the company to respond;

■	 claims that the company was improperly excluded from the procurement 
process, e.g. by the use of unfair evaluation criteria.

■	Definitions of public supply, services and works contracts
It is important to be aware of the various types of contract and their 
 relationship to procurement practices and EU directives.

Public supply  
contracts
 A public supply contract is when the buying authority engages a  contractor 

(the service provider) to provide services. There are two categories of  services: 
Part A, priority services (to which the services regulations apply in full), 
and Part B, residual services (where the tender is subject to only some of the 
 requirements in the regulations, e.g. technical specifications, publishing of  
the contract post-award and making statistical reports to the Treasury).

Public works 
contracts
 A public works contract is where the contract is for civil engineering or   

building works or where the contracting authority engages a third party to 
carry out work corresponding to specified requirements on their behalf.

 Works concessions contracts are works contracts where the consideration given 
by the buying authority consists of, or includes, the right to exploit the work or 
works to be carried out under the contract.

Work concessions  
contracts

 Subsidised works contracts are works contracts awarded by a body other than a 
public authority for certain types of works where a public authority contributes 
more than half the cost.

The distinction between ‘work’ and ‘works’ used within the Public Works 
Regulations has been explained as applying to contracts that involve  building 
and civil engineering activities whether in the form of a specific service, 
i.e. a ‘work’ – e.g. painting, or in the form of a series of services leading to  
the  completion of a work that has an economic or technical function, i.e. 
‘works’ – e.g. the construction of a building.

Subsidised works 
contracts

Design contests Design contests are procedures for obtaining plans or designs that involve 
a jury panel and offer prizes or payments or that may lead to the award of a 
 services contract.
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The main provisions of the directives in relation to contracts
The provisions relating to contracts do vary from directive to directive in some 
aspects. However, the following section outlines the main elements of the 
directives:

■	 thresholds;
■	 aggregation rules;
■	 advertisements;
■	 procurement procedures;
■	 technical standards and specifications;
■	 evaluation criteria

– supplier’s or service provider’s appraisal;
– supplier’s or service provider’s bid;

■	 contract award.

■	Thresholds
The proposed tender will fall within the procurement directives if the 
 estimated value is greater than the prescribed threshold. The threshold is 
 calculated and revised bi-annually. All threshold figures are exclusive of VAT. 
The directives provide guidance on how to estimate the value of proposed 
 tenders. These are referred to as aggregation rules.

■	Aggregation rules
The method of calculating the value of the proposed services and supplies 
 contracts depends upon the type of contract that is to be used. The rules 
 generally offer four types of contractual procurement circumstances and, 
alongside each, a method of calculation relating to that circumstance is given.

■	 If the contract is for a one-off purchase, then estimate the total value 
 including all component parts, transportation costs, installation and 
 commissioning, etc.

■	 The value of a series of contracts, or repeat orders, for the same or similar 
‘products’ should be estimated over a 12-month span (either historically or for 
the future). The requirement cannot be disaggregated to avoid the regulations.

■	 Fixed-term contracts should be estimated for the full duration of the 
 expenditure over the three years that represent the estimated amount. 
Similarly, if a contract is fixed for one year with two further year options to 
extend, then it is the three-year figure that should be taken as the estimate.

■	 For a series of contracts for an indefinite term or uncertain period, the total 
value should be calculated by multiplying the estimated monthly value by 48.

■	 Where there is a single requirement for services, and a number of service 
contracts have been or are to be entered into, then the total value of all 
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the individual contracts may be removed from the total contract (if each 
 contract is valued at less than €80,000 and taken together they represent less 
than 20 per cent of the total overall valuation).

Aggregation rules that apply to public works contracts use similar principles. 
The estimated value applied for such contracts is the estimate of the value of 
the whole works contract.

■	Advertisements
There is a requirement for the majority of EU procurements to be advertised 
in the Official Journal of the European Communities (OJEC) to comply with the 
aim to provide advance information. The Official Publications Office of the EU 
 normally has 12 days in which to publish the notice in the OJEC supplement, 
starting from the date of dispatch of the notice from the contracting  authority. 
(As well as appearing in the OJEC supplement, tender notices are accessed by 
subscribers to the Tenders Electronic Daily (TED) database.) There are three 
kinds of advertisement that could be applied.

 These have to be issued in respect of both supply and service requirements. It is 
required that:

■	 Notices are published at the commencement of the financial year or as soon 
as possible after forming the intention to procure.

■	 Only one notice must be published for the specific ‘product’ for each 
 contracting authority.

■	 Notices contain the total estimated contract value of the requirements for 
the coming 12 months.

■	 Notices must be issued where total estimated requirements equal or exceed a 
threshold.

Pre-information 
notices

 If the estimated value of a contract requirement is equal to or exceeds the 
 relevant threshold then the anticipated contract in the majority of cases has to 
be advertised by the contracting authority using one of these notices.

Individual contract 
notices

 It is the requirement of the EU procurement directives that a contract award 
notice is published no later than 48 days after the date of the contract. 
Furthermore, a contract award notice is required for any contract falling within 
the provisions of the directives even if it was not originally advertised in the 
OJEC. This applies whichever procurement procedure has been followed. The 
details to be published in the OJEC supplement include: 

■	 The contract award criteria.
■	 The name and address of the selected supplier.
■	 The nature of the goods or services.
■	 The contract price or range of prices tendered.

Contract award 
notices
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■	Procurement procedures
There are three main types of European procurement procedure that can  
be chosen by a contracting authority, the open procedure, the restricted 
 procedure and the negotiated procedure. The opportunity exists to accelerate  
two of the procedures in circumstances of extreme urgency outside the 
 contracting authority’s control.

The open procedure The open procedure is generally used where the contracting authority 
 anticipates that competition is likely to be very limited because of the few 
known available suppliers or the specialist nature of the goods or service. The 
use of the open procedure increases the level of interest and competition to 
the maximum available, since all interested suppliers are invited to tender. The 
 procedure is represented in Figure 3.5.

Figure 3.5  
Flow chart showing 
the process of the 
open procedure
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 The restricted procedure has a two-stage process and, as the name suggests, 
restricts the number of competitors that the contracting authority permits 
to enter the competition. This is the procedure most commonly used by UK 
 government departments for their supplies and service requirements.

The open and restricted procedures have been placed on the same  footing 
as each other, so as to provide a free choice for contracting authorities to 
use either of these procedures. The open procedure has high resource and 
time implications; the restricted procedure aids the minimisation of such 
 implications through the ability to select those it is felt most suit the criteria 
and legitimately reject the rest.

Under the restricted procedure, a tender notice advertising the requirement 
is dispatched and published in the OJEC supplement. Interested suppliers 
will then notify the contracting authority of their interest. Under the open 
 procedure all of these will be invited to tender. Under the restricted procedure 
the contracting authority will select from among the interested parties those 
who may submit tenders.

With the normal restricted procedure, a prescribed minimum period 
of 37  days is set aside from the date of dispatch of the tender notice to give 
interested suppliers sufficient time to respond. Under the normal restricted 
procedure, using the normal time scales, tenderers are given a minimum of 
40  calendar days from the date of dispatch of the tender documents in 
which to complete and return their tender. This period may be reduced to 
26  calendar days in service procurements where an indicative notice under the 
 pre-information procedure has been used. When requested by the tenderers, 
additional information relating to the tender documents must be supplied by 
the buying organisation not less than six calendar days before the deadline for 
receipt of the tenders. The restricted procedure is represented in Figure 3.6.

The restricted 
procedure

 When using the restricted procedure, the normal time scale may be  shortened 
by adopting the accelerated procedure, but only when operational urgency 
makes impracticable any of the normal minimum time limits. The  justification 
for the use of the accelerated procedure must be stated by the buying 
 organisation in the notice published in the OJEC.

Accelerated 
restricted 
procedure

 Under the EU procurement directives it is permitted in certain circumstances to 
negotiate the terms of a contract with one or more suppliers. Depending on the 
circumstances, the use of this procedure may first need to be advertised in the 
OJEC with a negotiated procedures notice, or it may only need to be advertised 
after the award of the procurement contract.

The negotiated 
procedure

 Under EU procurement it is permitted to use an accelerated negotiated 
 procedure but only with prior publication of a tender notice. The period from 
the date of dispatch of the accelerated negotiated procedure notice to the 
deadline for receipt of requests to participate must not be less than 15 calendar 
days. The justification for the use of the accelerated procedure must be stated 

Accelerated 
negotiated 
procedure
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by the buying organisation in the notice published in the OJEC. The procedure 
is  outlined in Figure 3.7.

■	Technical standards and specifications
The EU procurement regulations require the contracting authority to use 
 certain non-discriminatory terminology in pursuance of the aims of both the 
Treaty of Rome and the procurement directives. Specification detail needs 
to include such factors as the standards of quality, performance and safety 
required. In this respect, it is the responsibility of the buying organisation to 
ensure compliance with the requirements of the EU procurement directives 
upon the use of European Standards and common technical specifications. 

 The negotiated procedure may be used without prior publication of a 
 negotiated procedures notice in certain circumstances and this is outlined in 
Figure 3.8.

Negotiated 
procedure without 
prior publication 
of a tender notice

Figure 3.6 
Flow chart  
showing the  
process of  
the restricted 
procedure
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Figure 3.7  
Flow chart showing 
the negotiated 
procedure with prior 
publication of a 
procedure notice

Figure 3.8 
Flow chart showing 
the negotiated 
procedure without 
prior publication of 
a procedure notice

M03_BAIL6016_11_SE_C03.indd   135 4/9/15   6:48 AM



Chapter 3 • Public sector procurement

136

A common technical specification is a technical specification laid down in 
accordance with the procedure recognised by member states with a view to 
uniform application across the EU.

 On 31 January 2006, new procurement directives (public sector 2004/18/
EC, often referred to as ‘the classic directive’, and utilities 2004/17/EC) 
came into force. The classic directive provides a framework within which  
 public  procurement must be conducted. Primarily it consolidates the separate 
 directives into one and removes many inconsistencies. There have also been 
significant additions, mainly the introduction of a new procurement  procedure 
called competitive dialogue which covers the award of public works, public 
 supply and public services contracts.

Revised EU 
procurement 
directives (2006)

 Within the EU procurement directives, a requirement exists to be open about 
the criteria to be used to select or reject a bid in the form of a tender from a 
potential supplier or service provider. The directives offer two criteria upon 
which to base the choice:

■	 lowest price only, where the contracting authority may select only the 
 lowest-priced bid without consideration of any other factor; or

■	 the most economically advantageous tender where the various cited 
 value-for-money factors are weighed off against the price to allow 
 recognition of quality, durability, delivery, after-sales service etc. in the 
choice of the best offer to meet the requirement.

It is public sector practice to choose the value-for-money option when 
 procuring goods, services and works contracts.

Supplier’s (or 
service provider’s) 
bid

■	Contract award
There is now a requirement within EU procurement directives to operate a 
debriefing policy for unsuccessful suppliers. The law states that if a request for 
a debrief from an unsuccessful tenderer is made to a public sector contracting 
authority, it must be met with a response within 15 days of that request.

 The supplier appraisal conducted when using one of the procedures prescribed 
under the EU procurement directives follows the same general methodology 
as that of any supplier appraisal. Typically, there are three main factors to 
 consider:

1 legality to operate as a supplier or service provider;
2 minimum economic and financial standing;
3 technical capacity to perform.

Supplier (or 
service provider) 
appraisal

■	Evaluation criteria
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Electronic auctions For the first time, provisions dealing with e-auctions have been included. 
Provided a contract notice refers to possible use of e-auctions, this method 
may be used as part of the open and restricted procedure on the opening for 
 competition of contracts to be awarded through a DPS, or the reopening of 
competition within a framework.

E-communications The basis of the new regime is that e-communication mechanisms should be 
available to participants in procurement processes on a par with traditional 
communication mechanisms. However, in practice the new provisions have the 
result that e-tendering solutions are required to be purchased by contracting 
authorities in order to receive requests to participate and tender electronically.

 Although framework agreements have been used as a procurement method in 
the public sector for years, this is the first time express mention of them has 
been made.

Framework 
agreements

 The classic directive explicitly recognises that there are central  contracting 
authorities that purchase goods and services on behalf of other  contracting 
authorities, whether through frameworks or through straightforward sale 
arrangements. The public sector regulations provide that a contracting 
 authority that acquires works, goods or services from or through a central 
 purchasing body (CPB) shall be deemed to have complied with the public 
 sector regulations in so far as the CPB has complied with them in the original 
acquisition or award.

Central 
purchasing  
bodies

 A dynamic purchasing system (DPS) is a new form of purchasing arrangement 
introduced in the classic directive. It is a completely electronic system which 
may be established by a contracting authority to purchase commonly used 
goods, works or services.

Dynamic 
purchasing 
systems

 This is a new route for contracting authorities to procure complex contracts for 
public works, supplies and services. It allows for a significant degree of  dialogue 
with potential suppliers prior to receipt of final offers. It was introduced to 
counter the criticism that previous procedures did not offer sufficient  flexibility in 
complex projects. Examples include integrated transport  infrastructure  projects, 
large computer networks or projects involving complicated and  structured 
 financing where the financial and legal make-up cannot be defined in advance.

The new process can be used only in the case of particularly complex 
 contracts, where use of the open or restricted procedure will not allow the award 
of the deal. ‘Particularly complex’ is defined as where contracting authorities:

■	 are not objectively able to define the technical means of satisfying their 
needs or objectives;

■	 are not objectively able to specify the legal and/or financial make-up of the 
project.

Competitive 
dialogue
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■	Revised EU procurement directives (2014)
At the time of publishing this edition of the book (2015), the European 
 Parliament had approved a new set of public procurement regulations.

‘The simplification of procedures, greater flexibility and their adaptation to better 
serve other public sector policies or the possibility of the best quality–price ratio will 
make public procurement more efficient and more strategic, respecting the  principles 
of transparency and competition to the benefit of both public purchasers and 
 economic operators.’

The changes are as follows.

Checklist – Key changes
■	 In official tender notices, purchasers will have to include more details of the criteria 

used to select suppliers for a tender list.

■	 New ‘competitive dialogue’ procedure will offer extra scope for discussing the most 
appropriate solution with suppliers.

■	 The new procedures legitimise the framework approach to purchasing.

■	 The directives allow purchasers to follow shorter time scales on electronic tenders and 
clarify the rules on reverse auctions.

 Experts cite the biggest change to the regulations as the removal of the 
 distinction between parts A and B services. Part B services, which include 
 education, rail transport and forestry services provision, will now be subject to 
a full Official Journal of the European Union (OJEU) procurement process, when 
previously they were covered by a lighter form of regulation.

Now, many previously part B above-threshold services will need an OJEU 
procurement.

The abolition of 
‘part B’ services

Certain services – those ‘with a limited cross-border dimension’, as the directive 
terms it – above a threshold of € 750,000 will not be subject to the full regime. 
These services are broad, but include health and social care services, hotel and 
restaurant services and postal services.

‘There is no need to follow one of the detailed procurement routes but, as 
now, processes should comply with Treaty principles and so be fair with clear 
published evaluation critical to choose the winning bidder(s).’

The ‘simplified 
regime’

 

Award criteria The new directive says that authorities ‘shall base the award of public contracts 
on the most economically advantageous tender’, removing the opportunity to 
award on the basis of ‘lowest price’.

The new directive cites the use of life-cycle costing, and could include the 
best price–quality ratio.

M03_BAIL6016_11_SE_C03.indd   138 4/9/15   6:48 AM



The main provisions of the directives in relation to contracts

139

 The new directive introduces the new ‘competitive procedure with negotiation’. 
This is a direct response to criticism from buyers that traditional procedures do 
not allow enough discussion with suppliers. But minimum requirements and 
award criteria are not up for negotiation and there are stringent requirements to 
be followed.

The directive also warns that the process ‘should be accompanied by 
 adequate safeguards, ensuring observance of the principles of equal treatment 
and transparency’.

There is also the introduction of ‘innovation partnerships’, where authorities 
tender for goods or services not currently available in the market. And there 
have also been amendments to the competitive dialogue procedure, which will 
aid negotiation.

Competitive 
procedure with 
negotiation 
and innovation 
partnerships

The grounds for excluding a bidder from a tender process have been  clarified. 
Bidders can now be shut out of a process where the supplier ‘has shown 
 significant or persistent deficiencies in the performance of a substantive 
requirement under a prior public contract  .  .  . which led to early termination, 
damages or other comparable sanctions’.

Other new grounds for exclusion include involvement in child labour or 
human trafficking, collusion with other bidders and attempts to influence or 
gain an advantage over a tender process.

Wider exclusion 
criteria

 

 The new directive has also tried to clarify some of the important case law that 
has arisen over the previous decade. One such area relates to whether changes 
to a contract result in a new agreement being formed.

Procurement documents should state in ‘clear, precise and unequivocal’ 
clauses the scope and nature of potential changes. Another instance would 
be where the need for changes couldn’t be foreseen, the modification doesn’t 
affect the overall nature of the contract and the price increase is not more than 
half the value of the original agreement. In this instance, the authority would 
also have to post a notice in the OJEU explaining the changes.

Modification of 
contracts

 Non-central government bodies will have the opportunity to use a prior 
 information notice as a call for competition in the restricted or competitive 
procedure with negotiation – providing it meets certain criteria – without the 
need to publish a notice in the OJEU afterwards.

Exemptions for 
‘sub-central’ 
bodies

 The mandatory time limits for tenders to be submitted have been reduced. 
In the open procedure, this has been reduced from 52 days to 35 (30 if the 
process is electronic) and in the restricted process, from 40 to 30 (25 when 
electronic). And for competitive dialogue, the minimum requirement for 
receipt of requests to participate is 30 days. These changes should speed up 
the  procurement process.

Changes to time 
limits for tender 
responses
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 Bidders will be able to self-certify their ability to perform on a contract and 
buyers will only have to check the credentials of the supplier that wins the 
 contract, reducing administration.

There have also been changes to rules that supposedly block SMEs from 
accessing public contracts. Disproportionate requirements for minimum 
 turnover have been revised and it should now not exceed two times the 
 estimated contract value. This should open up more contracts to smaller 
 suppliers, but there has been criticism that this remains too high. Purchasers 
can also exceed this limit ‘in duly justified circumstances’.

Buyers will also have to explain in either tender documents or award 
 decisions why they decided not to divide a contract into lots (again to support 
SME access), potentially creating a new avenue of challenge for disgruntled 
 losers.

As with the earlier 2006 changes, whether the changes result in the potential 
benefits cited is dependent on whether public purchasers on the ground do 
implement them and take advantage.

Buyers need to be empowered by their organisations to go beyond what they 
have done before, which means understanding the rules, particularly around 
the wider use of the negotiated procedure, shorter procurement time scales and 
changes to the part B services regime.

Summary
 1  Considerable amounts of taxpayers’ money are spent on procuring a wide 

range of goods and services.

 2  While there is a need for public accountability, there is also recognition that 
utilising commercial best practice can bring improvements in performance.

 3  Procurement (acquisition) within the National Health Service, police forces 
and Ministry of Defence provide excellent examples of the approaches 
 necessary in order to meet public accountability yet still utilise, by adaptation, 
commercial best practice.

 4  European directives on procurement take precedence over national law and 
dictate open, fair and non-discriminatory policies.

 5  Threshold values indicate whether or not a contract falls under the scope of the 
full procedures.

 6  European procurement has three types of procedure: open, restricted and 
 negotiated.

 7  Revised EU directives (2006) have been outlined.

 8  Revised EU directives (2014) have been outlined, including the two new  procedures 
of competitive procedure with negotiation and innovation  partnerships.

Changes that 
benefit suppliers
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Part 2
Key procurement issues

Chapter 4 Outsourcing
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Introduction
The Outsourcing Institute has defined outsourcing as: ‘The strategic use of 
 outside resources to perform activities traditionally handled by internal staff and 
resources.’ So, outsourcing is not a synonym for procurement. It is concerned 
with the external provision of functional activity, and therefore outsourcing 
 decisions are strategic in nature. They impact upon the nature and scope of the 
 organisation. As such they are not taken at the operational level, but involve top 
management, and the consideration of a great variety of variables such as:

■	 Do we have candidate functions for outsourcing?
■	 How do we select?
■	 How do we assess ourselves?
■	 Who are the potential providers?
■	 How do we assess them?
■	 What sort of relationship will we form?
■	 How will we manage it?
■	 How do we ensure efficiency?

Objectives of this chapter
■	 To discuss the concept of outsourcing
■	 To highlight the basics of a best practice approach to outsourcing, including 

outsourcing methodologies
■	 To outline the pitfalls of outsourcing
■	 To outline the use of service level agreements (SLAs)

4
Outsourcing
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Outsourcing
Outsourcing is, essentially, the contracting out of non-core activities. That is 
not to say that the activities are unimportant; for example, the government has 
outsourced much of the computing activity required by various Civil  Service 
 departments and agencies. A difficulty is, of course, that a decision has to be 
made as to what really is core activity, and what is not. (Mention is made in 
Chapter 2 of the concept of the virtual organisation, whose core activity will be 
managing and orchestrating contractors.)

Prahalad and Hamel (1990) wrote that business development would 
 depend on a corporation’s ability to identify, to cultivate and to use its core 
 competences. These were prophetic words. Many organisations, large and small, 
in both  manufacturing and service operations, have invested, and continue to 
invest, great effort in attempting to do just this. The fundamental questions 
of ‘What business are we in?’ and ‘What business do we want to be in?’ are at 
the root of corporate strategy. No commercial or public sector concern can 
 undertake all the production of goods and services necessary to the business, 
and decisions of a strategic nature will need to be taken and adopted as a  matter 
of policy for the concern in question. Decisions as to which classes of goods 
and services to  outsource and, if partial outsourcing is to be pursued, what the 
 proportions should be are core issues which in many respects actually define 
the business.  Major issues of investment, location, planning and direction are, 
to a large  extent, dependent on the make/do-or-buy decision. These strategic 
 decisions will be informed by many considerations, among them:

■	 Financial constraints. If we cannot invest in everything connected with 
 supplying the needs of our organisation, which factors do we invest in and 
which do we outsource?

■	 Which of our capabilities provide competitive advantage? Should we 
 outsource those that do not?

Once, outsourcing meant handing over functions such as catering and 
 security to third-party specialists, allowing businesses to concentrate better on 
their core competences. Many of the deals being announced these days come 
dangerously close to having an impact on companies’ critical competences – 
handing over the entire IT function, for example, or passing responsibility for 
warehousing and distribution, or customer service. Companies should ask 
themselves:

■	 Will integration (vertical or horizontal) bring benefits to our organisation? If 
so, how do we pursue this?

■	 What services, goods or commodities are difficult to acquire externally? 
Should we develop our own capability?

■	 If ‘downsizing’ seems to be an option for us, which bits of our operation do 
we shed, and which do we retain?

■	 Are we in the right business? Are we making things when selling them is what 
we’re really good at, or are there opportunities to become producers of the 
goods or services that we sell?
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Recently, some companies have been bringing back in-house activities that 
were formerly outsourced. For example, RMC, a cement company which had 
 outsourced in the expectation of cost reduction, found that costs were going up 
instead, and decided to improve its control by reverting to in-house provision.

Nor is the improved service that companies expect from outsourcing 
 necessarily the service they receive in practice. Many companies report that 
rather than improving control, they are actually losing effective control.

One common problem is outsourcing for the wrong reason. If the company 
is already efficient and effective, it is unlikely that the desired cost savings will 
be achieved. If the objective is cost savings, or improved service, or being better 
able to cope with flexible demand, outsourcing offerings should be evaluated 
and monitored in that light.

The reaction of many companies is ‘outsource and forget’ when instead it 
should be ‘outsource and manage’. Within the contract a number of specific key 
performance indicators (KPIs) should be made explicit, and the results should 
be both produced and reviewed in a timely manner.

Mini case study – Vita phone
At Vita phone, a German company producing mobile phones for medical and emergency 
applications, the decision to outsource the making of the devices to US-based contract 
electronics manufacturer Flextronics was based partly on the supplier’s commitment 
to provide such metrics. But more important was Flextronics’s parallel commitment to 
 engage with Vita phone to review, interpret and use the figures to drive improvements.

They have a regular schedule of monthly meetings, where issues such as quality, cost 
reduction, adherence to delivery schedules and other measures are reviewed.

What is important to the company is to be able to see trend information. How long is it 
taking to process a claim? How many claims are processed per employee? Moreover, that 
trend information is seen with ample time to act upon it.

It is often said that the secret of successful outsourcing is a solid  relationship 
 between the two parties. Original contract negotiations often failed to fully 
 appreciate the links between pricing, the required service level measurements 
and the specified scope of the services provided. Both sides often fail to fully 
define the process.

Most outsourcing service level agreements (SLAs) do not incentivise the 
 correct behaviour from the outsourcer. ‘Risk and reward’ contracts, in which 
both parties to the deal share the risks and the rewards, have been found to 
achieve mutually acceptable levels of performance.

■	Best practice – team approach
The cornerstone of a successful outsourcing project is the creation of an  effective 
team, one that provides a pool of talent and represents all the stakeholders. KPIs 
relating to quality, speed, flexibility, dependability and cost frequently form 
the basis for continuous improvement plans. They provide a measurement 
 system for management to gauge the effectiveness of the outsourcing decision 
and communicate results to a wider audience.
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Conversely, they also help to increase expectations over time, with pressure 
to meet tough new business goals, stretch service performance and improve  
 business growth. Plans are not complete without a termination clause and an exit 
strategy with clearly identified switching costs, allowing an efficient switch to an   
alternative supplier or in-sourcing with minimal disruption to the buyer’s business.

■	Best practice – drivers
The main driver of outsourcing is the need for focused competitiveness:

■	 Outsource where others can do it better.
■	 Outsource to focus on core business.
■	 Outsource to reduce cost base.

■	Why outsource?
There are many considerations that might influence an organisation, such as:

■	 External supplier has better capability.
■	 External supplier has greater or more appropriate capacity.
■	 Freeing resources for other purposes.
■	 Reduction in operating costs.
■	 Infusion of cash by selling asset to provider.
■	 Reducing or spreading risk.
■	 Lack of internal resource.
■	 Desire to focus more tightly on core business.
■	 Economies of scale.

Unfortunately, rarely is there a clear organisational focus for determining which 
activities are ‘core competences’ or for determining strategic impact.

Most important  
contributors to  
success

■	 Activity well defined.
■	 Roles and responsibilities of all parties clear.
■	 Good relationship with supplier.
■	 High quality of supplier.
■	 Effective contract management/monitoring.

 An important part of managing outsourcing is the consideration of potential 
exit strategies. Indeed, as mentioned earlier, there are many instances where 
outsourced services have been taken back in-house – clear evidence that even if 
companies outsource they can eventually retain long-term control.

Best practice –  
contract  
management 
skills

 Buyers need to carry out better planning and post-contract management to 
prevent outsourcing ideals from collapsing, according to outsourcing advisory 
firm, Orbys. In a report, ‘Managing Outsourcing for Maximum Value’, Orbys 
found that nearly a quarter of the UK’s biggest firms have brought an outsourced 
function back in-house after failed expectations.

M04_BAIL6016_11_SE_C04.indd   148 4/8/15   7:21 AM



Outsourcing

149

According to interviews with 82 manufacturing, financial services and 
 retail firms with a UK presence – including Kellogg’s, Selfridges, Dixons, Boots 
and Citibank, 43 per cent said their supplier had failed to meet expectations 
and 23 per cent have brought work back into their own business as a result. 
 Traditionally, procurement focuses on the procurement process rather than 
the planning and post-contract management, which is where real benefits and 
value can be identified.

Contractual  
relationships
 Outsourced functions normally lead to relationships where the vendor is 

 providing services on a continuous basis. The determination of an  appropriate 
relationship within which this continuous service is to be provided is likely 
to require a very great investment of time and effort at the planning stage. 
 Additionally, of course, as with all relationships, there will be evolutionary 
change: change which will itself need to be managed.

■	 Reward good performance.
■	 Share the risk and reward.
■	 Perceive the contractor as a potential partner.

Most of those who are looking to make increased use of open-book   
mechanisms or performance-based contracts currently have very little   
experience of doing so. Nor is the experience with monitoring mechanisms   
reassuring. The level of skill and sophistication necessary for effective 
 monitoring is clearly  increasing beyond the current capability of many 
organisations.

Strategic sourcers manage relationships as well as contracts. It is as important 
to manage the relationships between the customer and the supplier as it is to 
manage the contract. In pursuit of this, strategic sourcers are more willing to 
share risk and reward and less likely to rely on penalising poor performance. 
This is in line with a greater use of partnership-type contracts, where incentives 
and the sharing of risk and reward are more common features.

There is a demonstrable correlation between the adoption of a strategic 
 approach to outsourcing and the achievement of satisfactory outcomes.

■	An approach to market testing
In making the decision whether to outsource or not, it might be helpful to 
 undertake a market testing exercise whereby one’s own commercial and 
 technical capabilities are benchmarked against providers in the external  market. 
This process requires some analysis and evaluation of current and  projected 
needs and capabilities, the reduction of the product of this analysis to a clear 
specification and the invitation of external providers to bid against this 
 specification. Analysis of provider bids might result in a decision not to  proceed, 
but if it is determined at this stage that outsourcing might be appropriate then 
a thorough but conventional contractor selection and evaluation exercise will 
follow, and a contract will be drawn up. The contract will most likely be based 
on agreed, measurable service levels (see below).
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 It is essential that both the client and the external provider under consid-
eration have a clear and shared understanding not only of the  specification 
but also of goals and objectives, and that this understanding is translated 
into a  workable strategic plan. Following the careful and  rigorous procedures 
necessary for  appointment of an external provider, there will need to be a 
well-designed and mutually acceptable contract, and an open and  continuous 
working  relationship underpinned by senior management  support from both 
organisations.

Important  
considerations

Service level  
agreements
 Service level agreements may be entered into between a client and a supplier of 

services. They may be defined as an agreement between customer and service 
provider in which quantified elements of the service provision are determined. 
Most services are built up from a number of individual components, and a 
complete service level agreement will cover these in some detail. Examples  
are:

■	 Time of provision of each type of service.
■	 Points of service delivery.
■	 Nominated service provider.
■	 Responsiveness.
■	 Documentation.
■	 Emergency arrangements.
■	 Hotline support.
■	 Dispute procedures.
■	 Training and staff development.

Figure 4.1 demonstrates the relationship between the key stakeholders involved 
in service level agreements.

Figure 4.1
Three main players 
involved in SLAs

(Source: Crocker after Hiles, 1993)
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■	Key contractual elements
■	 Comprehensive service definition – what is actually required?
■	 Process for service evolution – ongoing continuous improvement.
■	 Ability to add/delete service.
■	 Volumetric change.
■	 Service levels (meaningful measure/targets).
■	 Service credits/bonuses (shared risk and reward).
■	 Objectives to be delivered by both sides.
■	 Supplier responsibilities – contract management.
■	 Customer responsibilities – partnership concept of win–win.
■	 Force majeure.
■	 Change control processes.
■	 Avoid undue ‘lock-in’ to:

■	 particular technology;
■	 particular solution/service;

Best practice – Outsourcing: the long view
A recent Dun & Bradstreet global outsourcing survey of 1000 companies on its  database 
reported that a quarter had terminated at least one outsourced relationship before its due 
date. Dataquest also reported that more than 50 per cent of outsourcers surveyed had 
 renegotiated a contract mid-term, resulting in 25 per cent of the incumbent providers 
 losing the account. Why?

What can be said with some degree of certainty is that if the needs and expectations 
have been clearly defined, communicated and understood during the selection process, the 
execution, measurement and subsequent review will be far more focused and cohesive.

The value proposition for outsourcing must be to shift the business’s focus from 
 managing its own resources to one of managing the provider’s results. This  demands 
a more advanced approach to selecting the right partner and to the performance 
 management of the contract. The business needs, the desired results, must be defined in 
clear and  measurable terms. This needs to be in conjunction with all interested parties (or 
stakeholders).

The required results must ref lect the time requirements of the business and, as 
 importantly, they must be owned, measured, reported and modified as business needs 
change.

However, performance is two-way, and the customer will also have to meet obligations 
in terms of ‘owning’ the relationship.

There is a strong correlation between the (good) performance of outsourced service 
providers and clear lines of responsibility, authority and accountability being established 
for the outsourced relationship.

There must be an ability to amend or change the outsourcing requirements over time. 
It must be recognised that there will be cost and performance factors associated with such 
changes. Include provisions for external benchmarking to stimulate the opportunities for 
continuous improvement.

A Warwick Business School research study found that 4–8 per cent of internal 
 management time is applied to managing relationships.

There needs to be a focus on soft skills such as mutual problem solving, listening, 
 error-cause removal, force field analysis (the factors in favour of and against change), 
risk and vulnerability analysis.

Clear escalation and resolution procedures for conflicts should be developed.
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■	 particular supplier – although outsourcing contracts are longer term by 
their very nature.

■	 Ongoing market testing/benchmarking.
■	 Dispute resolution.
■	 Termination procedures.

Outsourcing methodologies
Lonsdale and Cox (McIvor, 2000) revealed that outsourcing decisions are 
rarely taken within a thoroughly strategic perspective, with many firms 
 adopting short-term solutions for cost reductions. Elsewhere in this chapter, 
we support the statement with examples of research that demonstrate the same 
phenomenon.

Many companies have no formal outsourcing process, and make short-term 
decisions based on reduction of head count and costs, rather than  managing the 
risks and securing added value and continuous improvement. In this  section 
we highlight three frameworks or methodologies for effective  outsourcing 
 strategies, all of which are examining risks at each stage of the process in terms of 
a decision tree approach, allowing companies to consider the full  implications 
of their actions. The first of these was introduced by Lonsdale and Cox (1998), 
and is shown in Figure 4.2.

This very useful model allows companies to assess the risks of  outsourcing 
in terms of non-core/core competences and the criticality of the activity. 
 Companies must have a clear understanding of what business they are in, how 
value is sustained and, therefore, what activities are non-core and low risk in 
terms of outsourcing.

Figure 4.2
The outsourcing 
process

(Source: Lonsdale and Cox, 1998)
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Moreover, it indicates the importance of assessing the supply market; it 
is  imperative that we select suppliers/providers who have more  specialist 
 knowledge in order that they can provide superior levels of service and 
 continuous improvement. If the market is not sufficiently ‘mature’, in that 
there are many providers but there is a lack of a sufficient level of competence, 
then clearly it may not be appropriate to outsource at this stage.

Supplier management in the form of effective contract management 
and  performance monitoring with appropriate partnership/collaborative 
 approaches is imperative if benefits of outsourcing are to be realised.

Finally, the re-tender or return to in-house decision must be  managed 
 effectively since badly managed termination of provision can cause 
 interruptions in service levels and an unprofessional reputation in the 
marketplace.

A second outsourcing framework is provided by McIvor (2000), again in the 
form of a decision tree involving four key stages.

Stage 1:  
‘Define core activities’
It is essential to distinguish between non-core and core activities (those adding value 
to the customer and therefore key sources of competitive advantage). Companies such 
as Honda, Apple, IBM and Digital build their strategies around their core activities and 
 outsource as much of the remainder as possible. 

Stage 2:  
‘Evaluate relevant value chain activities’
This involves analysing the competence of the company compared to those of the 
 potential providers, comparing the ability to add value and the implications for the total 
cost of ownership.

Activities for which the company has neither a strategic need nor special capabilities 
can be outsourced to more competent providers who have a lower cost base. 

Stage 3:  
‘Total cost analysis’
At this stage, if after analysis of total costs the company is more capable than the external 
sources, it should retain in-house capability. If a number of capable suppliers exist, move 
to the final stage. 

Stage 4:  
‘Relationship analysis’
At this stage companies are attempting to select suppliers who have the ability to 
 initiate and develop suitable relationships that will add value and provide continuous 
improvements.
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Again, elsewhere in this chapter we demonstrated the importance of 
 relationship management in several research findings.

If no suppliers are suitable, then again the risk is too high and therefore 
the decision should be to retain in-house capability. If companies follow such 
an approach, they will manage the risks associated with outsourcing more 
successfully.

Finally, a third framework is provided by Galetto, Pignatelli and Varetto 
(2003). Again, there are several stages associated with:

■	 Core competence evaluation.
■	 Identification of process to be outsourced.
■	 Types of relationships.
■	 Prioritisation of activities to be outsourced (criteria at this stage are 

 capabilities, total cost and control).
■	 External benchmarking.
■	 Supplier selection.
■	 Establishment of service level agreements and suitable relationships, 

 involving future targets for continuous improvements.
■	 Management of the outsourcing process.

Essentially, this highlights the importance of ongoing contract management 
and regular reviews. Again, this was found to be most important to users in 
 research findings presented elsewhere in this chapter.

In summary, if companies adopt formal strategic thinking such as outlined 
in these frameworks, it is likely that the percentage of successful outsourced 
 contracts reported would increase dramatically.

Mini case study – Goodyear
The Goodyear Tire & Rubber Company in North America is outsourcing more than  
40 indirect spend categories in a drive to cut costs.

A Goodyear spokeswoman claimed the deal ‘will help save $1 billion by 2008 and 
allow buyers to focus on strategic and direct spending’.

Outsourced categories include:

Transportation
Distribution
Maintenance
Repair
Operations
Packaging
Energy
Marketing services.

In March 2004, Goodyear Dunlop Tires Europe outsourced all its indirect spend to IBM 
for 10 years. It estimated that procurement savings of €50 million would be achieved 
within two years.
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Outsourcing – pitfalls
A study from PA Consulting found that 58 per cent of clients carried out no due 
diligence on potential suppliers, 44 per cent admitted to underestimating the 
effort involved in managing their supplier and half of the lawyers believed that 
less than 10 per cent of their clients understood what partnership meant.

A study by outsourcing adviser TPI said that outsourcing a function saves on 
average 15 per cent. A company must retain a small team with the commercial 
and technical credibility to manage the contractual relationship and manage 
supplier performance over the life of the contract.

Clients also have to specify what services they need. They need a format that 
sets out qualitative requirements combining outputs, measurable results and 
key inputs. Often, specifications are a wish list of outputs that bears no relation 
to current performance. This may result in the contractor having to improve the 
service from a low starting point without adequate resources or time. It can also 
increase costs beyond the means of the client organisation. There is a need to 
specify ‘fit for purpose’ service requirements, just as with any other purchase.

It is also often the case that clients do not know the true cost of current 
 services, as costs are hidden, delegated or not reported accurately.

Only 21 per cent of suppliers in a survey felt that clients communicated their 
objectives well. With a figure this low, it is no wonder that their expectations are 
failing to be met.

Forty-four per cent of clients surveyed underestimated the effort involved in 
managing a supplier.

Both customer and providers fail to appreciate the complexity of the  contract 
and the resources needed to manage a structured relationship  effectively. 
 Effectively this demonstrates a lack of meaningful engagement between 
 suppliers and clients.

Mini case study – Accenture
Unless companies understand what they want to achieve, whether it is cost savings or 
innovation, it will not be achieved.

The firm’s new 10-year £23 million IT outsourcing contract with retailer New Look 
is a success story. The deal was built on an eight-year relationship, and to ensure smooth 
 running the team meets with New Look daily to review the previous day and plan for the next 
24 hours.

Ongoing contract management is often either non-existent or far too simplistic. 
Success lies in a tailored deal that is flexible enough to meet  changing business 
models over the life of the contract. Active management of  performance, service 
and relationship, and measuring these against the market performance, are vital 
to ensure that mutually acceptable objectives are met.

M04_BAIL6016_11_SE_C04.indd   155 4/8/15   7:21 AM



Chapter 4 • Outsourcing

156

Research – Fundamental flaws in outsourcing
There are ‘fundamental f laws’ in how contracts are agreed and delivered, making it 
 difficult for outsourcers to deliver real value to businesses, according to a new study.

MooD International’s ‘State of Relations in Outsourcing’ report found that this is also 
straining relations between clients and suppliers.

The study, which questioned 201 senior managers and directors, highlighted  issues  
such as transparency, understanding the business model and being trustworthy and 
 innovative in the ‘large gap’ between what clients want and expect and what suppliers are 
delivering.

The research found that, on average, clients score their relationships with outsourcers 
as seven out of ten. This drops to six among board members.

And some 60 per cent of respondents thought that outsourcing providers should have 
the authority to make decisions, but only a third actually do. Just over 60 per cent believed 
that relaxing controls on decision making would increase commercial benefits.

‘There is a real need to rebuild trust so that clients are prepared to empower their 
 partners to make more decisions.’

How to avoid pitfalls
More often than not, outsourcing contracts collapse because of a lack of 
 communication between suppliers and buyers. Two out of three clients said 
they wished they had focused more on their supplier’s ability to deliver on their 
promises.

Many of the problems that arise during the course of a contract could have 
been readily resolved at the outset. This is why buyers and suppliers need to 
agree exactly what the supplier will deliver, the time frame for delivery and 
 targets that need to be met. A key performance indicator of 20 per cent savings, 
for example, is not enough; buyers need to be explicit about the benefits they 
want to achieve, the risks involved and the scope of activities covered. The buyer 
needs to be aware of what level of service the end user expects and ensure this is 
part of the service procured from the suppliers.

Outsourcing deals are more successful when the buying team works closely 
with the department being outsourced to agree equally beneficial KPIs. This is 
crucial when outsourcing areas of the business that cannot always be measured 
in hard metrics, such as HR or training.

Once the KPIs are set, discussions between buyers and suppliers should 
 continue through monthly reviews, with agreed delivery dates and escalation 
processes should anything go wrong. It is the supplier’s responsibility not just 
to meet the terms of the contract, but also to prompt the buyer on measuring its 
success at meeting KPIs.

Taking a partnership approach can reap dividends in this respect. One 
 strategy is to outsource work in stages. This way, a relationship is established 
and the supplier gains an understanding of the buyer organisation and its needs 
while the buyer learns how outsourcing works.
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■	Tupe
Transfer of Undertakings (Protection of Employment) Regulations 1981 
(TUPE) requires that where an undertaking is transferred from one employer to   
another, i.e. outsourced, the following, with the exception of pension rights, 
are taken over by the new employer:

■	 the contracts of employment;
■	 the rights and obligations arising from these contracts;
■	 the rights and obligations arising from the relationship between the 

 transferor and the employees working in that undertaking;
■	 any existing collective agreements.

Employees who are employed by the original employer at the time of transfer 
automatically become employees of the new employer, as if their contracts of 
employment were originally made with the new employer; service is counted 
as continuous from the date on which employment commenced with the first 
employer.

All employees transferred must, under TUPE, retain all their current 
 employment rights and conditions. The employees cannot be dismissed for a 
transfer-related reason without such dismissal being ruled by an industrial 
 tribunal to be automatically unfair.

■	The virtual organisation
Some companies are using outsourced services to the point of retaining control, 
but in an almost ‘virtual’ capacity. Until recently, functions, services, products 
and processes that were considered core to the success of a company, such as 
customer care, had to remain in-house to maintain control, maximise  potential 
advantage and minimise risk. Many of these areas are now emerging as  potential 
candidates for outsourcing. Ford considers virtually anything outside design 
and final assembly as non-core.

■	Procurement – a candidate for outsourcing?
A number of authorities have argued that if an organisation is to concentrate 
on its core competences then procurement activity may well not be one of 
them, and the activity might itself be placed in the hands of an external agency. 
A number of contributors to the 1996 International Purchasing and Supply  
Education and Research Association (IPSERA) conference held at the University  
of Eindhoven in the Netherlands presented papers suggesting or predicting 
the end of ‘purchasing’ in the traditional or established sense. Benmaridja and 
 Benmaridja (1996) suggested outsourcing the non-critical part of procurement, 
and proposed a methodology for determining exactly what the non-critical 
parts are. Stannack and Jones (1996) argued convincingly that purchasing as 
defined by Burt (1984) – ‘the systematic process of deciding what, when, and 
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how much to purchase, the act of purchasing it and the process of ensuring that 
what is required is received in the quantity specified on time’ – was dying, to  
be replaced by ‘the assessment, management and monitoring of supplier  
behaviour to optimise organisational inputs’. Compelling though the 
 arguments put forward by Stannack and Jones are, the fact remains that at least 
some the operations suggested by Burt’s definition need to be undertaken by 
somebody somewhere. Perhaps that somebody might be a specialist services 
contractor, or a vendor rather than a buyer, and perhaps that somewhere will be 
remote from the customer’s place of business.

Evans (1996) reported the case of an organisation which developed its  interface 
with suppliers to such an extent that it had a small cadre of well- regarded 
 suppliers who worked strategically in alliance with the company. Supplier 
 appraisal or sourcing work was no longer necessary, negotiations no longer 
took place and the routine requisitioning, ordering acknowledgements and 
payments work took place electronically and automatically. Procurement had 
improved to such an extent that there was no longer a need for the  function. 
Quality issues were resolved by the quality department, manufacturing teams 
met regularly to discuss initiatives and the accountants worked closely with 
their counterparts at suppliers where prices were concerned. So, with no 
more need for a procurement department the staff were redeployed and the 
 department closed. Of course, this does not mean that the activities that many 
regard as being part of the role of procurement had all been rendered obsolete,  
but rather that they had been relocated to a more appropriate place in the  
organisation and its interface with suppliers. Direct supplier/customer linkages 
at the appropriate level and between appropriate managers had obviated the 
need for procurement in an intermediary role. So, there was not ‘outsourcing’ of 
procurement in this case, but some degree of internal re-sourcing.

Many commentators report benefits of outsourcing procurement, such as:

■	 improved return on investments through improved use of resources;
■	 a focus on core competence;
■	 access to greater economies of scale.

Others point to the negative effects, such as:

■	 conflict of interest;
■	 loss of control;
■	 outsourcing core activities by mistake.

Mini case study – Roadchef Motorway Services
In 2004 Roadchef outsourced both direct and indirect spend.

Shortage of internal category knowledge prevented the company from realising its true 
purchasing leverage and potential.

Benefits have been: reduced costs, simplified processes, best practice procurement, 
quality products and improved KPIs overall.
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Unless companies have a robust contract with their service providers, which 
contains such provisions as:

■	 prescriptive arrangements relating to the sharing of gains,
■	 commitment to realising and capturing real savings,
■	 agreed processes, and
■	 clear scope of work for the services to be provided, 

they may find that many of the expected cost savings do not materialise and 
that the outsourcing is actually unsuccessful.

Of paramount importance is the safeguarding of quality by ensuring 
 satisfactory provisions for supplier selection and maintenance of quality 
 standards while producing year-on-year total costs of ownership reduction.

Summary
 1  The concept of outsourcing was introduced, with examples of best practice 

 outsourcing which highlight various strategies employed.

 2  The reasons companies outsource are varied and factors such as the removal of 
non-core activities from the company are cited.

 3  Critical success factors for effective outsourcing are included, such as a 
 well-defined activity, a good relationship with a good supplier and an effective 
system for contract management and reporting.

 4  Appropriate relationships with outsourced providers are of paramount 
 importance, including the sharing of risk and reward, and mutual trust.

 5  Service level agreements (SLAs) were discussed in addition to the key   
contractual elements to be included.

 6  Outsourcing methodologies were reviewed in detail, emphasising the need to 
assess risk at each stage of the outsourcing decision-making process.

 7  Outsourcing pitfalls were included, with best practice adoption advice.

 8  The concept of the virtual organisation was discussed, while procurement itself 
was posited as a candidate for outsourcing.
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Introduction
Product or service quality is increasingly seen as a ‘qualifier’ which must be  demonstrably 
attainable before a supplier can merit consideration. Unless  specifications can be 
 understood and consistently met, a potential supplier is unlikely to win  business from 
a buying organisation taking a professional view of the need to do business only with 
vendors who are tuned in to, and able to respond to, the  particular needs of  customers. 
The shift in business and commercial practice from quality  control to  quality  assurance 
is reflected in the chapter, as is the developing extent to which  attention is paid to 
the management systems employed by  suppliers rather than the measurement or 
 assessment of their products or services. In this chapter we consider the question 
‘What is quality?’ We discuss approaches to  specification and some of the relevant 
commercial practices. A note on value analysis and value  engineering is included. 
Firms need to convince their customers that they can meet quality  requirements before 
they can compete on price, and so ISO 9000, now firmly  established as a key ‘must 
know’ for the procurement professional, is outlined in the chapter.

Objectives of this chapter
■	 To indicate the move away from quality control (inspection techniques) towards 

quality assurance (prevention of defective work)
■	 To discuss statistical process control (SPC) and off-line control
■	 To introduce the concept of failure mode and effect analysis
■	 To examine the different approaches to producing a specification and the role of 

value analysis, including the idea of early supplier involvement
■	 To consider the fact that total quality management requires the involvement of 

all suppliers and subcontractors, ideally at an early stage, and to outline the 
concept of concurrent engineering

■	 To comment on the benefits of standardisation
■	 To introduce the standards BS EN ISO 9000 on quality assurance
■	 To discuss value analysis (VA) and value engineering (VE)
■	 To comment on the economics of quality
■	 To identify what drives make-or-buy decisions
■	 To outline Six Sigma methodology

5
Quality management

M05_BAIL6016_11_SE_C05.indd   161 4/8/15   7:21 AM



Chapter 5 • Quality management

162

What is quality?
Quality is a word with several meanings and connotations. For example, it can 
mean excellence, as in ‘this is a quality product’, or it can be thought of as the 
 extent to which a product or service achieves customer satisfaction. An idea 
 gaining  widespread support is that ‘quality is whatever the customer says it is’. 
The quality gurus (Deming, Juran) have been extremely influential, and have 
taught us that quality is an issue related to strategic advantage. Womack and 
Jones (1996) have advocated the pursuit of perfection, meaning the avoidance 
of all waste, though they state: ‘Perfection is like infinity. Trying to envision it 
(and to get there) is actually  impossible, but the effort to do so provides inspiration 
and direction essential to making progress along the path.’ So, quality can be defined 
in many ways. However, for the purposes of this text it might appropriately be 
defined or specified as the whole set of features and characteristics of a product 
or service that are relevant to meeting requirements. These can be few, or many 
(as shown in the coffee profile in Figure 5.1). 

Figure 5.1 
Multidimensional 
quality analysis

 
 

 

 

(Source: Nestlé)
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So, for the rather restricted purposes of this chapter, ‘quality’ is simply 
 ‘fitness for purpose’, or ‘suitability’. There is a popular saying, ‘There’s no point 
in buying a Rolls-Royce to do the job of a Ford’, and this sums up the concept 
adequately.

Quality for a given application can be either too low or too high. The British  
Standards Institution (BSI) has defined quality as ‘the totality of features and 
characteristics of a product or service that bear on its ability to satisfy a given 
need’.

■	Performance quality and conformance quality
Supplies staff are concerned with quality from two points of view:

1 Quality of design or specification. Have we specified the right material for the 
job, and have we communicated our requirement to the supplier in a clear 
and unambiguous way? This is performance quality.

2 Conformance quality. Has the supplier provided material in accordance 
with the specification? We usually establish the answer to this question by 
inspection.

The words ‘performance’ and ‘conformance’ occur again later in the chapter, at 
the point at which we discuss specifications. Care is needed to avoid confusing 
performance quality with a performance specification.

■	Attributes and variables
When inspecting goods we may be looking at attributes or variables. It is 
 relatively easy to check for attributes, since they are either present or not.  
A domestic appliance is checked to see if the power lead accompanies it; a  circuit 
board has 17 components attached; a gasket set has no missing items. These are 
all checks for attributes. Variables are much more difficult to inspect. A variable 
is something that needs to be assessed or measured, such as the dimensions of 
a mechanical part, the mass of a package of material or the shade of colour of 
a printing paper. It is often economically sound policy to devise pass/fail tests 
of some kind that can enable variables to be assessed as attributes. Thus the 
 inspection process becomes ‘Does this item pass the test?’ The answer, which 
can only be ‘yes’ or ‘no’, is an attribute of the item.

Simple devices known as ‘go/no go’ gauges can be helpful in inspection 
for attributes. The idea can be illustrated by means of example. Suppose a 
small  cylindrical component must have an external diameter within a certain 
 tolerance range. A piece of steel might have two holes carefully machined in it, 
one of which is set at the minimum diameter of the component, the other at 
the maximum. A component that is within tolerance will ‘go’ into the larger 
hole, but will not go into the smaller one. A component that is too small will 
‘go’ in both cases, and one that is too large will produce a ‘no go’ result in both 
cases. A correctly machined piece will produce the desired ‘go/no go’ result.
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Gauges based on this general principle can be used to test many variables; the 
diameter of a work piece is just one example.

■	Quality control and quality assurance
Inspection activities can be classified as quality control processes, along with the 
other activities that involve monitoring to ensure that defectives (or  potential 
defectives) are spotted. Quality assurance can be contrasted with control in that 
assurance includes all the activities connected with the attainment of quality, 
such as:

■	 design, including proving and testing;
■	 specification, which must be clear and unambiguous;
■	 assessment of suppliers, to ensure that they can perform;
■	 motivation of all concerned;
■	 education and training of supplies staff;
■	 inspection and testing;
■	 feedback, to ensure that all measures are effective.

■	Total quality management
The ‘total quality’ philosophy takes matters a stage further, and is based on the 
active involvement of all concerned. Attention is paid to systems  procedures 
and processes rather than the focus being on the good or service being  supplied. 
 Total quality in the supply chain would mean that suppliers, as well as  customers 
and the company’s own workforce, would be involved in  determining  quality. 
Inspection and supplier assessment are superseded by a shared approach to 
the elimination of defective work, with the emphasis on prevention rather 
than  detection and cure. Suppliers must be seen as allies in this process; it is no 
longer appropriate that buyers should ‘vet’ suppliers, who should be bringing as 
much enthusiasm and commitment to quality management as their customers. 
Key ideas associated with TQM as a policy are ‘teamwork’, ‘involvement’ and 
‘process’.

Statistical process control
Statistical process control (SPC), an aspect of quality management, is  often 
seen as a key part of a quality strategy. Basically, the idea is that statistical 
methods are employed to ensure that a quality capability is possessed by 
an  organisation, and that quality is maintained by a monitoring, feedback 
and adjustment system (see Figure 5.2). SPC is not, however, just a set of 
 techniques. The idea is that a proactive approach is taken to the prevention of  
defective material or service, rather than the reactive ‘correcting’ approach  
of seeking to identify defective work already done.
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SPC is not an approach confined in its application simply to the 
 manufacturing context; the ideas may be applied in any situation where a 
process takes place. Every useful task or recognised activity may be viewed  
as a process. The inputs may be materials, information, skills, knowledge, 
tools and equipment, or any other factor that the task or process requires. 
Outputs may be products, services, information, documents or anything else 
that a customer requires.

A high concentration of effort on inspection or checking at the end of a 
process is indicative that attempts are being made to inspect quality in. This 
is contrary to the SPC goal of building quality in. If the inputs and process are 
co-ordinated properly, the outputs will meet the specification. This fact is of 
particular significance to the procurement function. The goods and  services 
acquired as inputs for the organisation are, of course, somebody else’s 
 outputs. If SPC is properly employed by the supplier, we can have confidence 
that our inputs will be in accordance with the specification and requirements 
agreed.

SPC depends upon the operators of the process taking responsibility for 
 quality. Inspection, in the traditional sense, is redundant. Attention must 
be paid to ensuring that the process is capable of meeting requirements, to 
 ascertaining that the process is actually meeting requirements at all times; and 
to empowering of operators to make adjustment to the process so that  outputs 
can be kept in control. Figure 5.3 shows in schematic form the process of 
 monitoring and adjustment on which SPC is based.

A commonly employed approach in SPC is the use of control charts, which are 
designed to ensure that deviations outside a band of acceptability are  detected 
in sufficient time to enable corrective action to be taken before  defective items 
are produced. Figure 5.3 is an example of one type of chart; there are, of course, 
other types of control chart and, indeed, numerous other techniques employed 
in SPC.

Figure 5.2 
Feedback loops in 
statistical process 
control
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Procurement managers may derive benefit from working with suppliers on 
the implementation of SPC. There are potential benefits for both.

Taguchi methods for the ‘off-line’ control of quality
The management of quality has been at the forefront of the improvement 
 process in industry throughout the 1990s and 2000s. The writings of the 
 quality gurus such as Deming, Crosby and Feigenbaum are all now familiar to 
both  students and practitioners in the field of quality, have been the subject 
of  numerous articles and have formed the basis of most quality management 
 systems in use today.

One of the characteristics of existing quality control techniques, however, is 
that they tend to involve the online control of quality, i.e. the control of  quality 
at various stages in the supply chain. Such controls are, of course, vital in 
 reducing the costs of quality. However, further cost reductions may require the 
control of quality to move to an earlier stage in the production process – to the 
control of quality at the design stage. Such controls are referred to as ‘off-line’ 
quality control procedures.

Off-line control procedures have, of course, one great benefit – if good design 
can prevent quality failure at a later stage, the cost of bad quality never arises in 
the first instance, which is clearly a more attractive prospect than the finding 
of bad quality from any form of inspection or control method, no matter how 
rigorously applied. To quote Martyn House (author of Confessions of a  Quality 
Expert), ‘the world can be changed at the stroke of a pen at the design stage’. 

Figure 5.3 
Statistical process 
control
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Consider the worldwide recall of a car model due to a minor design fault and 
compare the cost of this to the cost of improvement at the design stage. This can 
be thought of in terms of the Japanese concept ‘invest first, not last’, meaning  
that they prefer to make greater investment at the design stage rather than  
correct faults later, as in Western manufacturing.

Although there are various techniques of off-line control, the methods 
that are attracting most attention from world-class manufacturers are those 
of Genichi Taguchi. Possibly Deming’s greatest contribution was to convince 
companies to shift quality improvements back to the statistical control of 
the production process. Taguchi takes this a stage further from production to 
 design, with the objective of making a design that is robust in terms of both 
 production and end-user environments.

The Taguchi definition of quality is ‘Quality is the (minimum) loss  imparted 
to society from the time the product is shipped’. This loss includes customer 
dissatisfaction that leads to the loss of market standing by the company in 
 addition to the usual costs of quality such as scrap and rework. Customer 
 satisfaction is deemed to be the most important part of a process. It is the  total 
financial loss to society that is the true cost – a very broad view of cost, which 
also incorporates factors such as environmental costs. This method ology 
suggests that traditional measures of quality underestimate the costs of poor 
quality.

The Taguchi approach requires that quality be built into the product 
from the design stage and the ‘quadratic loss function’ measures quality (see  
Figure 5.4). In the traditional approaches to quality management, such as 
Crosby’s ‘zero defects’ approach, quality is defined in terms of a specification 
with upper and lower tolerances and an item is acceptable provided it lies 
within these two parameters. However, according to Taguchi, performance  
begins to deteriorate as soon as the design parameters deviate from their 
 target values. Hence the loss function is measured by the deviation from the 
ideal or target value. This target value, rather than the usual expression of 
quality in terms of nominal values and tolerances, is central to Taguchi’s loss 
function. Loss (or cost) increases exponentially as the parameter value moves 
away from the target, and is at its minimum when the product or service is at 
the target value.

The loss function is continuous and indicates that producing products 
within the traditional limits does not necessarily mean that the product is of 
good quality. Good quality is now achieved by minimising variation around a 
target value.

The implication here is that the zero defects approach of Crosby et al. may 
not be a sufficient condition for the achievement of good quality. Crosby  
defines quality in terms of conformance with requirements, i.e. within  
specification. This implies that a part is acceptable where it is within 
 tolerance. Taguchi methods imply that this may result in poor performance 
and high costs due to variability around the target value. Furthermore, this 
variability will be even greater if during the assembly process a part near to its 
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upper limit is combined with a part near to its lower limit: the total variation 
will be unacceptably high, leading to poor performance during assembly and 
in the field.

Control of quality in the Taguchi methodology consists of three elements: 
system design, parameter design and tolerance design.

System design is achieved through the careful selection of parts, materials 
and equipment, frequently involving brainstorming by engineers, designers 
and buyers.

The objective of parameter design is to produce a robust product or process. A 
robust product is one that remains close to its target value and will perform well 
under a range of variations in its production environment and under a range 
of conditions in the end-user market. Robust products are said to have a high 
‘signal to noise ratio’, which refers to the ability to cope with external factors or 
‘noise’ – e.g. a television could be expected to operate under different weather 
conditions and reasonable variation in current. Parameter design for robust 
products is achieved through statistical experimentation using the method of 
orthogonal arrays. The method allows for the design of statistical experiments 
to determine the optimal levels for control factors. It quantifies all the likely 
 interactions between variables and optimises factor levels.

Figure 5.4 
The quadratic loss 
function

Notes: The loss function takes the quadratic form L = C(X − T)2 where:
L = the money loss (£s), C = cost, T = target value, X = the point where the quality characteristic is actually set. Note that as 
upper (T + S) and lower (T − S) specification limits are approached costs rise exponentially. Costs are only minimised when the 
parameter is at its target value.
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Tolerance design is used to tighten tolerances on those factors that have a 
large impact on variation in order to further reduce variation around the target 
value. By using statistical experimentation at the design stage, both time and 
costs are saved and robust products produced, which will continue to please  
customers, reduce costs and increase market share.

Failure mode and effect analysis
Failure mode and effect analysis (FMEA) is a technique used to eliminate 
 potential faults in product design and the manufacturing process of that  product. 
The objective is to ensure that the product can be manufactured  consistently to 
the requirements, taking into account the probability of  failure occurring, the 
severity of a failure should it occur and the probability of  detection of faults. 
There are two basic approaches to FMEA: design FMEA, which analyses potential 
failure of the design and indicates where modifications need to be made, and 
process FMEA, which analyses potential failures to produce to specification and 
identifies corrective actions. Process FMEA is almost identical to design FMEA 
but obviously considers manufacturing processes instead of designs.

Many of the systems are statistically based and involve the ranking of the key 
factors of:

■	 severity of failure;
■	 probability of detection;
■	 probability of an occurrence.

The rankings produced are combined by addition or multiplication to 
 prod uce a risk priority number (RPN). These are then reviewed and a minimum 
calculated. When the RPN associated with a particular failure mode exceeds the 
possible minimum, corrective action is required. This will involve changes that 
would, wherever possible, eliminate the mode of failure, or reduce the severity 
of the effects of failure by introducing fail-safe mechanisms. After corrective 
 action the resulting RPN must be recalculated and the process repeated until 
the value falls to a minimum (process improvement).

Correct documentation is essential in order to operate the technique. All 
 actions and records must be completed and include:

■	 a complete FMEA record;
■	 engineering specification changes;
■	 a production layout;
■	 storing the FMEA for future use.

The use of FMEA should lead to a reduction in:

■	 defects during the production of initial samples and in volume production;
■	 customer complaints;
■	 failures in the field;
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■	 performance-related deficiencies (these are less likely if a detailed 
 development plan is generated from the design FMEA);

■	 warranty claims.

In addition, there will be improved customer satisfaction and confidence as 
products and services are produced from robust and reliable production and 
 delivery methods.

The process of FMEA is one of progressive iteration. In brief, it involves the 
following steps:

■	 It starts by focusing on the function of the product, service and/or process.
■	 It identifies potential failure modes.
■	 It assesses the effects of each potential failure.
■	 It examines the causes of potential failure.
■	 It reviews current controls.
■	 It determines a risk priority number.
■	 It recommends the corrective action which is to be taken to help eliminate 

 potential concerns.
■	 It monitors the corrective actions and counter-measures which have been 

put in place.

Specification
There are basically two approaches to specification: performance and 
conformance.

■	Performance specifications
The idea of performance specification is that a clear indication of the  purpose, 
function, application and performance expected of the supplied material or 
 service is communicated, and the supplier is allowed or encouraged to  provide 
an appropriate product. The detailed specification is in the hands of the  supplier. 
Where applicable, performance specifications are to be preferred, in that they 
allow a wider competition and enable suppliers to suggest new or improved 
ways of meeting the requirement. It is frequently the case that when services 
are being acquired or purchased, it is not possible to prescribe a conformance 
specification due to the fact that the service provider alone knows how to do the 
work required and the customer is able only to convey the intended outcome.

■	Conformance specifications
A slogan encountered in the purchasing function of British Airways states: 
‘Specifications restrict Innovation’. This is, of course, particularly true of 
 conformance specifications – specifications where the buying organisation lays 
down clear and unambiguous requirements that must be met. The specification 
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is of the product, not the application. This type of specification is necessary 
where, for example, items for incorporation in an assembly are to be bought, 
or where a certain chemical product is to be acquired for a production  process. 
Nevertheless, the production of effective conformance specifications is rather 
difficult to achieve on occasion. Even in situations where the greatest care has 
been taken, it is sometimes the case that a supplier will deliver material that 
meets the specification as they understand it, while the customer  complains 
that the specification means something different and seeks to reject the  
supplies. Conformance specifications take a variety of forms and can be drawn 
up by various departments.

Producing a specification
In manufacturing, a design or engineering department usually has the 
 responsibility for product design, which includes the specification of parts and 
mat erials. In service industries, user departments often prepare specifications. 
In distributive industries, which sell the merchandise they buy rather than 
products they have manufactured, the selection of supplier-specified goods and 
the development of specifications for purchaser-specified goods are of central 
importance both in buying and in marketing, and reflect the organisation’s 
 policy on merchandising. In buying supplier-specified goods, retailers pick a 
brand or a make, or buy by sample, but in specification buying they draw up 
their own specifications, which are usually very detailed and thorough.

Preparing specifications is essentially a technical rather than a commercial 
activity. However, commercial staff have an important support role for their 
technical colleagues, in providing information about relative price trends and 
availability, keeping in touch with new developments, arranging contacts with 
essential suppliers and obtaining supplier help in formulating specifications. 
Formal detailed specifications are not drawn up for the majority of relatively 
unimportant purchases. If the quality required is well within the range that is 
commercially available, it is usually left to the procurement department to pick 
the appropriate make or brand. If the article required is not a constituent of the  
product, or is bought for internal use rather than for resale (such as factory 
 seating or overalls), it will again often fall to the procurement department to 
specify what is to be purchased. The department is acting on behalf of the 
 organisation as a whole in making such decisions, and care should be taken to 
seek the reaction and obtain the support of users before making a final choice 
from the alternatives available.

It can, of course, happen that procurement staff are technical experts in what 
they purchase and carry primary responsibility for specification. The wool 
buyer for a textile manufacturer may well be responsible for specifying, as well as 
arranging for the supply of, the grades of wool that satisfy the particular needs 
of the manufacturer. Specialist buyers of print, packaging or furniture may also 
have this dual role, first, to collect and interpret the organisation’s requirements 
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to arrive at a specification and, second, to review the market and negotiate a 
contract. The technical role of specification is in these cases not an extension of 
the commercial role of procurement; it is a different role carried out by a single  
person because his or her qualifications make him or her the most suitable 
 person for both roles.

An important stage in specification is to review alternative ways of satisfying 
a given need. Commercial as well as technical considerations affect the choice. 
For instance, copper is used more widely than silver for electrical conductors 
for commercial rather than technical reasons: silver has a higher conductivity 
but is more expensive. Aluminium has a lower conductivity than copper but is 
lighter, so that for overhead power cables where weight is important it can be a 
better buy than copper, depending on the relative prices of the two materials.

These price relativities change, and a specification which at the time it 
was drawn up represented the best buy may be capable of improvement in 
the  conditions that apply in a later stage of manufacture. There is often little 
to choose technically between zinc alloy and aluminium alloy for pressure 
 die- castings, but there may be a price difference. Natural rubber (latex) prices 
fluctuate and affect the commercial choice between rubber and synthetics such 
as neoprene. The choice of production method is affected both by  production 
volume and by technological development, which makes new options  available. 
For instance, a part might be purchased in small quantities as a mild steel 
 fabrication for £50 apiece. In large quantities, a similar part might be purchased 
as a pressing for 50p apiece, once a press tool had been laid down for more than 
2000 or so. Or technological innovation might provide some different way to 
produce an equivalent part at a lower cost.

Specifications usually state a tolerance: the permissible variation in  import ant 
characteristics such as size and weight. Close tolerances simplify  assembly and 
promote interchangeability, but increase the costs of  production and  inspection, 
and thus of the purchase. In one case it was found that a  dimensional tolerance 
of 0.0001 in. for grinding added 33 per cent to  machining cost and 100 per cent 
to inspection cost compared with a tolerance of 0.001 in. It is widely accepted 
that some specifiers play safe by over-specifying, for instance by prescribing 
 tolerances and limits that are too tight. These are some of the reasons why value 
analysis examines such questions as:

■	 Would a cheaper material do as well?
■	 Is it made on the right tooling in view of volume?
■	 Are limits and tolerances too tight?

In some instances a technically equivalent end product can be made to a 
variety of recipes using different ingredients. For instance, cattle feed cakes can 
be made from 70 different ingredients, from herrings to molasses, which can 
be combined in various ways to produce cakes having the same iron  content, 
 nutritional value, etc. Possible ingredients are mostly primary  commodities 
and their prices vary rapidly and by large amounts. The choice of which 
 ingredients to buy and, consequently, which recipe to use at a particular time 
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is a commercial rather than a technical decision. It is thus a decision taken by 
procurement staff, usually after carrying out a linear programming calculation 
on the computer.

Specifications take a variety of forms, from a pile of drawings inches thick 
to a brand name. Every purchase order, large or small, critical or not, must 
 communicate the requirement to the supplier, but the expense of preparing 
a detailed specification is justifiable only when the requirement is critical or 
 unusual or volume is great and cost high.

One of the simplest forms of description is a brand name. If there is only 
one brand that meets requirements, this is the obvious way to specify. But if 
one brand has been tested and found satisfactory and other brands  exist that 
may be just as satisfactory and have not been tested, it is preferable to  specify 
in the form ‘Brand X or equal’. Suppliers sometimes change the  specification 
without changing the brand name, which can cause problems for the  buying 
 organisation. Where possible, national or international standards should 
be adopted in preference to specifications that are peculiar to the buying 
 organisation. If minor amendments would make a public standard  appropriate 
to the need, it is good practice to state this specifically at the outset:  ‘generally to 
British Standard XYZ but with closer tolerance and harder temper’, for instance.

Early supplier involvement
When a new product is being designed and specified, decisions need to be made 
about the extent (if any) and the timing of supplier involvement. While there 
are possible disadvantages associated with supplier participation in  specification 
writing, there are many potential benefits. If there is to be involvement, then 
the sooner the better is the rule, since the further a design proceeds, the less the 
opportunity to influence it.

Possible disadvantages of early supplier involvement are:

■	 Supplier develops a complacent view as preferred source.
■	 Risk of leakage of commercial or technical confidential information.
■	 Competition may be reduced or eliminated.
■	 Buying organisation may lose ownership or control of technology.
■	 Potential valuable innovation from other sources may become unavailable.

Notwithstanding the above issues, there are many potential benefits to the  buying 
concern if the supplier is brought on board at an early stage. A  fundamental 
 consideration is the fact that the supplier will, in all probability, be the ‘expert’ 
in the relationship, knowing a good deal more than the  customer does about the 
technical and commercial aspects of the good or service in  question. From this 
expert position, the supplier will possibly be able to advise on:

■	 developing ideas;
■	 materials employed;
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■	 appropriate methods of manufacture;
■	 materials availability;
■	 alternative technologies;
■	 alternative materials;
■	 methods of manufacture and supply;
■	 present and predicted materials costs;
■	 sources of appropriate manufacturing capability;
■	 extent of competing demand for parts etc.;
■	 information on patents, copyrights and other protection of design.

There are also issues connected with the relationship between buyer and seller 
that influence, and are influenced by, early supplier involvement. The involved 
supplier will be part of the customer’s team, and the developing ‘value stream’ 
and ‘supply chain’ philosophies require a close bonding between companies. 
This bonding requires mutual involvement.

Early involvement of and collaboration between supply function, suppliers 
and the rest of the design team might involve the following stages:

1 Identify the relevant stakeholders in the design and product development 
 activity. These might, for example, be:
■	 engineering;
■	 production;
■	 marketing;
■	 finance;
■	 supply department;
■	 supplier(s).

2 Organise cross-functional activities between relevant internal stakeholders to 
examine such questions as commercial feasibility, technical feasibility, time 
requirements, quality issues, customer wishes and needs and so on.

3 Involve external stakeholders, including trusted supplier, working with them 
on technical and commercial issues relating to product development.

4 Work together to consider the development of appropriate information 
 systems and the possible use of e-commerce approaches so that planning, 
scheduling and delivery of materials can be harmonised with the customer’s 
build or manufacturing programme.

Mini case study – Nielson Media Research
At Nielson Media Research, Dunedin, Florida, procurement’s involvement in the IT 
buy continues to grow. ‘We are focusing on our capital spending’, says Tim Russell, 
 Procurement Manager. ‘We are making greater efforts to involve major technology 
 manufacturers into our IT plans earlier and more frequently. To lead these efforts, we 
have developed a solid team of representatives of IT, technical support, national contract 
 administration, and purchasing. Through the cross-functional team’s effort, we continue to 
stay up with or ahead of new technologies in the marketplace. Adding to this effort, our 
end users/customers provide early information on their needs.’
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Concurrent engineering
There has been a good deal of attention paid in recent years to the concept of 
concurrent (or simultaneous) engineering. The approach has been defined as:

Getting the right people together at the right time to identify and resolve design 
 problems. Concurrent engineering is designing for assembly, availability, cost, 
 customer satisfaction, maintainability, manageability, manufacturability, operability, 
perform ance, quality, risk, safety, schedule, social acceptability and all other attributes 
of the product. (Dean and Unal, 1992)

The idea is that all the parties concerned work together at the same time, rather 
than in sequence, thus achieving a clearer understanding of each other’s needs 
and contributions, and a much shorter elapsed time between conception of a 
need and its fulfilment. Figure 5.5 shows the concept of concurrent rather than 
serial working, each node representing a participant in the design process.

It can be seen that any organisation pursuing the concurrent engineering 
 approach will require the active involvement of procurement staff, and in many 
cases that of vendors.

Standardisation
The systematic formulation and adoption of standards is referred to as 
 standardisation. It is usually accompanied by variety reduction: a reduction 
in the range of items used, stocked, bought or made. This is not a process that 
 happens naturally: engineers call for special parts which seem to them just 
a  little better for the purpose than standard parts, users indulge individual 
 preferences or even whims, and as a result the stores accumulate extensive 
ranges of different items to serve requirements that really differ little, if at all.  
A systematic standardisation and variety reduction programme can then be 
well worth launching. The benefits this can bring include:

Figure 5.5 
Concurrent engi-
neering contrasted 
with consecutive 
engineering
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■	 fewer stock items and reduced stockholdings;
■	 wider choices of supplier and increased scope for negotiation;
■	 larger orders and the possibility of lower prices;
■	 reduction to a simple routine of some parts of the work of design and 

purchase;
■	 simplification of some orders, requisitions and other documents; and
■	 less need for special explanations by letter, telephone, interview, etc.

It is not in general advisable to standardise on the cheapest, because when 
many versions of an article have been bought for substantially the same  
application, it may be expected that just as some versions were too good in the 
sense that they cost more than they were worth to the user, so other versions 
were not quite good enough. The objective in standardising is to select not the 
least expensive or the most expensive, but the right quality to meet the need.

No standardisation programme can succeed unless users are convinced that 
it is worthwhile. It needs to be marketed from the outset, and it is  important to 
involve users in the variety reduction process; where possible, users  themselves 
should decide which version will best suit their needs. Simply to issue a 
 management edict that all standards must be rigidly adhered to does not work 
well. Ignoring legitimate differences in need provokes people to develop their 
private differences in preference into apparent differences in real need. But 
just offering standards as available options does not seem to work well either, 
 because of organisational inertia. In practice, standards are often mandatory 
for minor items where users’ needs are unlikely to differ much, but for more 
 complex items they become increasingly optional.

Most countries have national standardisation bodies. The BSI is linked with 
similar bodies in other countries through such supranational organisations 
as the European Committee for Standardization (CEN) and the International  
Organization for Standardization (ISO).

European Union national standards bodies have worked hard to  harmonise 
their standards, although much remains to be done before the EU is really  
operating on common standards throughout.

■	BS EN ISO 9000
The predecessor to this series of standards, British Standard 5750, was first 
 published in 1979 and gained widespread recognition in the United  Kingdom 
as an indication that companies that had gained registration were  consistently 
able to supply their product or service to a stated level of quality. As such, 
BS 5750 certification became widely recognised by the procurement and 
 supply profession as a desirable characteristic in suppliers. This in turn led to 
 competitive benefits being experienced by registered suppliers, and a rapid 
 expansion in the number of registered organisations.

Following the introduction of BS 5750, many other countries saw the benefits 
associated with the scheme, and the idea was widely adopted abroad, usually  
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with the support of the BSI. This wider interest in quality standards of this kind 
gave rise to the ISO developing an international equivalent. This was  published 
in 1987 as the ISO 9000 series of five standards. In turn, the BSI adopted,  without 
amendment, ISO 9000 as the new (1987) edition of BS 5750. This adoption 
 recognised the fact that ISO 9000 reflected several years of British experience 
with BS 5750, and was of international relevance.

The ISO 9000 series was also adopted as European Standard EN 29000, 1987. 
Thus, for many practical purposes BS 5750, ISO 9000 and EN 29000 are the same. 
The name adopted by the BSI for the standards has itself been  standardised  
as BS EN ISO 9000.

The standards have a number of constituent parts, and contain three 
 assess able quality assurance standards:

1 BS EN ISO 9001: A model for quality assurance in design, development, 
 production, installation and servicing.

2 BS EN ISO 9002: A model for quality assurance in production, installation 
and servicing.

3 BS EN ISO 9003: A model for quality assurance in final inspection and testing.

Firms need apply only one of these parts. A company producing or  supplying 
a simple standard product with little or no design input may well work to BS 
EN ISO 9002, whereas if product design or development is  undertaken by 
the firm then BS EN ISO 9001 will be more appropriate. If final inspection is 
the most appropriate way of assuring quality, BS EN ISO 9003 is likely to be 
adopted as the standard. An example of this type of activity might be contract 
cleaning services. It should be recognised that the standards are applicable to 
organisations producing services as well as goods: the requirements relate to 
the ways in which the firms operate and are managed, not to the products of 
the firms.

The BS EN ISO 9000 series of standards is of great interest to those responsible 
for identifying and selecting appropriate suppliers in that they provide evidence 
that a certificated organisation is employing appropriate quality systems. They 
are not applicable to the products of the supplier, be they goods or services, but 
to the manner in which the supplier organises and conducts those aspects of 
the business with a bearing upon quality. The standard is employed by all major 
public sector procurement organisations in the UK as a basis for determining a 
supplier’s ability to produce satisfactory goods and services.

The following guidance notes are reproduced by permission of the 
 Department of Trade and Industry and are adapted from their booklet   
Purchasers and BS EN 9000.

Claims of compliance with BS EN ISO 9000
A firm can implement a quality management system that follows the principles of 
BS EN ISO 9001/2/3, benefit from doing so and tell you about it. They are not  legally 
obliged to have it independently assessed, but they cannot claim BS EN ISO 9000 
 regis tration until they have done so. If they are not registered, this does not lessen their 
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achievement. But equally it does not give you the same assurance that an independent 
assessment does.

Claims of compliance with BS EN ISO 9000 may be based on:

Assessment by the supplier themselves: This is not very common, and such claims are of 
limited value, as they lack any input either from you the buyer or any independent 
body. If you are buying from a self-assessed firm, you should:
■	 Check that the process is supervised, preferably by people who have experience of or 

professional qualifications in quality assurance.
■	 Check they have proof of their ability to deliver to your requirements.
■	 Check that they can provide evidence that their system follows BS EN ISO 9000.

Assessment by a second party: This may be by:
■	 Acceptance on the tender list of an internationally recognised quality led company 

which assesses suppliers against its own quality system requirements, based on BS 
EN ISO 9000 (e.g. Ford, Rover, Cores, Marks & Spencer).

■	 A few major organisations have schemes for assessing and certifying the  quality 
 systems of their suppliers. These schemes are assessed by the United Kingdom 
 Accreditation Service (UKAS) on the same criteria as those used to assess  accredited 
third party certification schemes, and they are recognised as Second Party 
 Certification schemes.

Assessment by an independent third party: Explained in the note that follows.
Alternatively, suppliers may provide evidence from other customers that they have 
 delivered reliable and consistent products or service, to specification, over a long 
 period. While this does not prove compliance with BS EN ISO 9000 it is likely to  provide 
an  indication that the company manages its procedures to assure consistency of supply.

Independent assessment and registration: Independent assessment gives the  buying 
 organisation an impartial assessment of a supplier’s system; if an assessment is  successful 
the applicant company is awarded a certificate and included in the  assessment body’s 
own register of successful assessments. There are over 70 independent certification 
bodies, increasingly referred to as ‘registrars’, operating in the UK market. In January 
1996, 51 of these were accredited by UKAS (see below), and three have been recognised 
as second party assessment bodies by UKAS. These 54 bodies are expected to provide 
assessment to the highest possible standards.

Accreditation is awarded to a third party, independent certification body as 
 recognition that the body has met internationally accepted criteria covering  integrity 
and technical competence, and that its assessors have the capability to assess  companies 
against the requirements of BS EN ISO 9000 in specific business areas to a consistent 
level. These bodies are assessed and accredited in the UK by UKAS.

In recognition of their status, the UK government permits accredited bodies to use the 
National Accreditation Mark of Certification Bodies. Companies assessed by an  accredit-
ed body may also use the Mark, subject to a registration within the  certification body’s 
 accredited scope. The Mark is a clear and public demonstration that a  competent and 
 independent body has assessed a company’s quality system. It is  recognised  internationally.
 There are three levels of independent third party assessment. When considering  
the merits of using registered suppliers, you may wish to consider which level of 
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 assessment gives the amount of assurance you need. The highest of these levels results  
in a certificate of registration issued by an accredited certification body under its  
accredited scope. The next level is a certificate issued by an accredited body but outside 
its accredited scope. The third level is a certificate issued by a non-accredited body.
 It is worthwhile remembering when considering the level of assurance you require 
that although accredited bodies are prohibited, for impartiality reasons, from providing 
consultancy services to the companies they assess, a number of non-accredited bodies 
both provide clients with their quality manuals and assess compliance to the manual 
against companies they assess. A number of non-accredited bodies both provide clients 
with their quality manuals and assess compliance to the manual against BS EN ISO 
9000.
 When specifying BS EN ISO 9000, government purchasers wherever possible specify 
an accredited certificate. When this, or a second party certificate, is not available then 
a non-accredited certificate from an accredited body is acceptable to most government 
purchasers. A certificate issued by a non-accredited body is generally treated with great 
circumspection. You may wish to adopt a similar strategy when considering using BS 
EN ISO 9000 registered suppliers. Remember: the National Accreditation Mark is the 
mark to look for from companies claiming an accredited registration. However, when 
you use a supplier with an accredited registration it is important that you ensure their 
scope of registration is applicable to your needs.
 An organisation wishing to achieve certification must, of course, first ensure that it 
has a quality system which meets the requirements of the standard. If advice and help 
is needed, then the regional offices of the Department of Trade and Industry are able 
to offer advice, and in the case of small companies, subsidised consultancy. Having 
developed and implemented a conforming quality system, then the company will be 
‘vetted’ by an appropriate accredited certification body. The BSI does not itself offer 
certification. What happens is that the Secretary of State, following the assessment of a 
body by the National Accreditation Council for Certification Bodies, issues a statement 
that the body is competent to issue certificates within certain specified areas. This  
process is called ‘accreditation’ (see below).
 It is important to remember that the BSI says that a company ought not to be  
rejected as a supplier solely because the supplier does not have a quality  management 
system or ISO 9000 provided the company can provide other acceptable quality  
assurances. There has been some resistance to ISO 9000 by some small and  medium- 
sized enterprises, who see the standard as imposing systems and procedures that are 
too  rigid and bureaucratic, and which add cost without adding real value. Many  larger 
concerns, while recognising the importance and value of ISO 9000, also  recognise 
that it is not appropriate for all their suppliers. For example, RS  Components, a 
leading stockist and supplier of electronic components, is a large and  successful 
 organisation which might be expected to require all suppliers to  demonstrate that 
they are  accredit ed under ISO 9000. However, they regard this as inappropriate 
and  impracticable, and instead insist that suppliers demonstrate that they have an 
 appropriate quality regime in place that is working satisfactorily. Many  companies 
in such industries as  automotive and aerospace have their own quality systems 
and  procedures, which are rather more rigorous than ISO 9000. In the case of such 
 concerns, accreditation would serve no useful purpose.
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Supplier assessment
The next stage in the process of buying quality assurance, after defining 
the specification, is to select one or more suppliers capable of working to 
the  spe cification. Five methods used in assessing supplier capability in this 
 connection are based on:

■	 past performance;
■	 reputation;
■	 visit and appraisal;
■	 third-party certification;
■	 evaluation of sample products.

Vendor appraisal, supplier evaluation and vendor rating are procedures used 
in this connection. ‘Vendor appraisal’ is the term used when the performance 
of potential suppliers is assessed before an order is placed with them. Supplier 
evaluation refers to assessment after orders have been placed. Supplier rating (or 
vendor rating, as it is often called) refers to the calculation of an index of actual 
performance.

■	Past performance
The first method, basing the choice on past performance, can only be used 
for supplier selection when items are bought in large quantities from several 
 suppliers. Records of quality performance need to be available to the buying 
organisation’s decision maker. Such records may also include quantitative data 
on delivery, performance, service, price and other matters considered  relevant, 
which may be summarised and combined into a supplier rating. Buyers use this 
information not only to give more business to better suppliers, and to phase 
out inadequate suppliers, but also to urge weak suppliers to improve their 
performance.

■	Reputation
The second method is widely used. A good reputation for quality can be a 
 valu able trade asset, and in industrial markets it is mainly based on actual 
perform ance rather than advertising and other forms of publicity. Experienced 
buyers build up a lot of market knowledge, which they add to by talking to 
 colleagues, sales representatives and buyers in other organisations. Potential 
suppliers can be asked to give references: the names of three customers who can 
be approached for a confidential report.

■	Visit and appraisal
The third method involves a visit to the supplier in order to make an assessment 
of quality capability. This takes time and can be expensive, but the expense may  
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be a small price to pay for quality assurance. Quality control staff, procurement  
staff or an interdepartmental team may make the visit. The procurement  
representative must make sure to meet any people who may need to be contacted 
if delivery or other problems occur. But since the purpose of the visit is to  
assess quality capability, most of the time will be taken up in examining  
production methods and facilities; inspection, test and measurement  
facilities both in production and in inspection departments; check and  
calibration routines for gauges and other test devices. Quality control procedures  
in use, including the use of control charts and other records, and the way in 
which corrective action is taken will also be considered, an attempt made to  
assess the standard of work in progress, policies and attitudes in relation to  
quality, and, so far as possible in a short visit, the quality of management.  
(More detail is given in Chapter 8, which also includes an example of a checklist 
such as most organisations use on these visits.)

■	Third-party certification
‘Third-party certification’ is the term used for visits and appraisals made by 
some independent body – neither the first party, or buyer, nor the second party, 
or seller – the results of which are then published or made available to clients or 
subscribers in the form of a certificate of quality assessment.

■	Evaluation of products
The final stage in the process is the delivery of satisfactory goods by the  supplier 
and their acceptance by the customer, thus completing the transaction once 
payment has been made. This used to be considered the key to the whole of 
quality control: the inspection stage, when the buying organisation checked  
deliveries and either accepted or rejected them. Now the view is that it is the 
supplier’s responsibility to deliver goods which are acceptable, as  conforming 
with specified requirements. Rather than inspect the goods, the buying  
organisation inspects the supplier’s arrangements for ensuring that the goods 
are acceptable. The earlier notes on BS EN ISO 9000 are relevant here. Some 
goods still call for 100 per cent inspection, and there are also some goods which 
do not require technical inspection. Examples of the latter are works and office 
supplies, most branded goods, standard machine screws or cans of paint and 
low-priced goods of minor importance. Sampling inspection methods are now 
very widely used, especially when goods are delivered in large lots or batches. 
Checking every single one of a large batch of goods is tedious, time-consuming  
and expensive, and because of human errors it seems not to be as effective 
as checking a sample chosen on the basis of probability theory. Sampling  
procedures and tables for inspection by attributes are given in BS 6001, and BS 
6000 explains clearly how to use these procedures.

A sample is taken from the batch, and the whole batch is rejected if more than 
a certain proportion is defective, or it is accepted if less than this proportion is  
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defective. As quality expectations rise, the standard is becoming more severe. 
In the early 1980s, 5 per cent defective was often considered acceptable. Now 
0.2 per cent or 200 parts per million is considered a normal target, with some 
 companies looking for 50 to 100 parts per million and beyond. The pursuit of 
‘zero defects’ reflects a philosophy that perfection should be the goal.

Prompt notification to the supplier, and if relevant to the transport firm 
that made the delivery, should be given if goods are rejected. Any delay could 
affect the legal position if a claim has to be made. Several alternatives are open 
when defective goods are received. Goods that are unacceptable are not all 
 unacceptable for the same reason. The buying organisation may:

■	 refuse to accept the batch;
■	 return the batch for replacement;
■	 return the batch for credit;
■	 arrange for the supplier to make a 100 per cent inspection at the buyer’s 

 establishment to sort defective parts from good parts; 
■	 make this 100 per cent inspection using the buyer’s inspection staff.

Following the 100 per cent inspection, there are three further alternatives:

1 to return defective parts for credit or replacement;
2 to correct or rework defective parts; 
3 to use the defective parts, but with special care or for special applications.

In addition:

4 A lower price would be negotiated for the last two of these alternatives.

Serious or persistent quality problems call for a thorough review of the 
 situ ation and perhaps a visit to the supplier’s establishment to see the problem 
in the field and discuss it with production and quality control staff. Points to 
check include the following:

■	 Are specifications clear, explicit, unambiguous?
■	 Has the supplier understood them?
■	 Do they specify the right quality or are they too demanding?
■	 Is there any assistance we can give in quality control or production methods?
■	 Or in training staff?
■	 Should we change to a different supplier?

■	Vendor accreditation
Many major organisations have vendor accreditation schemes. (These are 
mentioned in Chapter 8 on source decision making.) An important aspect of 
 performance monitoring is the rating of quality, and statistics will normally be 
gathered on the quality of supplies received. From these statistics supplier in-
centive schemes can be derived, such as supplier league tables, or ‘vendor of the 
month’ awards. Figure 5.6 illustrates the certification scheme used by Kodak in 
the UK, the idea being that suppliers will strive to qualify for a ‘gold’ certificate.
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Economics of quality
It used to be the case that the level of quality control activity expressed as a cost 
worth incurring could be determined by looking at the cost of inspection, and 
at the cost associated with accepting defective supplies and detecting them 
later, perhaps at the time of use. No expenditure on inspection would result 
in all  defective supplies finding their way into the system, and would result 
in high costs. One hundred per cent inspection would, for most supplies, be 
 prohibitively expensive, so some optimum level of quality control was sought, 
seeking to minimise the total cost of quality. It was widely taught that the 
 economic level of inspection would be attained where the cost of inspection 
was equal to the cost of failure. In this situation the important total cost would 
be minimised. What this concept failed to recognise was that the money spent 
on inspection and detection of defectives could be turned into an investment 
rather than a sunk cost if feedback was in place so as to prevent a repetition of the 
defective work. If such investments can be made and managed, the  incidence of 
defective supply will become less, and the cost of quality will reduce over time. 
Current thinking on quality, inspired by the charismatic individuals known as 
the quality gurus, suggests that we consider four costs of quality:

Figure 5.6 ‘Quality first’ supplier programme: award recognition levels
(Source: Kodak)

M05_BAIL6016_11_SE_C05.indd   183 4/8/15   7:21 AM



Chapter 5 • Quality management

184

1 Prevention costs – costs incurred in avoiding failure in the first place.
2 Appraisal costs – costs incurred in checking and inspection.
3 Internal failure costs – arising from errors within the operation.
4 External failure costs – arising from an error being passed on to an external 

customer.

The last two items in the list are covered by the term ‘failure costs’ in Figure 5.7.

Quality circles
Quality circles have become a popular approach to the improvement not only 
of product quality but also of other aspects of company performance and the 
quality of working life. They go by various names: General Motors calls them 
employee participation groups; Toyota refers to small group improvement 
activities.

They originated in Japan. Groups of up to 12 workers plus one or two 
 supervisors or managers from the same department would meet once or twice 
a week on a voluntary basis to find better ways to do things: improving  quality, 
 increasing output, easier work or getting along with each other better. They have 
been adopted enthusiastically by British and American firms trying to  improve 
quality and reliability, although there have been some difficulties. Management 
and workforce have to overcome traditional adversarial attitudes and learn how 
to collaborate in their common interest. This has often proved to be hard for 
both sides. Several attempts have sometimes been required before getting it right.

Quality circles seem to have made big contributions to the improvement of 
quality and reliability, as well as to other aspects of company performance, in 
those organisations which have managed to develop the right attitudes to make 

Figure 5.7 
A schematic  
representation of 
change in quality 
cost over time

Note: Base cost index = 100.
Shift is from no quality management to quality control to quality assurance.
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them work. The same can be said of a much earlier approach, which also relies 
on part-time group work: value analysis (see below).

The seven wastes
Taiichi Ohno, the former chief engineer of Toyota in Japan, was influential in 
the development of what is now widely known as ‘lean thinking’. He suggested 
seven common ‘wastes’, or non-value-adding activities, which are summarised 
below (see Womack and Jones, 1996):

1 The waste of overproduction. Symptoms of this waste are:
■	 just-in-case manufacture or supply;
■	 working ahead of need;
■	 excessive lead times;
■	 excessive storage;
■	 excessive work in progress.

2 The waste of waiting. Symptoms are:
■	 ineffective use of time;
■	 lack of motion;
■	 lumpy flow;
■	 opportunity cost of waiting time.

3 The waste of unnecessary transportation. Key observations are:
■	 customers do not pay for movement;
■	 handling is a form of transportation;
■	 better communication can lead to less transportation;
■	 people, plants and processes should, where possible, be linked;
■	 the number of steps in a process should be minimised.

4 The waste of inappropriate processing. Key ideas are:
■	 processes need to be both efficient and effective;
■	 focus on process not product;
■	 avoid ‘monoliths’ (expensive, often ‘high tech’ investments over-specified 

in relation to the real need);
■	 ensure quality capability at all stages.

5 The waste of unnecessary inventory. Negative aspects of inventory include:
■	 inventory tends to mask problems;
■	 inventory generates ownership cost;
■	 inventory generates opportunity cost;
■	 inventory impairs flexibility.

6 The waste of unnecessary motions. Be concerned with ergonomics, and avoid 
such activities as:
■	 stooping;
■	 bending;
■	 lifting;
■	 reaching;
■	 over-exertion.
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7 The waste of defects. Key ideas are:
■	 poor quality = cost = waste;
■	 quality assurance is an investment (not a cost);
■	 a defect should be seen as a challenge.

The Japanese word ‘Muda’ was employed by Ohno to describe waste in the 
manufacturing and supply context, and has been widely adopted by man agers 
and scholars in the West. Ohno’s thinking has led to what might almost be 
called a waste elimination industry, and today many more kinds of waste have 
been identified beyond this original seven.

Value analysis/value engineering
‘Value analysis’ (VA) and ‘value engineering’ (VE) are terms which both refer 
to the same basic techniques. Sometimes the term ‘value engineering’ is used 
when new specifications are being refined before they are finalised, and ‘value 
analysis’ when the methods are used to reconsider existing specifications that 
have been in use for some time. Others prefer VE when the engineering design 
department takes the lead in implementing the technique, and VA when it is 
the procurement department that takes the lead. Often the two terms seem to 
be used interchangeably. The same technique is referred to, with the same aim 
of increasing value for money whether by reducing the cost of providing a part,  
product or service to satisfy given needs, or by increasing the satisfaction  
resulting from a given part, product or service. Applied at the initial design 
stage, VA/VE assists in the launch of an attractive and competitive product;  
applied in the mature or declining phases of the product life cycle, it helps to 
prolong the profitable life and defend the market share of the product.

Successful VA/VE exercises have in thousands of instances produced savings 
very much greater than the cost of the exercise: savings not only in purchase cost 
or production cost, but also in the less quantifiable results of better cooperation 
between departments and more constructive relationships with suppliers.

The basic procedure is to ask: What is this? What is it for? What does it 
cost? What else would do the job? What would that cost? Usually a VA team is 
set up (a team, not a committee) with representatives at middle management 
level from such departments as procurement, production, design, costing 
and, perhaps, marketing. The members are there not so much as departmental 
 representatives, more because their departmental interests and their personal 
capability enable them to make contributions from different angles and with 
different kinds of expertise. The team operates part time, and this is considered 
import ant because it means that members retain their main commitment to 
their departments. It is usually necessary to have one member who works full 
time on value projects; that member is the designated value analyst and may act 
as chair or secretary. The team should meet regularly, for instance, once a week 
for three hours at the same time and place.
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Having set up the team, the next steps are to select targets for analysis, 
 preferably starting with profitable, high-volume items where reasonable 
 prospects exist of making substantial savings, and to proceed systematically 
through the successive phases:

■	 information;
■	 speculation;
■	 investigation;
■	 recommendation;
■	 implementation.

The information stage calls for the collection of facts and figures about the 
target item: its shape and size and cost of production or purchase, its weight, 
material analysis, processing and assembly operations, etc.

The speculation phase is seen as the heart of VA. It is a deliberate attempt 
to stimulate creative thought about the item. A common starting point is to 
 attempt to define the function of an item in two words – a verb and a noun. Of 
course, an item may have more than one function, but the object of this exercise 
is to concentrate attention on what a thing is for, or what it does. Occasionally, 
it is found that what the item is for is lost in past history and what it does now is 
nothing, so that useful savings can be made by simply eliminating it. Defining 
the function in this way concentrates attention on the cost of performing the 
required function, rather than on the cost of whatever happens at present to 
be used for the purpose. What else could be used? Brainstorming, consulting 
suppliers, function/cost matrices and other techniques have been mentioned as 
sources of ideas. When new ideas are put forward it is important to accentuate 
the positive and eliminate the negative; for instance, a poster may be displayed 
at team meetings which lists stock responses such as:

‘Let somebody else try it first.’
‘It’s not the way we do things.’
‘The customers will never agree.’
‘Our business is different.’
‘We’ve tried it before.’
‘We’ve never tried it before.’

The investigation phase probes the merit of proposals and provides hard 
 evidence for the next phase, the recommendation to management. The 
 final phase, implementation, could be regarded as a routine matter once 
 management approval has been received. Unfortunately, organisational inertia 
and individual resistance can frustrate the whole exercise unless as much effort 
is put into implementation as into earlier phases.

Footnote NASA spent a great deal of money in encouraging the US pen manufacturer 
Fisher to develop and produce a pen for use in space. It had to be able to write 
upside down, and function in zero gravity situations. The Soviets came up with 
a better value solution to the same problem. They used pencils.
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Make-or-buy decisions
If it proves impossible to secure quality fit for purpose from an external  resource, 
companies have investigated the possibility of bringing production back  
in-house. This is known as the make-or-buy decision.

Make-or-buy decisions are decisions about the source of materials, goods or 
services. The choice to be made is to produce the materials and goods or provide 
the service internally, or to purchase from a source external to the organisation.

Tactical make-or-buy decisions will be reviewed as circumstances change. 
Some exigency is the usual reason for review, and some common reasons for 
make-or-buy decisions at lower levels are:

■	 deterioration in an existing supplier’s quality performance;
■	 delivery failure or poor service by existing source;
■	 large price increase;
■	 volume changes – much larger or smaller quantity requirement for item 

concerned;
■	 pressure to reduce costs;
■	 desire to concentrate internal resources on areas of special competence;
■	 need for design secrecy.

■	Operational decisions
A general rule is that prior to making a make-or-buy decision a comparison 
should be made between the costs of making in-house or buying in. If it is 
found to be cheaper to make, then make; if cheaper to buy, then that is what 
will be chosen. The following decisions need to be made before a comparative  
evalu ation can begin:

■	 What volume do we expect to require?
■	 What capital investment is required to make the goods?
■	 What will be our peak demand?
■	 How much risk is associated with the technology required?
■	 How much wastage (or cost of reworking) can we expect?
■	 What level of inventory will we (and our supplier) hold?
■	 For how long will the contract apply?

Mini case study – Mitel
Mitel, a manufacturer of telecommunications equipment, experienced difficulty in  sourcing 
components that embodied a certain emerging technology. There was  undercapacity in the 
market. The company made the necessary investments to bring the technology in-house 
and developed capacity sufficient to meet internal needs and to sell components profitably 
to external customers.
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■	 What variations can be expected in materials costs?
■	 Can we make more by concentrating on our special competencies than we 

can save by carrying out the work internally?

Even when we have answered these questions there will be more, some more 
difficult, such as how much of our overhead should we attribute to the cost of 
making this item? If substantial capital investment in specialist equipment is 
required to produce goods internally, the decision cannot be reversed within 
the economic life of the plant without losing money on the remaining capital  
value. Table 5.1 provides a checklist which may help to ensure that relevant  
factors are not overlooked.

Table 5.1 
A make-or-buy 
checklist

If currently purchased from an outside 
source

If currently being manufactured within the 
company

●	 Does capacity exist within our own 
company?

●	 If so, is such capacity likely to be available 
for the planning period involved?

●	 Is the necessary raw material available now 
at economic rates?

●	 Will that material continue to be available at 
economic rates for the planning period?

●	 If tooling is involved: (a) what is the cost? 
(b) what is the expected life? (c) what is the 
delivery?

●	 Are we satisfied that the current supplier is 
the most economic source?

●	 Is there a patent and thus the possibility of 
royalties to be paid?

●	 Is VAT chargeable (e.g. printing)?

●	 Is the current supplier doing development 
work towards an improved version of the 
item?

●	 Has the current supplier had difficulty with 
either quality, quantity or time factors, and 
have their costs escalated as a result, thus 
affecting their selling price?

●	 If their quality has been affected: (a) has 
the supplier’s quality system been vetted? 
(b) what has been the extent of quality 
failures? (c) is our production department 
confident that the specified quality can be 
economically maintained in internal produc-
tion? (d) are we over-specifying?

●	 If their other costs are escalating: (a) what 
are the reasons? (b) are we confident that 
we will not be affected in the same way?

●	 If the item is currently being imported, what 
is the cost breakdown? If duty is payable, 
what rate is applied? What duty, if any, will 
be payable on the relevant raw materials/
components if they are imported?

●	 Is there a matter of secrecy to be 
considered?

●	 If the item is withdrawn from production, 
would redundancies result?

●	 If ‘yes’, what action would need to be 
taken by management regarding those 
redundancies?

●	 If tooling is involved, what is its condition? 
Can it be used by the prospective source?

●	 Will the machinery involved on current 
manufacture be fully utilised for alternative 
work if the part is withdrawn?

●	 Is there a possibility of development work 
being done on the part? If so, can this be 
done satisfactorily in conjunction with an 
outside supplier?

●	 Will the quantities involved interest an 
 outside supplier?

●	 Do we know the true cost of alternative 
supply against manufacture (e.g. transport 
and handling costs) – present and forward?

●	 Is the item part of an integrated production 
route involving several stages of  
manufacture? If so, can outside 
 manufacture be satisfactorily co-ordinated 
with production schedules and machine 
loading in our shops?

●	 What is the forward market position for the 
item concerned for the relevant planning 
period?

●	 Are all drawings correct?

●	 Is there any advantage in supplying raw 
materials/components if a decision is taken 
to buy?

●	 Can we indicate to the potential supplier 
the remaining life of the product?

●	 Can the potential supplier suggest ideas for 
taking cost out of the product?
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One important consideration concerns the ability of the specialist supplier to 
innovate and find ways of improving the product or service.

Six Sigma
The fundamental objective of the Six Sigma methodology is ‘the implemen-
tation of a measurement-based strategy that focuses on process improvement 
and variation reduction through the application of Six Sigma improvement 
projects’.

Alternatively, ‘Six Sigma is an overall Strategy to accelerate improvements in 
Processes, Products and Services, and is a Measurement of total quality to know 
how effective we are in eliminating defects and variations in our Processes, 
Products and Services’.

Six Sigma view of quality is:

■	 100% inspection is inefficient.
■	 Focus on the process.
■	 Reduce variation.
■	 Continuous improvement is a philosophy of doing business.

This is accomplished through the use of two Six Sigma sub-methodologies: 
DMAIC and DMADV. The Six Sigma DMAIC process (define, measure, analyse, 
improve, control) is an improvement system for existing processes falling below 
specification and looking for incremental improvement:

Mini case study – Lucas Engineering
Lucas Engineering and Systems takes the following considerations (among others) into 
account when making the make-or-buy decision in relation to a process:

■	 How important is the process to our business?
■	 How competitive are we in relation to others undertaking this process?
■	 How strongly does this process impact on our measures of business performance?
■	 To what extent does the process have an impact on other products/processes?
■	 Is the process linked to any of the strategic issues confronting the business?

The information gathered in response to these questions is brought together on a chart, 
which enables some comparisons to be made between the processes which might be 
 candidates for a changed make-or-buy status. Of course, financial models and projections 
are used too.
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The Six Sigma DMADV process (define, measure, analyse, design, verify) is 
an  improvement system used to develop new processes or products at Six Sigma 
quality levels. It can also be employed if a current process requires more than just 
 incremental improvement. Both Six Sigma processes are executed by Six Sigma 
Green Belts and Six Sigma Black Belts, and are overseen by Six Sigma  Master 
Black Belts (a person who is an ‘expert’ on Six Sigma techniques and  project 
implementation; Master Black Belts play a key role in training and coaching of 
Black and Green Belts).

‘Six Sigma’ was first developed by the Motorola company but has now been 
adopted by many others.

Motorola defined Six Sigma as:

A measure of goodness – the capability of a process to produce perfect work.

The Six Sigma concept is about the aim of making all processes in the chain 
highly capable; this means achieving a capability index of at least 2. Six Sigma 
refers to the number of standard deviations from the average setting of a 
 process to the tolerance limit. In statistical terms, this translates to 3.4 defects 
per  million opportunities for error (or 99.99966 per cent non-defective).  
At  Motorola, this concept has been extended to every function in the company, 
where everyone is considered to be both a supplier and a customer. For such 
 levels of quality, both design and manufacturing must play a role.

‘Sigma’ refers to the symbol that is used for the standard deviation of the 
 normal distribution. In statistical process control, where samples are taken from 
a process, the readings are expected to stay within plus or minus three standard 
deviations of the mean. If a sample is taken that plots outside of these limits, the 
process is said to be ‘out of control’. It should then be stopped and investigated.

Six Sigma refers to the aim of reducing process variance to half the distance 
between specification limits.

When Motorola announced its Six Sigma programme, such levels of process 
capability were rare. Most product manufacturing chains were found to have 

Define: What is it that we are seeking to improve?

Measure (the process):  What is the current capability of the process? What 
averages, what variability in process output is 
evident?

Analyse:  Based on preliminary ideas, theories are generated 
and investigated to determine the root cause(s) of 
the defects.

Improve:  The identified root causes are removed by designing 
and implementing changes to the process.

Control:  New statistical process controls are designed and 
implemented to improve visibility, control future 
process performance and sustain the gains made.
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quality levels at five sigma (99.9767 per cent) or even four sigma (99.379 per 
cent) (which is still a good standard not achieved today by many com panies). 
Expressing the company goal as six sigma made for a clear aim. Figure 5.8 
 depicts the range of Six Sigma.

■	The Motorola Six Sigma Methodology
■	 Identify customer requirements.
■	 Define the processes for doing the task.
■	 Identify necessary process requirements.
■	 Improve all processes to six sigma using teamwork.
■	 Mistake-proof the process.
■	 Implement controls.

Motorola has attacked the Six Sigma objective through a variety of means, but 
team involvement and design of experiments have been particularly important.

■	 Sigma explained
As seen above, ‘Sigma’ is the standard term for one standard deviation in the 
normal distribution. The Six Sigma approach is named after the spread of the 
normal distribution, which for all practical purposes extends for three standard 
deviations on each side of the average value that is over six sigma. As with SPC, 
points that lie within the six sigma spread indicate ‘common cause’ or ‘normal’ 
events, but points outside represent ‘special’ events which call for investigation. 
Six Sigma concentrates attention on the best normal events.

The Six Sigma approach is particularly applicable in non-manufacturing  
activities. Here the interest concentrates on the topmost standard devia-
tion. This is where the best performance is to be found and, as with Pareto 

Figure 5.8 Six 
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Performance measure

Learn how
these do it

Performance measure

Then improve
everyone’s

performance

Learn from the BEST and then COPY

analysis, it is where the greatest benefit can be gained. Statistically, the sixth sigma  
contains only about 2.3 per cent of the total events, but you may wish to think 
in terms of the top 5 per cent. Having researched and distilled what it is that  
allows this top performance, the task is then to transfer this knowledge or 
method to all relevant people.

■	Benefits
According to the Six Sigma Academy, Black Belts save companies approximately 
$230,000 per project and can complete four to six projects per year. (Given that 
the average Black Belt salary is $80,000 in the United States, that is a very high 
return on investment.)

General Electric, who first began Six Sigma in 1995 after Motorola and Allied 
Signal developed it, is one of the most successful companies implementing Six 
Sigma, estimating benefits on the order of $10 billion during the first five years 
of implementation.
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Summary
 1  Quality means different things to different people. It can be defined as ‘fitness 

for purpose’. More strategically, it can be viewed as an issue related to  competitive 
advantage.

 2  Statistical process control (SPC) is a mathematical system used to monitor an 
organisation’s quality capability. It is a proactive approach to preventing 
 defect ive work being produced. SPC devolves responsibility for quality down to 
the operator, who is authorised to take corrective action should measurements 
stray outside of acceptable limits.

 3  ‘Off-line’ approaches to quality assurance have assumed a greater prominence in 
recent years. The work of Taguchi in connection with the quadratic loss function 
has been extremely influential in this regard. Ideas such as failure mode and effect 
analysis and early supplier involvement exemplify other ‘off-line’ approaches.

 4  Performance specifications encourage the supplier to be innovative in  providing 
an appropriate product/service to meet the need. Conformance specifications 
are clear and unambiguous, relating to the product/service rather than its 
application.

 5  Standardisation can be a difficult and lengthy process as it often requires 
 individual preferences to be ignored. However, the benefits of variety reduction, 
lower stockholding costs, economies of scale on larger orders, etc., can make the 
exercise well worthwhile.

 6  An organisation wishing to achieve ISO certification must ensure that it has a 
quality system that meets the requirements of the standard. While it is a useful 
award to hold, it may not be appropriate for all suppliers. For some the 
 proced ures may be too rigid, adding cost without adding value. (These 
 companies should not be rejected if they can provide some other acceptable 
quality assurance system.) Other companies may employ far more rigorous 
quality proced ures, in which case accreditation would serve no purpose.

 7  Six Sigma is an overall strategy to accelerate improvements in processes, 
 products and services, and is a measurement of total quality to know how 
 effective a company is in eliminating defects and variations in its processes, 
products and services.

 8  In statistical terms, this translates to 3.4 defects per million opportunities for 
error (or 99.99966 per cent non-defective).
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6
Inventory management

Introduction
Holding inventory costs money, and therefore reduces profitability. That inventory 
is designed to support production and service operations. Some level of inventory 
is essential in order to provide continuity of service and to avoid costly downtime 
and service disruption and non-availability, but inventory reduction and, therefore, 
the release of cash and reduced operating costs remain essential concerns of 
inventory management.

Objectives of this chapter
■	 To consider provisioning systems for stock and production purposes
■	 To examine positive and negative reasons for holding stock and approaches to 

reducing inventories
■	 To identify methods of stock control and their application
■	 To explain the economic order quantity (EOQ) concept
■	 To discuss the usefulness and limitations of forecasting in the supply context
■	 To develop an appreciation of MRP, MRP2, DRP and ERP systems
■	 To discuss ‘just-in-time’ and related philosophies such as Lean and Agile supply

Provisioning systems
Regular requirements are bought either for stock, or for direct use in operations 
or production. Part of the function of stock or production planning and control 
is to calculate what quantities are needed and when they are needed to meet 
requirements for stock or for production.

Stock control could be defined as the policies and procedures that 
 systematically determine and regulate which things are kept in stock and what 
quantities of them are stocked. For each item stocked, decisions are needed as 
to the size of the requirement, the time at which further supplies should be 
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ordered, and the quantity that should be ordered. Production planning and 
control could be defined as the policies and procedures that systematically  
determine and regulate manufacturing programmes and establish requirements 
for parts and materials to support production. For each item required, decisions 
are needed as to the size of the requirement, the time at which it should be  
ordered and the order quantity.

Requirement quantities can be aggregated or subdivided in various ways, 
and the quantity notified to the procurement department as required is not 
necessarily the same as the quantity the procurement department orders from 
suppliers.

Ordering policies used by procurement include:

■	 Blanket orders, which group many small requirements together for 
 contractual purposes.

■	 Capacity booking orders, which reserve supplier capacity for the  production 
of various parts, used in conjunction with make orders which specify later 
which parts are to be made. This type of purchasing is becoming more 
 commonplace as supply chains become more flexible or agile.

■	 Period contracts stating an estimated total quantity for the period and the 
agreed price, in conjunction with call-off orders which state delivery date 
and quantity.

■	 Period contracts specifying a series of delivery dates and quantities (e.g. ‘1000 
during the first week of each month’).

■	 Spot contracts and futures contracts in various combinations.
■	 ‘Open-to-buy’ (OTB) and the similar ‘order-up-to’ systems sometimes used by 

stock controllers in the retailing sector.
■	 Part-period balancing, lot for lot and other approaches favoured by 

 production controllers in conjunction with materials requirement planning 
(MRP) or kanban systems.

■	 The economic order quantity (EOQ).

We go on to consider order quantities in connection, first, with stock control 
and, second, with production control.

Order quantities and stock control
Every organisation holds some things in stock. Stock can be a nuisance, a 
 necessity or a convenience. Retailers and wholesalers see stock as the  central  
feature of their businesses: what they sell is what they buy, and they aim to 
sell from stock rather than from future deliveries which have yet to arrive. 
 Organisations such as some manufacturers, health-care institutions and other 
service providers place stock in a subsidiary rather than a central position, but 
it is still an important element in operational effectiveness and often appears 
on the balance sheet as the biggest of current assets, locking up a lot of money.
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Why do we carry stock? The reasons include:

■	 the convenience of having things available as and when required without 
making special arrangements;

■	 cost reduction through purchase or production of optimum quantities;
■	 protection against the effects of forecast error, inaccurate records or mistakes 

in planning; and
■	 provision for fluctuations in sales or production.

Carrying stock is expensive, and it is accepted that many organisations carry 
too much stock. A continuing drive to reduce stock without reducing service 
is needed to combat the natural tendency of stock to increase. Constructive  
approaches to stock reduction include:

■	 arranging for things to be made and delivered just in time, instead of 
 stockpiling just in case a need arises;

■	 devising ways to reduce ordering costs, set-up costs and lead times so that 
 optimum quantities are smaller;

■	 making forecasts more accurate, ensuring that records are right, and better 
planning.

■	Stock classification system – Pareto law, ABC analysis, 80/20 rule
Many organisations have assumed that all stocks are the same. In any  inventory 
that contains more than one stocked item, some items will be more  important 
than others. Some may, for example, have a very high usage rate, so that if they 
ran out, many customers would be disappointed. Alternatively, other items 
may be of a particularly high value, so excessively high inventory would be 
 particularly expensive. One common way of establishing these differences is to 
rank the items of stock by their usage value. This is done by multiplying their 
rate of usage by their individual value. Items with a particularly high rate of 
 usage should need very close control, while those that have low value and low 
usage won’t need so much attention.

With the aid of a simple example we will see how the technique works  using 
arbitrary minimum–maximum levels of stock for ‘A’, ‘B’ and ‘C’ Class items. 
It also illustrates how the technique can be used for evaluating the  overall 
 inventory value, which can be anticipated for different planned levels of  
minimum–maximum stock cover chosen for each of the A, B and C categories. 
An ABC-based policy can be used to determine ‘ideal’ drop quantities, which 
then is negotiated with suppliers.

Generally, a relatively small proportion of the total items contained in an 
inventory will account for a large proportion of the total inventory value. This 
phenomenon is known as the Pareto law (named after Vilfredo Pareto, who 
founded the principle) and is often referred to as the 80/20 rule. It is called 
this because, typically, 80 per cent of an organisation’s inventory value will be 
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accounted for by only 20 per cent of stock items. Put the other way, 80 per cent 
of the total quantity of stock will account for only 20 per cent of the total value 
of all stocks.

We can use Pareto analysis to focus on the more important items of stock in 
terms of their usage value.

The results of a product analysis on a volume throughput basis will,  classically, 
show that:

■	 A items – fast movers = high volume, few lines;
■	 B items – medium movers = medium volume, medium lines;
■	 C items – slow movers = low volume, many lines.

If the ABC analysis is undertaken on a product value basis, the following 
 purchasing/stocking situation may apply in a manufacturing company:

■	 A items – high-value items = low stock holding needing continuity in supply/
JIT or periodic review replenishment system (explained later). Bulk chemicals 
are examples here.

■	 B items – medium-value items = minimum–maximum or continuous review 
replenishment system (see later) with supplier weekly check on stock/ reorder. 
An example could be protective paints.

■	 C items – low-value items = two-bin-system replenishment (see later) for 
items such as nuts, washers.

As an example, the following stocking policy is found for in-bound supplies 
to serve production and is based on product values:

■	 A items (by value) are tightly controlled, with orders only for known 
 requirements. Continual accurate records/progressing with less than two 
weeks’ safety stock being held.

■	 B items are moderately controlled, with ordering against forecast based on 
historic demand. Safety stocks of 6–8 weeks were held.

■	 C items are at a lower control level, with larger levels of safety stocks around 
12 weeks.

Clearly, here the high-valued items have minimal stock levels and this 
 lowers the costs to the business. It will be seen therefore that the ordering and 
 replenishment polices are central and need to be fully understood by buyers and 
procurement personnel.

Order quantities directly affect the size of the stockpile. If 12 months’ 
 requirements arrive in one lot, and consumption takes place at a steady rate, 
average stock over the whole year (neglecting buffer stock) is equivalent to six 
months’ requirements. But if only one month’s requirements arrive, average 
stock over the whole year is equivalent to only half a month’s supply. Frequent 
small orders for such regular requirements, instead of occasional large orders, 
can result in substantial reductions in the size of stocks. Unfortunately, this can 
also result in substantial increases in paperwork and administrative effort.
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Essentially, the role of the stock controller is to achieve a balance. Too little 
stock and the organisation will suffer from delayed production, poor customer 
service or lack of ability to respond to new requirements; too much stock and 
the funds of the organisation will be tied up, thus impairing opportunities to  
invest or spend elsewhere. A well-known ‘rule of thumb’ is that the cost of  
carrying stock is 25 per cent per annum. While this is merely a guide, and the 
costs for a particular organisation may well be somewhat higher or indeed lower, 
it is clearly important to be extremely cautious about making an ‘investment’ 
with this very high negative return.

■	Inventory (stock) as waste
Influential thinkers in supply chain management have suggested that   
inventory is waste, and should be avoided wherever possible. The  reasons 
 behind this view are that stocks of materials can adversely impact any 
 organisation because they:

■	 tie up capital;
■	 impair cash flow;
■	 impair flexibility;
■	 need to be stored (at a cost);
■	 need to be handled (at a cost);
■	 need to be managed (at a cost);
■	 are at risk of loss through fire, theft and many other possible misfortunes;
■	 usually depreciate in value.

It is also argued that stocks are frequently held for the wrong reasons, 
 sometimes to mask inefficiencies in the management of the organisation. 
 Examples include:

■	 Masking poor quality – ‘If this one is faulty, we have a reserve in the stores.’
■	 Masking poor planning – ‘We haven’t worked out exactly what to do as yet, 

we’d better stock items to include all possibilities.’
■	 Masking poor suppliers (or poor relationships with suppliers) – ‘We can’t 

 always rely on them to deliver, but carrying some stock protects us from 
this uncertainty.’

We should critically evaluate decisions as to whether to adopt an item as a 
stocked line, and take care to see that the justification is sound. The important 
thing to remember is that it is unnecessary inventory that constitutes waste; the 
important question is, ‘is it necessary?’

■	Approaches to control
There are many systems employed for the purposes of determining when, 
and in what quantities, to replenish stocks. These systems are based on either 
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some form of ‘action level’ approach, or the periodic review system (see 
Figure 6.1).

■	Economic order quantities
Analysis of the costs involved led to the devising of formulae which enable an 
 economic order quantity (EOQ) to be derived for any combination of the 
 variables of price, rate of usage or demand and internal costs. The EOQ is 
the quantity that results in the lowest total of variable costs. It should not be 
 surprising to find that if the annual usage value is low in relation to the cost 
of ordering and processing deliveries, the formula indicates that orders should 
be placed infrequently, whereas if it costs appreciably more to hold a month’s 
 supply in stock than it does to order it, the formula indicates that frequent 
 orders should be placed. For those of us who are not mathematicians, it may be 
surprising to find that order quantity is proportional not to the annual  usage 
value but to its square root, so that if annual demand doubles, the order  quantity 
should be increased by about 40 per cent. Properly applied, the EOQ formula 
does in fact work well, resulting in lower stocks, fewer orders and no  reduction 
in  service, and thus justifying its name. It is economic in the sense that it is a 
thrifty, efficient order quantity that avoids needless cost. But it has  often been 
applied inappropriately, and much of the criticism of EOQ approaches arose 
 because many firms used them in situations for which they were unsuitable, 
with unfortunate results.

Figure 6.1
Requirement  
profiles:  
(a) constant rate;  
(b) increasing rate; 
(c) seasonal rate;  
(d) periodic rate
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The basic EOQ formula is:

EOQ = B2 * annual usage quantity * ordering cost
unit cost * stockholding

Writing u  for annual demand or usage quantity;
 p   for the paperwork and administrative cost associated with  

an order;
 c  for unit cost or price each;
 s    for the cost of holding stock as a decimal fraction of average 

stock value, the formula becomes:

EOQ = 22up>cs (1)

Alternative versions can be derived from this, which show how many weeks’ 
or months’ supply to cover with an order, how many orders to place in a year or 
which use weekly or monthly demand instead of annual demand. The  derivation 
of the formula is straightforward. Demand is not affected by order quantity, and 
as a first approximation it may be assumed that buffer stock and price are not 
 affected by order quantity. The total variable cost is then the sum of the remaining  
cost factors, the stockholding cost and the cost associated with ordering.

Since the average stock without taking account of buffer stock will be half the 
order quantity, q, the stockholding cost is given by

q>2 * cs

and the cost associated with ordering is given by the cost per order, p, multiplied 
by the number of orders placed:

u>q * p

Hence:

Total variable cost (TVC) = qcs>2 + up>q
This is a minimum when

d(TVC)
dq

= 0 (2)

Differentiating (2) with respect to q, rearranging and taking the square root, we 
arrive at the EOQ formula already given as (1).

The application of the formula is not difficult in practice. It can be solved on 
any pocket calculator that has a square root facility.

If, as is usual, stock records are computerised, suggested order quantities can 
be computed automatically, or a short table of representative values can be used. 
EOQ formulae can be used with advantage if the stock range includes many  minor 
stock items, used on a variety of products, for which detailed  calculation of exact 
 requirements and scheduling of as-required deliveries would not be  feasible. For 
such items, using the EOQ can cut both the size of the stockpile and the number 
of orders placed.
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EOQ formulae should not be used if price fluctuates, if the rate of use or 
 demand is not approximately constant, or if the lead time is long and uncertain.

Of the various requirement profiles shown in Figure 6.1, the constant-rate 
 requirement (a) is the only one that is really suitable for use of the EOQ.

The EOQ approach has several limitations in practice, although most 
 software-driven provisioning systems incorporate a version of the formula and 
will recommend a purchase quantity. Among these limitations are that:

■	 It requires the cost of carrying stock as an input. This cost is somewhat 
 difficult to determine accurately.

■	 It requires the cost of ordering or acquisition to be input. This also is difficult.
■	 It does not cope well with varying demand patterns.
■	 It does not relate well to the economics of manufacturing or supply.

 Two common measures of stock control performance are service level and 
 stock-turn rate. Service level measures success in meeting demand off the 
shelf. If every request can be met immediately, the service level is 100 per cent; 
if only eight out of ten, it is 80 per cent. The adoption of EOQ does not in 
principle affect the service level, although methods used to achieve the service 
level may not be the same for frequently ordered items as for infrequently 
ordered items.

Stock-turn rate 
and EOQ

Stock-turn rate measures not the effectiveness of stock control in meeting 
demand but its efficiency in doing so economically. It relates the amount of 
money invested in stock to the use that is made of it. Achieving a high service  
level by ample stocks of everything that could conceivably be needed would 
 result in a very low stock-turn rate. At the other extreme, a high stock-turn 
rate could be achieved by hardly stocking anything except the essential, very 
 frequently used items – with, of course, a low service level as a result.

Stock-turn rate is calculated by dividing average stock for a period of time into 
total usage for the same period. The formula is:

[Annual Usage Value / Average Inventory Value]

This measures how quickly the inventory is used. The larger the ratio, the better 
the inventory is being used.

Thus if stock on the first day of June is £100,000 and stock on the last day 
of June is £110,000, average stock for the month is £105,000. And if the cash 
value of issues for the month (or sales) is £52,500, the stock-turn rate is given 
by 52,500/105,000. The stock is ‘turned over’ 0.5 times a month; or once in two 
months, or six times a year.

In considering the effect of the adoption of EOQ on stock-turn rate, it must 
be borne in mind that the latter is intended to evaluate the efficiency of the  
total stock investment rather than a single stock item. If the annual demand for 
a particular stock item is low in relation to the cost of procuring it, the EOQ 
formula will balance stockholding cost against procurement cost and indicate 
that a year’s supply or more should be ordered. For that item, the stock-turn rate 
will not improve, but fewer orders will be placed. Because a typical stock range 
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includes a large number of items with a low annual usage value, the result is 
greatly to reduce the number of orders placed compared with an ordering policy 
that treats all items alike, for instance, ordering three months’ supply whenever 
a stock item needs to be replenished.

Stock-turn rate for a high usage value item will, on the other hand, improve 
when instead of ordering three months’ supply the EOQ formula is used.  
Although high usage value items form quite a small proportion of the total stock 
range, they also tend to account for a large proportion of the sum shown in the 
accounts for stock. Usually EOQ policies improve the overall stock-turn rate by 
frequent ordering of high usage value items, as well as reducing the number of 
orders placed by less frequent ordering of low usage value items. An example of 
the effect on profit of improving stock-turn rate is shown in Table 6.1.

Table 6.1  
Effect on profit of 
improving stock-
turn rate

Firm A Firm B

Sales revenue
Cost of goods sold

100
 60

100.00
 60.00

Gross margin
General and administrative overhead
Cost of holding stock

40
27
5

40.00
27.00
1.25

Gross profit 8 11.75

(46.9% more)

 Although EOQ methods are not used when price fluctuates, they are used when 
lower prices are available if larger quantities are ordered for delivery in one lot. 
These lower prices may be expressed as percentage reductions to the  nominal 
price, i.e. quantity discounts; or alternatively as progressive reductions in the 
net price as the quantity ordered increases, sometimes called price breaks. 
The foregoing analysis provides a systematic procedure to evaluate these. The 
basis of the procedure is to compare the gross saving due to a price reduction 
with the extra cost due to increased stocks in order to arrive at the net saving, 
if any. The gross saving is calculated by multiplying the annual requirement  
quantity by the difference between the normal price and the discounted price. The  
extra cost is calculated from formula (2), first by using the normal price and  
order quantity and second by using the discount price and order quantity. 
The net saving, if any, can then be calculated. Sometimes the order quantity  
required to qualify for a lower price is excessive. In view of uncertainties about 
the future, it may not be safe to order more than a year’s supply, and it is often 
not safe to order more than two years’ supply.

Price breaks and 
quantity discounts

For example, the annual requirement for part X125 is 10,000 and the  
normal price £1 each. With the stockholding cost estimated at 20 per cent 
and the ordering cost at £10, the EOQ is 1000. Now the supplier offers a 10 
per cent discount for deliveries of 5000 instead of 1000. Is it worth accepting? 
The  difference between normal price and discounted price is 10 per cent of £1, 
and with an annual requirement of 10,000, the gross annual saving is £1000. 
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The extra cost (from formula (2)) is £270. The net saving is thus £730 a year. 
 Financially the offer is attractive. If the discount offered is 2.5 per cent instead 
of 10 per cent, the gross annual saving is only £250. The extra cost is £307.50, 
so there is a net loss rather than a net saving. Accepting this offer would add to 
costs rather than reduce them.

■	Other methods in stock control
Reorder-level methods of stock control are procedures in which whenever the 
stock of an individual item is down to a quantity called reorder level (or order 
level, or order point), an order is initiated to obtain more stock. The order level 
is the average quantity required in the lead time plus buffer stock. Buffer stock 
is a reserve to take care of requirements running at above the average rate, or of 
delivery periods that exceed the normal lead time. The order quantity may be 
the EOQ, or may be determined in some other way.

Periodic review methods of stock control review large groups of stock items 
periodically. Stock on hand may be compared with a target stock figure for each 
item, and enough ordered to bring stock up to target. Target stock is typically 
enough to last until the next review, plus the quantity likely to be used in the 
lead time, plus buffer stock to cover variations. In many systems, orders need 
not be placed for every item which is below target level. Modifiers are incor-
porated, such as minimum orders (don’t order until you need at least 12, for 
 instance), order with (if you’re going to order A, order some B as well), etc.

■	Forecasting
A forecast is a projection of patterns in past events into the future. All forecasts 
have one thing in common: they are generally wrong! That is not to suggest that 
forecasting for stock control is a pointless activity. Forecasts can enable you to 
have a more reliable idea about the future than you would otherwise have and, 
of course, the selection and application of an appropriate forecasting technique 
can enable you to be less wrong than a competitor or other person taking a less 
suitable approach.

The reasons for projections being inaccurate to some degree are usually:

■	 The perceived pattern is not continued into the future.
■	 The past pattern has not been adequately understood.
■	 Random fluctuations have prevented the pattern from being recognised.

Of these three sources of error the first cannot be avoided other than 
by  looking for indications that the pattern might change. These are called 
 ‘leading indicators’, and might be such things as population trends, changes 
in  government policy, etc. The second source of inaccuracy can be reduced by 
 careful analysis, and the third isolated and allowed for when taking decisions.

We have all met individuals who display an almost religious reverence for ‘the 
forecast’. However, in practice it is true that forecasts cannot be relied upon. This  
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is what a middle manager of one fast-moving consumer goods (FMCG) 
 manufacturer had to say about the performance of his organisation’s  forecasting 
department:

Fifty per cent of the time they get it right. That is, their forecasts are within 10% of 
actual demand. Our problem is that we’re never sure beforehand which 50% will be 
correct!

Faced with this problem, we must choose between two options. Either we can 
endeavour to find a better way of forecasting; or we can accept that forecasts are 
always likely to be flawed and therefore the appropriate response is to reduce the 
organisation’s reliance on forecasts. That means that the organisation must find 
ways to respond to unexpected events, or reduce the incidence of these.

There are many approaches to forecasting, ranging from simple time  series 
analysis or the charting of trends through to highly complex modelling 
 systems, some of which are ‘adaptive’ in that the forecasting system monitors 
its own performance, and makes changes to the algorithms on which it operates 
 according to experience. In other words, the system learns as it goes. It should 
be borne in mind, however, that sophistication cannot guarantee success; the 
future can never be made certain.

Order quantities for production
Manufacturing industries were the basis of the British economy for two 
 centuries. While still of importance, they no longer perform this  fundamental 
role. They are classified by product in the standard industrial classification used 
in official statistics, and the products cover an enormous range: transistors, 
 electric motors, machine tools, cranes, small tools, lawn mowers, refrigerators, 
motor cars, double-glazed windows, garments, food products, garden gnomes 
and furniture, for instance. Some make to customers’ order, others make or 
stock in anticipation of orders. Thousands of process technologies exist, but four 
 fundamental approaches to their organisation are in use: project  organisation, 
job shop organisation, batch production and continuous production.

Project organisation is used for a single major product such as a bridge, a 
dam, a factory or an oil rig. The project contract establishes the  relationships 
between customer and contractor. Components, materials and  services are 
 ordered in the quantities specified in the contract for delivery at the time 
scheduled. At the other extreme, continuous production is typified by an 
 electrical power  station or by any other plant that is designed to produce its 
output in a  continuous stream. Between these extremes, at least two-thirds of 
manufacturing industry exists. Job shops go into production when they get a 
job from a customer. Batch producers make their products in small batches – 
perhaps six machine tools at a time – or large batches – for example 1000 
 agricultural  machines at a time.
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Materials requirements planning (MRP)
This procedure, usually referred to simply as ‘MRP’, is an approach to stocks and 
scheduling that is widely employed in situations where demand is  dependent, 
that is to say, where demand can be planned or predicted on the basis of a 
known programme of future activity.

The approach was pioneered by Joseph Orlicky, who described the approach 
as follows:

A Material Requirements Planning System, narrowly defined, consists of a set of 
 logically related procedures, decision rules and records designed to translate a  master 
production schedule into time-phase ‘net requirements,’ and the planned  ‘coverage’ 
of such requirements for each component inventory item needed to implement 
this schedule …. An MRP system replans net requirements and coverage as a result 
of  changes in either the master production schedule, inventory status or product 
 composition.

MRP begins with a knowledge of how much end product is desired, and when 
it is needed. This information is broken down into the timing and quantity 
 details for each component part or sub-assembly.

Basically MRP is most suited to a large manufacturing organisation which 
 produces some components in-house, buys other components from suppliers 
and ultimately assembles them all into a fairly complicated finished product. 
Examples are the manufacture of cars, tractors, electricity generators, rifles, 
 radio and television sets, washing machines and domestic cookers, to mention 
only a few.

The concept of the system is that production control and inventory manage-
ment are integrated. This is done in such a way as to ensure that raw materials 
and components are only made available when they are actually  required, and 
not before. At the same time a similar principle is applied to work in progress in 
the production areas. Each operation on a component is  managed so that when 
completed, the next part of the production line will be ready to receive it and 
put it through the next operation without delay, and also  without accumulat-
ing large quantities of work in progress between operations.  Naturally, if this 
is done well, the amount of capital required to finance stocks of materials and 
work in progress will be minimised.

The main features of an MRP system are as follows:
The master production schedule (MPS). This is based on the build or 

 assemble programme, and is a statement of what final products need to be made, 
and when. It drives the entire MRP system. The MPS is based on sales forecasts 
or customer orders, production capacity and the prioritisation of work. It is a 
matter of some complexity and difficulty to get the MPS right, yet right it must 
be, as the whole planning process is based on this document.

The bill of materials (BOM). This is a list showing all the raw materials or 
components required to make the final product. Usually it is a very complicated 
and formidable document. If we think about a tractor, we can see that it must  
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be so because there are thousands of components. We can analyse parts of 
an imaginary bill of materials for a tractor, just to show how the document is  
constructed. It is arranged as follows:

1 The complete tractor is divided into major assemblies – say chassis, engine, 
transmission, steering, suspension, gearbox, electrical harness, etc.

2 The major assemblies are split up into sub-assemblies. In the case of the  
engine, for example, that major assembly will divide into sub-assemblies for 
crankshaft, engine block, cylinder head, engine gear and so on.

3 The sub-assemblies are again split into minor assemblies. Taking the  
crankshaft assembly as our example, one of the minor assemblies would be 
the piston.

4 Having arrived at the piston minor assembly, that is then detailed into 
 individual components, such as the piston head, compression ring, scraper 
ring, small-end bush, small-end pin, connecting rod, big-end bearing, 
 big-end nut and bolt and tab washer. Thus we arrive at the final details of 
the individual components which either have to be made in the firm’s own 
production areas or bought from suppliers. In the instance of the piston 
 minor assembly, perhaps only the piston head and connecting rod would 
be manufactured internally and all the other components bought from an 
external source.

The student will readily understand that a complete bill of materials for a 
 tractor would comprise hundreds of pages of detail. The process of  breaking 
down a product into a list of the various component parts, giving their 
 quantities, is called ‘explosion’.

Now the essential principle of MRP is that raw materials or components are 
to be made available only when required, not before, and certainly not later! In 
pursuit of this principle, the manufacture or purchase of all these  components 
must be co-ordinated to see that they are on hand when the minor  assemblies 
are to be produced. In turn, the minor assemblies are only required to be ready 
when the sub-assemblies are to be done. They in turn follow the requirements 
of the major assemblies and they follow the pattern of production of the  final 
assembly – the complete tractor. So in theory, the provision of the  smallest 
component is ultimately linked through the chain of assemblies to the 
 number of complete tractors rolling off the end of the production line. This 
calls for a tight production control of what is made in the firm’s own facilities. 
As regards raw materials and bought components, there must be a programme 
of scheduled deliveries from suppliers to match the needs of the production 
units.

The important issue here is the time of delivery. This must be emphasised 
 because if delivery is too soon, stocks will accumulate and expenses will rise, but 
if goods arrive too late, production lines may be slowed down or even stopped – 
again with increased costs. It is a finely balanced process to get it right.

Referring back to the example given, if the lead time for supply of  connecting 
rod forgings is four weeks from outside suppliers, and the machining time in 
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the shops is one week, then ideally the order to the supplier should go out 
five weeks before the finished machined component is wanted. The time it is 
wanted can be found from the production control schedule, which will show 
in which production week the piston minor assembly is to be prepared. If for  
example that is week 35, then the purchase order for the forging must be 
 received by the supplier in week 30.

The inventory status file keeps records of what is in stock, and allows the 
gross requirements to be adjusted to net requirements by taking into account the 
current stock position. The idea is to avoid stocks if possible, but if  inventories 
do come into existence, the system will ensure that they are used in the right 
sequence.

The MRP program takes into account the total requirements for end 
 products specified in the MPS, and ‘explodes’ this information into  individual 
 requirements for the component parts. The net requirements are then 
 computed from the information in the inventory status file. Orders for the 
net  requirements will then be generated for issue to suppliers or ‘in company’ 
 manufacturing facilities at the appropriate time.

Reports will be generated by the MRP system which will present information 
in a format useful to those operating the system. The most important report is 
obviously the one that indicates how much should be ordered and when, but a 
variety of others can be generated.

An illustrative example of an MRP system
To show the basic principles of an MRP system in practice, imagine a company producing 
a finished item which we shall call assembly A. Each unit of assembly A is made from 1 
unit of Assembly B, 2 units of Assembly C and 3 units of Assembly D. We can show the 
bill of materials for an assembly A, in the form of an ‘assembly tree’.

Suppose a decision is made to make available to a customer 1 unit of assembly A in 
week 12 in the manufacturer’s production calendar. We might find our inventory status file 
showing that we have some, but not all, of our needs in stock. For example:

Assembly A: Inventory status file

Gross  
requirements

Stock  
in hand

Net  
requirements

Lead time  
(weeks)

Assembly A

Assembly B

Assembly C

Assembly D

1

1

2

3

0

1

1

0

1

0

1

3

1

2

4

6

The gross requirements column is an indication of the total numbers of each assembly 
required, and the net requirements figure is the difference between this and the stock in 
hand for each part. This information can be used as the basis on which to prepare the 
master production schedule. Obviously, in a situation as simple as the one described, there 
would be no real need for complicated computer-aided planning, though simplicity is of 
benefit when illustrating the basic principles of the system.
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Manufacturing resource planning (MRP2)
As the name suggests, manufacturing resource planning is capable of taking into 
account more than just the material resources of MRP. The other resources – 
 human, financial and capital equipment – can be planned using this technique.

MRP2 has been defined as:

A system built around materials requirements planning and also including the  additional 
planning functions of production planning, master production scheduling and  capacity 
requirements planning. Further, once the planning phase is complete and the plans 
have been accepted as attainable, the execution functions come into play. These include 
the shopfloor control functions of input–output measurements, detailed scheduling 
and dispatching, plus anticipated delay reports from both the shop and the vendors, 
purchasing, follow-up and control etc. The term ‘closed loop’ implies that not only is 
each of these elements included in the overall system but also that there is  feedback from 
the execution functions so that the planning can be kept valid at all times.

Even more so than MRP, MRP2 is a computer system, and there are many 
 packages on the market, each different from the others, but enabling the  essential 
functions of an MRP2 system to be performed. The benefits arising from the 
 successful implementation of an MRP2 system include shorter lead times, fewer 
stocks and the ability to make realistic and accurate delivery promises to customers.

Few organisations are able to completely implement MRP2 all at once, and 
a phased or evolutionary approach is usually adopted. The four-point scale 
 developed by Oliver Wright has come into general use as an indication of the level of 
 implementation, class D being at an infant stage of development, and class A mature.

Class Characteristics

D MRP working in data processing department only.
Poor inventory records.
Master schedule mismanaged.
Reliance on shortage lists for progressing.

C Used for inventory ordering, not scheduling.
Scheduling by shortage lists.
Overloaded master schedule.

B System uses capacity planning, shop floor control.
Used to plan production, not manage the business.
Help still needed from shortage lists.
Inventory higher than necessary.

A Uses closed-loop MRP.
Integrates capacity planning, shop floor control, vendor scheduling.
Used to plan sales, engineering, purchasing.
No shortage lists to override schedules.

The standard system for calculating the quantities of components, sub- 
assemblies and material required to carry out a production programme for 
complex products is called materials requirements planning (MRP). This can be 
carried out by manual methods but is more easily done by computer software. 
Indeed, MRP was an early computer application in supply chain management, 
involving as it does the manipulation of large amounts of data.
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The MRP process starts with a production programme, or, as it is often called, 
a master production schedule (MPS), which schedules the end products to be 
completed week by week during the planning period. It is based on customer 
orders, sales forecasts and manufacturing policy. There is quite an art to  getting 
it right. Most software packages include facilities for making rough checks 
 during planning to allow for capacity bottlenecks or scarce material constraints, 
as shown in Figure 6.2, so that a realistic production programme which can be 
made to work is scheduled. The next stage is to explode the  master schedule into 
detailed lists of all the parts required to make each product by means of parts 
lists, sometimes called bills of material (BOMs). MRP procedure calculates gross 
requirements level by level, adjusting at each level for stock on hand and orders 
due in to get net requirements. These are offset by lead times to arrive at dates 
at which orders should be placed if net requirements are to be  available in time. 
Planned purchase orders and planned works orders are calculated in the order 
generation part of the procedure, but remain in the system and are  subject to 
amendment unless designated as firm orders. They become actual orders when 
released, and are then printed out or otherwise communicated to  suppliers 
and to internal production. Realistic, achievable production programmes and 
 accurate information about stock on hand and orders due in are vital to  success, 
and failure to provide them has led to many unsuccessful applications. Stock 
must be counted and stock records must be right (and the  reconciliation of 
 physical stocks with the relevant records cannot be done by computer)  before 
the order generation process (which can be done by computer) will work 
properly.

Figure 6.2  
Developing the 
master production 
schedule
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Nevertheless, MRP has notched up many successes, typically when organ-
isations which had used inappropriate stock control methods for  production 
planning reverted to common sense. Stock control is appropriate to a situation 
in which the demand for each stock item is independent of the demand for 
any other stock item, as in a retail shop where the demand for shirts in no way 
 depends on the demand for shoes. In production planning, the demand for all 
the parts used to make a product is dependent on the demand for that  product. 
Thus, if a car is supplied with five wheels (assuming each car has a spare), in 
planning the production of a batch of 6000 cars we know that we need 30,000 
wheels. We do not need to apply stock control techniques of demand  forecasting  
and provision of buffer stocks for forecast errors as if the demand for wheels  
occurred independently of the demand for cars, except in allowing for  orders for 
spares and replacements. MRP is the process, simple in principle, of  calculating 
in detail the net demand for the components and material required to 
 implement a given production programme, and allowing for lead times in order 
to plan production and purchase orders. Several techniques are used in deciding 
on order quantities. The simplest is lot for lot, in which the order quantity is the 
same as the minimum quantity required for production:

Period 1 2 3 4 5 6 7 8 9

Net requirement 24 24 24

Planned order 24 24 24

The EOQ approach is quite unsuitable for use when the net requirement  occurs 
in lumps at intervals of time, when another batch of the product is put into 
 production as in the above example and as shown in Figure 6.1(d). If the EOQ 
worked out at less than 24, the order would not be enough to meet the net require-
ment. If it worked out at more than 24, the excess would just lie in stock until the 
next requirement date. The EOQ is based on the assumption that stock is consumed 
at an approximately constant rate, which is not valid for this sort of intermittent, 
lumpy demand. If, however, there is some net requirement in most periods, unlike 
the above example, there is a case for applying the idea on which the EOQ is based, 
of balancing set-up costs or ordering costs on the one hand, and stockholding costs 
on the other, to arrive at a least cost solution. A version which has had some success 
calculates the cost of holding stock period by period, as in the following example.

In Table 6.2, net requirements for nine periods are taken as 40, 20, 0, 80, 
0, 20, 35, 40 and 45. Stockholding cost is taken as £0.50 per unit per period, 
and  ordering cost as £25. The procedure is to calculate total ordering and 
 stockholding costs for successively larger lots and to choose the order quantities 
which give the lowest cost per unit. The result is:

Period 1 2 3 4 5 6 7 8 9

Net requirement 40 20 0 80 0 20 35 40 45

Planned order 60 80 55 85
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This approach, which can easily be applied by computer, is called  part- periods 
balancing because the stockholding cost and ordering cost are  balanced period 
by period to give the lowest cost per part. It has the same  basis as the EOQ in 
that it balances costs to arrive at a least cost solution, but it does not require 
the assumption that stock is depleted at a uniform rate over the year. A simpler 
way to calculate these order quantities on a similar basis is sometimes called 
the least cost algorithm. The cost of holding one part in stock for one period, 
taken above as £0.50, is divided into the ordering cost, taken above as £25, 
to obtain the part-period value, in this example 50. This part-period value 
means that it is economical to carry 50 part-periods, whether this is 50 for one 
 period or five for 10 periods or one for 50 periods. In practice these figures are 
rounded up where appropriate. So, applying it to the net  requirement figures in 
the  previous example: period 1 requires 40, periods 1 and 2 require 60, which 
is over the part- periods value, so the first order is for 60. Period 3 requires 0, 
period 4, 80, so the second order is for 80. If the calculation is continued, it will 
be found that the same order quantities are obtained as by the previous, more 
laborious method.

Software packages usually include lot-sizing rules for determining quantity, 
such as predetermined order quantity or predetermined supply period, which 
can be useful. They also include modifiers, which can be extremely useful in the 
special circumstances for which they are intended, such as ‘order with’ to enable 
items that are related, for instance by coming from the same supplier or using 
the same tooling, to be ordered at the same time, or ‘minimum’ and ‘maximum’  

Table 6.2  
Part-periods 
balancing

Period
Net 

requirement
Order 

quantity
Periods 
stocked

Stock cost 
(£)

Stock + order 
cost (£)

Cost per 
unit (£)

1 40 40 0 0 25 0.625

2 20 60 1 10 35 0.583

3 0

4 80 140 3 130 155 1.107

First order is 60 parts to cover periods 1 and 2

4 80 80 0 0 25 0.312

5 0

6 20 100 2 20 45 0.450

Second order is 80 parts to cover period 4

6 20 20 0 0 25 1.250

7 35 55 1 17.5 42.5 0.773

8 40 95 2 57.5 82.5 0.868

Third order is 55 parts to cover periods 6 and 7

8 40 40 0 0 25 0.625

9 45 85 1 22.5 47.5 0.559

Fourth order is 85 parts to cover periods 8 and 9
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to set upper and lower limits on the order quantity. Unthinking application 
of mathematical formulae can lead to ridiculous order quantities of 1.5 days’ 
 supply, or 10 years’ supply. These can be avoided by use of modifiers in the  order 
quantity algorithms, as well as by making sure that the people responsible for 
order quantity decisions know what they are doing. Both information and 
 materials will flow in the system (see Figure 6.3).

Another benefit which can be derived from an MRP2 system is that it can 
be used for simulation purposes. This can be done by taking a ‘cut’ or section 
across the database and posing ‘what if?’ questions. For example, we may wish 
to bring forward a production date, so we pose the question ‘what if we work 
an extra shift?’ The system will simulate the consequences for order releases, 
current order schedules, inventories, work in progress, finished product, 
labour costs and cash flow. If this is not a viable proposition, an alternative 
can be tested, and once this is found the necessary adjustments can be made 
throughout the system. The same approach can be used with financial plans, 
production plans, inventory levels and so on. It is, of course, vital that the 
data within the system are completely accurate, otherwise the results will not 
be as reliable.

Figure 6.3  
Flows of  
information ( )  
and materials ( ) 
in a material require-
ments planning 
system
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MRP2 is obviously a computer-based system and simulations utilising visual 
display units can be a most helpful aid in planning, as the  alternative  ‘scenarios’ 
can be tested during management meetings. The objective of  systems such as 
MRP and MRP2 is really quite basic: it is to give greater control and  accountability 
but also to reduce inventories to a minimum and reduce the length of time 
 between identifying a need and fulfilling it to the customer with the ultimate 
aim of improved cash flow and profitability. Do not forget,  however, that MRP2 
in particular is a management system and all good management puts people at 
the forefront of its operations.

Mini case study – Reckitt & Colman
Reckitt & Colman (Pharmaceutical Division) Suppliers’ Guide defines MRP2 in this way. 
This is an example of sound management philosophy.

MRP2 is a way of planning and controlling the business – a company philosophy led 
by people not computer.

The computer is an aid. People lead the business.

Distribution resource planning (DRP)
DRP is a system for forecasting or projecting requirements for finished  products 
at the point of demand. From these projections, aggregated, time-phased 
 requirements schedules for each echelon in the distribution system can be 
 derived. As with MRP, inventories themselves are essentially secondary to this 
process. The system works to the elimination of inventory.

DRP is a ‘pull’ approach to replenishment in that it depends on awareness of 
customers’ (end users’) requirements, which pulls the rest of the system through 
the echelons of the distribution system.

If DRP is a ‘pull’ system linked to the customer (end user), MRP is (in end-user 
terms) a ‘push’ system linked to the master production schedule.

The problem of aggregate demand forecasting in DRP is that at each stage of 
the distribution system demand becomes more ‘lumpy’ or, rather, presented 
in bigger and more irregular increments. These irregularities are cushioned in 
the traditional stock point generation systems – in DRP they require careful 
 planning, communications and customer contact to prevent bottlenecks.

Briefly, manufacturing resource planning (MRP2) systems and distribution 
resource planning (DRP) systems are organisational processes enabling physical 
resources requirements to be planned together with production and  purchasing 
control. This combines production resources planning with materials and 
 distribution requirements planning. In combination, these systems establish 
logistics resources planning (LRP), control of the entire logistics system. It is 
 always possible to go even wider in search for integration.
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Enterprise resource planning (ERP)
The concept of ‘ERP’ can be mentioned here. It is, as its name suggests, an 
 approach whereby the resource requirements of the entire organisation, 
with reference to those of its neighbours in the supply chain, can be taken 
into  account in planning. ERP is a multi-mode suite of software, operating 
on a  company-wide basis, which might be concerned with all aspects of the 
 business, including, for example, procurement, inventories, production, sales, 
human  resource management, marketing, engineering and cash flows. All 
 departments operate with the same data. This recognises the interaction of all 
business  activities; what happens in one area has direct effects elsewhere and 
these effects are captured by the system, which adjusts throughout each area. In 
all areas the data is reduced to the common denominator of financial data which 
provide management with the information it needs to manage the  business 
successfully; for example, the values of inventories, status of work in progress, 
finished goods, etc., are known at all times. Many large organisations in  recent 
years have adopted ERP systems from major software houses such as SAP, 
J. D.  Edwards, Oracle and Peoplesoft. There are a good number of competing 
 products in this market.

Just-in-time (JIT)
The just-in-time philosophy – requiring production when, and not before, 
a customer requires something, and the pursuit and elimination of waste in 
 production and associated planning and purchasing – was developed mainly 
by Japanese manufacturers, and was so conspicuously successful that  everyone 
wanted to know how it was done and if they could do it too. The basic idea is 
 simple. If made-in parts are produced in just the quantity required for the next 
stage in the process, just in time for the next operation to be carried out, then 
work-in-progress stocks are almost eliminated. If bought-out parts are  delivered 
direct to the production line without delays in stores or inspection, just in time 
for the needs of production and in just the quantity needed, then  material 
stocks are largely eliminated too. Stock-turn rates of better than 30 have been 
achieved (although after years of effort and not overnight), compared with 
the rates of 5 to 8 which comparable businesses were getting with traditional 
 methods.  Stock-turn rate is closely linked with profitability. If firm B achieves a 
stock-turn rate four times as high as firm A, assuming that the two firms are in all 
other  respects similar, then firm B will incur only a quarter of the  stockholding 
costs incurred by firm A. Firm B could be much more profitable, as shown in  
Table 6.1.

Perhaps the best known of the JIT systems is the kanban system developed 
by Toyota. ‘Kanban’ is a Japanese word which means (among other things) the 
 travelling requisition card on which the system depends. Two types are used: 
move cards and make cards. Both form part of a manual, visual control system,  
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which is itself a sub-system of a more comprehensive process of planning 
 resources and scheduling output, as shown in Figure 6.4. Kanban is similar to 
the MRP planning system previously considered. The main difference is that, 
in order to make the kanban system work, it is necessary to smooth product 
mix, monthly and daily. So far as possible, batch production is made similar to 
 continuous production. Master schedules are smoothed so that ideally every 
product is made every day, and from day to day the same mix of end products 
is produced, giving a smooth and continuous flow of parts through all work 
 centres to the final assembly line. Changes in product mix are introduced 
 gradually. Dramatic examples of reduced set-up and changeover time have 
been reported. For instance, Toyota cut changeover time on a bolt maker from 
8 hours to less than 1 minute, and set-up time for a wing and bonnet  stamping 
 operation from 6 hours to 12  minutes. Short changeover times increase 
 flexibility and  reduce lead times, thus greatly facilitating rescheduling to cope 
with such  hazards of manufacturing as scrap, tool breakage, wrong  forecasts, 
late deliveries by suppliers or revisions to the parts list.

A long process of small improvements leads eventually to a situation in which 
stock is much easier to manage because there is so much less of it, and it is out 
in the open where it can be seen, in production or in assembly. Buffer stocks are 
not provided. Consequently, shortages (for whatever reason), bottlenecks and 
queues are highlighted rather than hidden. Vigorous attempts are at once made 

Figure 6.4 A simple 
kanban system

(Source: Hahn et al. 1983)
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to find what causes the trouble and to devise a solution. Better quality control, 
training more people and increasing available machine capacity (for instance 
by reducing set-up time) may provide a cure. What is sought is a solution to the 
problem, whereas buffer stocks are a way of living with the problem rather than 
solving it.

It is sometimes observed that the JIT approach leads inevitably to more 
 frequent deliveries of small batches of goods, and this in turn leads to high 
transportation costs and road congestion. This may in some cases be true, 
but the ‘milk round’ approach to collection mitigates these adverse effects, 
and may in some cases lead to savings. Where possible, vehicles are routed in 
such a way that goods can be loaded in the appropriate sequence for delivery 
to the  appropriate point on the production line. Figure 6.5 gives a schematic 
 illustration of the ‘milk round’ principle.

For bought-out parts, suppliers must be selected who can be relied on to 
 deliver to the day and the hour stated on the order, straight to the production 
line without going through inspection and stores. Suppliers must have  reliable 
quality control for this to be possible. Transport arrangements have to be 
 reliable too, which has led to a strong preference for local sources using their 
own  transport for delivery.

At a time when General Motors was dealing with nearly 4000 suppliers, 
 Toyota had fewer than 300. Today the figure is much lower again, with a single- 
figure (i.e. fewer than 10) direct supplier base per model achieved by  Toyota. 
Note that we are referring here to the direct supplier base; a tiered structure  

Figure 6.5 The ‘milk 
round’ routeing of 
collection transport
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enables the retention of larger numbers of indirect suppliers, with whom 
 Toyota has no direct dealings. If production depends on suppliers delivering 
 acceptable parts on time every time, then suppliers need to be co- ordinated 
well so that they always meet requirements. Another reason for having 
fewer  suppliers is the kind of relationship with suppliers that is required for 
JIT. The adversarial  relationship, playing one supplier off against another, 
which has been  traditional in Europe and America, does not readily lead to 
 long-term  cooperation in reducing cost and increasing efficiency. Cooperative 
 relationships with fewer suppliers are preferred.

■	The just-in-time approach
The just-in-time (JIT) approach to the provision of materials for production is 
based on the philosophy that waste ought to be eliminated where possible. The 
term ‘waste’ applies not only to materials, but to time, effort, equipment and 
storage space; in other words it is all about efficiency.

JIT is not really a technique, or even a set of techniques. It is a way of thinking 
about the approach to production which draws upon a variety of ideas, meth-
ods and techniques in its implementation. JIT should be thought of as a phi-
losophy which allows the adoption of appropriate techniques where necessary.

JIT is different from more traditional approaches to increasing  productivity 
in that it concentrates on the non-value-added elements of production. 
 Approaches such as method study and automation focus on the time that 
a product is actually being worked on, that is to say the time when value is 
 being added. In practice though, for the majority of the time that they are in a 
 production organisation, products are picking up cost rather than having value 
added. JIT concentrates on the areas where products are gathering costs, and is 
therefore concerned with techniques such as total quality control, reduction 
of batch sizes, reduction of set-up and lead times, reduced inventories, group 
 technology layouts and total involvement. These ideas will be explained later.

JIT is a ‘pull’ system in the sense that replenishment is triggered only when  
the amount available reaches a certain level, and stock is pulled through 
the  system only when needed. The traditional method of ensuring that 
 uncertainties  associated with quality and/or delivery time failures do not give 
rise to disaster is to carry stocks by way of protection. This is not the only reason 
for carrying stocks, but it is an important one.

■	The origins of JIT
Elements of what we now call the JIT approach have been widely employed for 
many years in high-volume mass assembly organisations. It has probably always 
been recognised that stockholding is expensive, and that efforts to match the 
rate of supply of components and assemblies to the rate of their consumption 
are likely to be worthwhile. Nevertheless, it was the Toyota company in Japan 
that developed the formal concepts associated with JIT in the 1960s. During the 
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1970s, many other Japanese concerns started to employ JIT ideas, and towards 
the end of the decade the approach was beginning to be appraised, and in some 
cases tentatively adopted, in North America and Europe.

■	Necessary conditions for JIT
Total quality control is essential: incoming material must not be defective. 
 Because of the absence of any ‘cushion’ of inventory, incoming materials 
or  materials moving from one stage in operations to the next, must not be 
 defective. It might be argued that the idea of ‘zero defects’ is a theoretical and 
unattainable ideal, but in practice the probability of defective material arriving 
must be very low indeed.

The responsibility for quality will lie where the material, part or assembly 
is made, not where it is received. The emphasis is on quality assurance; the 
 prevention of defects, rather than their detection and cure through inspection 
of incoming goods. In addition, operators will be responsible for their own 
 quality, attempting to build quality in on a right-first-time basis, rather than 
 relying on the fact that defective materials will be sorted out later.

The small batch or lot sizes characteristic of JIT production reduces the 
 probability of large volumes of defective material being produced, although 
 because of the extreme criticality of quality there will still be a need for a 
 rigorous approach to the monitoring of the quality of production or  assembly 
as it takes place. Statistical process control (SPC) will be employed where 
 practicable and appropriate. This is a technique whereby limits or ranges are 
set, and the quality of the output from the process is measured on a continuous 
or sampling basis. If the measured quality of the output of the process moves 
 gradually towards or through the upper or lower specification limit, then ‘drift’ 
is said to be taking place, and the process is stopped for readjustment. If the 
quality of output becomes inconsistent, with no pattern as such emerging, but 
with measurements sometimes falling outside the specification or range limits, 
then the indication is that poor quality is spreading, and remedial action will 
again need to be taken.

In order that the level of quality is appropriately high, in the sense that 
 materials are to specification, for the JIT approach attention should be paid 
to the following factors: the quality of raw materials and components prior 
to  further manufacture, the design of the product and production processes, 
which must be right first time, the control of processes as outlined above and of 
course the people, as overall responsibility for quality rests with each individual 
involved in production operations and their management and control.

 JIT depends upon materials being available when they are needed, not before, 
and not later. This of course implies that if consumption of the materials, as is 
almost inevitably the case, is at a fairly steady rate, then production will ideally 
be at a similar rate. The reality is that this exact synchronisation will probably 
be impracticable, in that production machines and facilities are employed for a 

Batch size  
reduction
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variety of different items, and that the rate of production will exceed the rate at 
which materials are used.

A traditional view of manufacturing is that the more you make of an item, 
the cheaper you can make it. The economies of scale associated with long 
 production runs and high volumes are a powerful inducement to produce in 
large quantities, and to stock the excess production until it is needed. However, 
the production of materials in these large batches gives rise to a fair number 
of costs, in particular those costs associated with the costs of financing excess 
stocks, the cost of storing and handling the temporary surplus and the costs 
 associated with longer lead times arising from the fact that production facilities 
are tied up for long periods on single items. These costs are manifestations of 
the ‘waste’ that the JIT approach sets out to avoid.

If batch sizes are reduced, then of course the production machinery will need 
to be more frequently stopped so that changeover from one product to another 
can take place. Attention will need to be paid to the need to  enable  changeovers 
to take place in a speedy and efficient manner. It has been learned that it is 
 helpful to organise things in such a way that preparatory work for the  changeover 
is undertaken in as thorough and comprehensive a way as is  practicable, so that 
the actual time that the machine is ‘down’ is kept to a  minimum. Sometimes it 
has been found to be necessary to modify the  machinery in order to  facilitate 
rapid changeovers. It should not be forgotten that the changeover time is the 
time between the last good item of the old batch, and the first good one of  
the new. It is not just ‘downtime’.

Supplier relations While it must be remembered that the JIT approach encompasses much more 
than just the buyer–seller relationship, an important aspect of the approach 
is that an organisation operating within a JIT environment must abandon the 
view of suppliers as being adversaries, and the idea that anything a seller gains 
from the business relationship is the buyer’s loss (and vice versa).

JIT is not facilitated by the buyer persuading the seller to hold stocks at his 
own expense on behalf of the buyer, only to be released when the need arises. 
However, the erroneous belief that this kind of arrangement leads to substantial 
reductions in stockholding costs seems to be widely held. In the short term the 
costs are borne by the supplier, but must be recovered from the customer if the 
supplier is to remain in business. JIT is not about shifting costs, but eliminating 
them.

A relationship of absolute trust must exist between the buying and  supplying 
organisations, with the buyer expecting the production and delivery of 
 materials exactly when called for, and without any defects. In exchange for 
 attaining these difficult goals, the supplier ought to be rewarded with a  fruitful 
long-term relationship with his or her customer. The whole idea is one of 
 partnership, and the term ‘co-makership’ has been coined to describe the type 
of mutually beneficial relationship that is sought.

The words ‘symbiosis’ and ‘synergy’ are often applied to the type of 
 relationship described, with the relationship generating benefits for both sides;  
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benefits which would not have arisen if the two sides had not worked together.  
It is sometimes suggested that an appropriate way of describing this kind of  
buyer–seller relationship is that it gives rise to a ‘2 + 2 = 5’ outcome.

Given then that the ideal form of relationship is one of partnership, it  follows 
that there is likely to be benefit in being as helpful as possible to one’s suppli-
ers, not only in connection with the development of products which can be 
 profitably produced and used for the benefit of both, but also in connection 
with the  exchange of information. The more quickly, accurately and completely 
 relevant information can be exchanged between buyer and seller, the better it 
is for both. Electronic data interchange (EDI), whereby the computers used by 
trading  partners ‘talk’ to each other, is proving to be very beneficial in this re-
spect, and it is widely believed that such systems will become essential for all 
organisations operating together in a true JIT manner.

The kind of relationship described takes time to create and develop, of 
course, and requires a different approach from the traditional ‘competitive 
bidding’  situation, where each time a contract comes up for renewal qualified 
bidders are contacted and encouraged to make a better offer than that made by 
their  competitors. While this approach is widely used, and is quite appropriate 
in  certain circumstances, it cannot be employed where long-term dependencies 
are to be created. It is common in organisations operating JIT to discover that 
buyers are single, or at most dual, sourced, though of course these sources will 
have been chosen with great care.

Involvement Since JIT is not a technique, but an ‘approach’, it is not something that can 
 simply be learnt about and then applied. It is a way of thinking about things, 
and as such it requires the involvement and commitment of all concerned. The 
phrase ‘total employee involvement’ is sometimes used to indicate this need, 
but the phrase might be misleading because of the distinction that is  sometimes 
made between employee and management. The fact is that for JIT to work 
 properly, everybody in the organisation needs to be involved. This involvement 
will extend outside the organisation, to include suppliers and contractors.

It is necessary for staff to be committed to the JIT approach, to  understand 
the philosophy fully, to be flexible in terms of the activities and tasks 
they  undertake, and to play a full part as members of the corporate team. 
An  organisation  embracing JIT for the first time is unlikely to possess the 
 appropriate culture, and a good deal of effort on the part of all concerned will be 
necessary. JIT requires fairly radical changes in working practices, and will in all 
probability require attitude changes too.

JIT requires flexibility in production. It also requires that people divert 
their energies to ‘support’ activities if there is no immediate requirement for 
work employing their mainstream skills. In other words, the workforce must 
 consist of persons who can flexibly apply a range of skills, and who are ready to 
 transfer from direct production operations to indirect support activities as and 
when the need arises. Therefore the implementation of a JIT programme will 
require a major investment in training, and the learning of new skills is likely  
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to be a continuous process for all concerned. Of course, commitment cannot 
be created simply through training. Involvement, participation and a sense of 
‘ownership’ of the organisation and its activities will only come about if the 
conditions are right. There must be plenty of consultation between all involved,  
the involvement in decision making must be genuine and seen to be real and 
communications between management and workers must be comprehensive 
(in both directions).

Payment and incentive schemes will be required which are generally 
 competitive, and which reward excellence and thereby provide some  incentive. 
Traditional piecework schemes are unlikely to work in a JIT environment, 
and any working practices based on demarcation are a barrier to successful 
implementation.

Kanban ‘Kanban’ is the control system that helps the JIT approach to work. The word 
‘ kanban’ translates literally from the Japanese as something like ‘signal’, ‘sign’ or 
‘card’. The term ‘kanban’ is not a synonym for JIT, although early references to 
the JIT approach in the West used the expression ‘kanban systems’ and this has 
caused some confusion. The word kanban should not be taken to literally  indicate 
the use of a card; any system that automatically signals in some way that a product 
has been used and requires replenishing may be referred to as a kanban system.

The kanban may take many forms. It might be a small storage area on a bench, 
or workshop floor located between two stages of a production process. When an 
operator requires to use an item, it is taken from the kanban area, and this is 
taken as a signal to the operator upstream to replenish the item, so production is 
‘pulled’ by actual use of the item having taken place.

Containers may be used, with or without cards, as the kanban. An empty 
 container is taken as the signal for a replacement to be made available. This 
 approach to kanban is similar to the ‘two bin’ approach to stock control  covered 
elsewhere in this text. Of course, the kanban may be just a card attached to a 
 production item or batch. When the material is brought into use, the card is 
passed up the line to trigger further supply. There also exists a kanban  system 
known as the double-card system. In this application there are two kinds of 
 kanban cards, conveyance (c-kanban) and production (p-kanban). As their names  
suggest, the c-kanban controls the movement of containers and  materials, and 
the p- kanban controls the actual production or manufacture of materials.

These are just some of the ways in which the kanban idea is put into  practice, 
but note that in these, and in all other applications of the kanban system, new 
items are not produced until existing ones are used. The system automatically 
prevents the build-up of unnecessary inventories. Kanban systems rely on strict 
adherence by all concerned to the rules of the system, the principal  features 
of which are likely to be that nothing is to be produced until the necessary 
kanban indicates that it is needed. In the event of there being no immediate 
 requirement, staff should attend to cleaning, or maintenance, or other duties. 
On no account are materials to be produced in anticipation of a requirement. 
When production is signalled, only the prescribed quantity is to be produced.
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 The CIPS briefing publication Just in Time, the Purchasing Viewpoint identifies 
the following needs as vital for JIT users:

■	 Multi-bay unloading facilities, physically and geographically co-ordinated 
with internal manufacturing or distributive stores needs.

■	 Rapid identification coding systems (obviously bar coding best suits 
 distributive sector needs but the application is widening).

■	 Changes in external factory access may be required to facilitate multiple 
unloading.

■	 Consolidators may be sought to collect, aggregate, kit marshal and  deliver 
goods to the end-user company, i.e. manufacturer or distributor warehouse.  
This gives the consolidation operation a unique insight into certain 
 businesses and may qualify them to also provide final end-customer delivery.

■	JIT and MRP contrasted
As has been said, JIT is really a philosophy and MRP a system, so they cannot 
be directly compared. JIT is a ‘pull’ approach in that it concentrates on what 
has been used, and replenishes it. The focus is on actual past events rather than 
anticipated future ones. MRP, on the other hand, is concerned with plans, 
 being based on the master production schedule. Materials are ‘pushed’ into 
the  system to enable production to take place. The MRP approach is difficult to 
implement without the assistance of electronic data processing because of the 
large amounts of information involved. The JIT approach is rather simpler in 
concept (if not in operation), and may well be undertaken manually.

It is probably a mistake to view the two approaches as competing  alternatives: 
they can be viewed as complementary to each other. MRP is employed to 
 translate forecasts into plans, and plans into detailed schedules. JIT is concerned 
with the application of plans and the management of schedules. It has been 
said that MRP is to do with the process of planning, and JIT with the approach 
to the execution of plans.

The full implications of the JIT approach go far beyond those concerned with 
inventories and their reduction or elimination. The purchasing  considerations 
associated with good supplier relations and communications, zero defects and 
delivery on time are generally well recognised and understood. As  applied in 
Japan, though, the focus is much broader than simply ‘purchasing and stock 
control’. It is more like an approach to running the business, which gives 
rise to reduced inventories as a secondary result rather than a primary aim. 
The  complete implementation of JIT probably involves reviews of design, 
 engineering, inventories, production planning and control, supplier quality, 
process/production quality and manufacturing flexibility.

Requirements  
for JIT
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Lean and agile supply
The lean and agile paradigms, though distinctly different, can be and have been 
combined within successfully designed and operated total supply chains. They 
incorporate a JIT approach.

■	Lean
Lean means developing a value stream to eliminate all waste, including time, 
and to enable a level schedule. 

Lean can be summarised in the following way:

■	 Specify what creates value from the customer perspective – what is it that the 
customer wants?

■	 Identify all steps across the value stream – what steps need to be taken in 
 order to carry out the above?

■	 Make those actions that create the value flow – carry out the required activities.
■	 Only make what is required – just in time (JIT).
■	 Strive for continuous improvements across the production line – which will 

remove any waste. Waste is defined as non-value-adding activities.

In certain key areas, the agile approach differs radically from the  philosophy 
of the lean. Firstly, while the lean manager is concerned above all with 
 eliminating waste from the supply chain, the agile manager focuses on 
 instantly meeting the demands of the customer. The agile approach emphasises 
the  importance of pleasing the customer – even if that means the production 
 process is less  rigorously efficient than it could be.

Second, the agile approach aims to develop flexible relationships with 
 suppliers. While the lean philosophy says that building long-term,  stable 
 relationships is vital, the agile gurus say that a range of suppliers in ‘fluid 
 clusters’ can provide shorter-term, more temporary partnerships when market 
opportunities arise.

A third major difference between the two approaches lies in the attitude 
 towards stock. The lean approach, with its emphasis on eliminating waste, stresses 
the need to reduce inventories to the absolute minimum for efficient production.

The Main Differences

Lean Agile

Satisfy the customer by eliminating waste Satisfy the customer by configuring to order

Long-term relationships with suppliers ‘Fluid clusters’ of suppliers

Measure output criteria (e.g. quality,  
cost and delivery)

Measure customer satisfaction

Smooth workflow Allow for unpredictability

Plan ahead Face the unpredictable

Reduce stocks to a minimum throughout Supply chain stock reduction is not the key

Flexible relationships

Shorter-term relationships

M06_BAIL6016_11_SE_C06.indd   225 4/8/15   7:22 AM



Chapter 6 • Inventory management

226

Ideas such as the just-in-time system and zero inventory logistics sit squarely 
in the lean stable. The agile supporters, however, argue that this is less  important 
than satisfying the customer. This entails making sure that orders have been 
met in full and that the customer is happy with the transaction.

■	Agility
In the case of agility the key point is that the marketplace demands are extremely 
volatile. The businesses in the supply chain must therefore not only cope with, 
but also exploit this volatility to their strategic advantage. Thus we shall see that 
customer service level, i.e. availability in the right place at the right time, is the 
market winner in serving a volatile marketplace. However, cost is an important 
market qualifier, and this is usually reduced by leanness.

Late customisation Late customisation is an integral part of the agile approach.
The further that materials pass down the supply chain from original raw 

materials to ultimate consumer, the more the product becomes dedicated to 
its final application. This poses something of a dilemma for those concerned 
with efficiency in materials management, in that a fully manufactured product, 
made available close to its point of final sale or use, can be drawn from stock 
and used without any significant delay. Unfortunately, providing materials in 
this way requires copious amounts of stock, and there is a great risk that ‘just-
in-case’ materials provided in this way will in fact never be used, and be a source 
of waste rather than value. Moving stocks of materials further upstream, away 
from their final destination, increases the power and usefulness of the stock. For 
example, a central warehouse might serve several clients, with the allocation 
of stock taking place in response to actual demand from an operating location. 
The introduction of a ‘pull’ approach to supply at the end of the chain can lead 
to a much smaller investment in stock serving a wider range of customers.

Many readers will be familiar with the problem of the informal private stocks, 
sometimes known as ‘squirrel stores’, held by individuals in their organisation. 
The practice is frowned upon because taking possession of materials in this way 
deprives other possible users of availability. Stocks held in the formal stores  
system are employed more efficiently.

Mini case study – Benetton
Benetton, the Italian fashion knitwear company, provides a good example of late 
 customisation and its benefits. Traditionally, knitted garments are made from dyed yarn, 
the colour of the garment being determined by the colour of the wool used. This meant for 
Benetton that there was a need to keep stocks of a given design of garment in several sizes 
and in several colours. The company felt that if garments could be made from undyed 
yarn, and stocked in this neutral colour, then when a demand for a particular colour arose 
the actual garment could be dyed. Suppliers at first said that this approach was unfeasible, 
in that dying a finished garment posed technical problems of some magnitude. However, 
persistent attempts to solve this problem finally paid off, and the company has enjoyed the 
benefit of much reduced inventory as a result.
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In Figure 6.6 we see the principle of late customisation, and the  potential 
 benefits. Iron, not yet converted into steel, has an immense range of  possible 
 applications: it can potentially be converted into tens of thousands of  final 
 products, anything made from iron or steel in fact. Once the iron has been 
 converted into a certain grade of steel, the range of possible applications 
 diminishes, although there is the benefit of the material being closer to its 
 market in terms of time. Conversion of the grade of steel into a particular shape 
or form takes it closer to the market, but further diminishes the range of  possible 
applications. At the final extreme, a particular item or part in the hands of the 
consumer has no alternative use, but has a lead time of zero. The supply chain 
takes materials from the state of wide possible application but long lead time, to 
narrow application but short lead time. Lean, agile and other developing  supply 
philosophies tend to reduce inventories close to the point of use, replacing 
them with responsive supply systems.

■	Attributes of lean and agile supply
Both agility and leanness demand high levels of product quality. They also 
 require minimum total lead time, defined as the time taken from a customer 
raising a request for a product or service until it is delivered. The total lead time 
has to be minimised to enable agility, as the demand is highly volatile and thus 
fast moving. If a supply chain as a long lead time, it will not be able to  respond 
quickly enough to exploit marketplace demand. Furthermore, the proper  

Figure 6.6 
The power of late 
customisation

M06_BAIL6016_11_SE_C06.indd   227 4/8/15   7:22 AM



Chapter 6 • Inventory management

228

engineering of cycle-time reduction always leads to significant bottom-line 
 improvements in manufacturing costs and productivity.

Lead time needs to be minimised in lean supply chains and leanness calls for 
the elimination of all waste. The essence of the difference between leanness and 
agility in terms of the total value provided to the customer is that service is the  
 critical factor for agility, while cost, and hence the sales price, is crucial for leanness.

 Leagility is the combination of the lean and agile paradigm within a total  supply 
chain strategy by positioning the decoupling point so as to best suit the need 
for responding to a volatile demand downstream yet providing level scheduling 
 upstream from the decoupling point.

Definition of 
leagile

■	The seven wastes
Waste is defined as any activity which does not add value.

Processes add either value or waste to the production of a good or service. The 
seven wastes originated in Japan, where waste is known as ‘muda’. ‘The seven 
wastes’ is a tool to further categorise ‘muda’ and was originally  developed by 
 Toyota’s chief engineer Taiichi Ohno as the core of the Toyota Production  System, 
also known as Lean Manufacturing (see Chapter 5). Taichi Ohno  identified 
seven wastes, comprising overproduction, waiting, transporting, inappropriate 
processing, unnecessary inventory, unnecessary motions and defects:

1 Overproduction. Simply put, overproduction is to manufacture an item  before 
it is actually required. Overproduction is highly costly to a  manufacturing plant 
because it prohibits the smooth flow of materials and  actually  degrades  quality 
and productivity. The Toyota Production System is also referred to as ‘just in 
time’ (JIT) because every item is made just as it is needed.  Overproduction 
manufacturing is referred to as ‘just in case’. This creates excessive lead times, 
results in high storage costs and makes it difficult to detect defects. The 
 simple solution to overproduction is turning off the tap; this requires a lot of 
 courage  because the problems that overproduction is hiding will be revealed. 
The  concept is to schedule and produce only what can be immediately sold/
shipped and improve machine changeover/set-up capability.

2 Waiting. Whenever goods are not moving or being processed, the waste 
of waiting occurs. Typically, more than 99 per cent of a product’s life in 
 traditional batch-and-queue manufacture will be spent waiting to be 
 processed. Much of a product’s lead time is tied up in waiting for the next 
operation; this is usually because material flow is poor, production runs are 
too long and distances between work centres are too great. One hour lost in a 
bottleneck process is one hour lost to the entire factory’s output, which can 
never be recovered. Linking processes together so that one feeds directly into 
the next can dramatically reduce waiting.

3 Transporting. Transporting product between processes is a cost incursion 
that adds no value to the product. Excessive movement and handling cause 
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damage and are an opportunity for quality to deteriorate. Material handlers 
must be used to transport the materials, resulting in another organisational 
cost that adds no customer value. Transportation can be difficult to reduce  
due to the perceived costs of moving equipment and processes closer  
together. Furthermore, it is often hard to determine which processes should 
be next to each other. Mapping product flows can make this easier to visualise.

4 Inappropriate processing. Often termed as ‘using a sledgehammer to crack 
a nut’, many organisations use expensive high-precision equipment where 
 simpler tools would be sufficient. This often results in poor plant layout 
 because preceding or subsequent operations are located far apart. In  addition, 
they encourage high asset utilisation (overproduction with  minimal 
 changeovers) in order to recover the high cost of this equipment. Toyota is 
famous for their use of low-cost automation, combined with  immaculately 
maintained, often older machines. Investing in smaller, more flexible 
 equipment where possible, creating manufacturing cells and  combining 
steps will greatly reduce the waste of inappropriate processing.

5 Unnecessary inventory. Work in Progress (WIP) is a direct result of 
 overproduction and waiting. Excess inventory tends to hide problems on 
the plant floor, which must be identified and resolved in order to improve 
 operating performance. Excess inventory increases lead times, consumes 
productive floor space, delays the identification of problems and  inhibits 
communication. By achieving a seamless flow between work stations, 
many manufacturers have been able to improve customer service and slash 
 inventories and their associated costs.

6 Unnecessary/excess motion. This waste is related to ergonomics and is 
seen in all instances of bending, stretching, walking, lifting and reaching. 
These are also health and safety issues, which in today’s litigious society are 
 becoming more of a problem for organisations. Jobs with excessive motion 
should be analysed and redesigned for improvement with the involvement of 
plant personnel.

7 Defects. Having a direct impact to the bottom line, quality defects resulting 
in rework or scrap are a tremendous cost to organisations. Associated costs 
 include quarantining inventory, re-inspecting, rescheduling and  capacity 
loss. In many organisations the total cost of defects is often a significant 
 percentage of total manufacturing cost. Through employee involvement 
and Continuous Process Improvement (CPI), there is a huge opportunity to 
 reduce defects at many facilities.

Lean has a set of tools comprised of:

■	 5Ss
■	 3Ms
■	 Six Sigma
■	 Pull system
■	 JIT
■	 Flow layout
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■	 Ship-to-line
■	 Built-in quality
■	 PPM (planned preventative maintenance)
■	 Value stream mapping
■	 Kanban
■	 Kaizen
■	 CI (continuous improvement)
■	 Problem solving
■	 Jidoka (intelligent machines).

This is not an exhaustive list.
The following expands upon both 5Ss and 3Ms.

■	5Ss
5Ss is fundamental to quality and productivity.

■	 Seiri – Sort, clean up
■	 Seiton – Straighten (or simplify), Configure, Orderliness or Organisation
■	 Seiso – Scrub (or sweep), Clean and check regularly, Maintenance
■	 Seiketsu – Standardise, Conformity
■	 Shitsuke – Self Discipline, Custom and Practice, Training and Routine

Seiri – Cleanup Cleanup is about removing all items (especially accumulated dirt and grime, but 
also inventory, paper, furniture, tools, memos, manuals, rubbish, filing cabinets 
etc.) that are not required or are unnecessary within a period ahead. Such items 
are waste, or lead to waste. They take up space, lead to extra walking around and 
lead to waste of time while searching for needed items buried under piles of less 
important material. An office example is the ‘clean desk’ policy run by several 
companies, requiring employees to have a clear desk at the end of each day. In 
the office, beware of paperwork that is shuffled, re-read and searched through 
often several times per day. It is all waste. Cleanup also includes fixing any tools 
or equipment that is broken or not calibrated. It must either be thrown away 
or repaired. Decide which and act. According to some 5S enthusiasts, one can 
make a judgement on the status of productivity and quality within seconds of 
walking into a factory, office or warehouse. There are two approaches. One is to 
begin with a longer period (say 6 months) and to clear all that is not foreseen 
to be used within that period; then to reduce the period until you are working 
with only (say) this week’s items.

The other approach is to ‘red tag’ items where there is uncertainty. The item is 
not removed but the tag indicates when it was tagged, and if found to be  unused 
for a specific period (6 months?) it is either thrown out or removed to a storage 
location. Inventory, of course, is also a candidate for red tagging; don’t forget 
stillages in the second row.

 Orderliness is the well-known (but probably less well implemented) ‘a place 
for everything and everything in its place’. Orderliness should be the next step  

Seiton –  
Orderliness

M06_BAIL6016_11_SE_C06.indd   230 4/8/15   7:22 AM



Lean and agile supply

231

after cleanup. The idea is to minimise waste. It is really about having things easy 
to hand, labelled, classified and easily visible. Shadow boards may be used for 
tools, books arranged by topic, shelves not too high, wheels on carts, heavy low 
and light high, colour-coded connections and pipes and so on. It is also about 
inventory. Have specific locations for specific parts, perhaps painted squares, 
and of course a limit on excessive parts delivered lineside too early. When  
combined with cleanup, this lays the foundation for the kanban system.

Orderliness has a direct impact on productivity, so searching for lost papers and 
tools should be eliminated. And time wasted should be cut by careful location of 
tools and materials. Do a Pareto analysis in order to locate the most frequently 
used items close by. It may be possible to incorporate some failsafing – cords  
attached to tools, or slots that do not hold other than the correct tool.

 Standardise refers to engendering the habit of workplace procedures. It is about 
the establishment and maintenance of standards. The first standard is to ensure 
that the previous 3Ss are in place and maintained. Then there is the discipline of 
work itself.

Despite what some people think about Frederick Taylor, there is one best way 
to do any task which will minimise time and effort, and maximise quality and 
productivity. To some, this may sound like boring repetition, but job  interest 
should not be confused with the best way to do it. Standards establish the 
 foundation for further improvement. They are part of the Deming cycle of Plan, 
Do, Check, Act or Standardise. Also included in this category is the routine of 
health and safety. Make it a habit to wear safety glasses, gloves and ear plugs.

Standards should be kept lineside and be diagrammatic (first preference) or 
written, never verbal. Standard procedures can be colour coded to match the 
product, which carries a label of matching colour. When an engineering change 
occurs, the number on the product should match the number on the standard 
sheet.

Any standard should cover not only what to do when things are normal but 
also what to do if things go wrong.

Seiketsu –  
Standardise

 Clean and check regularly is of course about keeping things clean and ready to 
go. This step follows cleanup and orderliness. The important point is that this 
is not delegated to some cleaner, but is done for oneself, on a regular ongoing 
basis. It needs to be done daily. It is about pride.

Workplaces can never be too clean. Cleanliness extends to unseen  areas. 
 Machines need to be clean inside and out. In fact, making the innards of 
 machines visible by using transparent covers is desirable. Routine  maintenance 
may be incorporated. Oil every day, replace after 5000 sheets and carry out 
 ‘aircraft-style checks’ where items are checked at the start of every shift. 
One important activity is identifying which maintenance activities are the 
 responsibility of the ordinary staff and which are the responsibility of specialist 
maintenance staff. Clearly define who is responsible for what.

Seiso – Clean and 
check regularly
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 Discipline is to make sure that the activities are kept going. This amounts to 
 identifying responsible people, setting the frequency of review and  maintaining 
a visual record for important equipment. Management has an important role to 
play here.

Prevention is the watchword, but even better than prevention is failsafing, 
whereby inspection is automatic and a warning occurs. Examples are showing a 
light when tool change is required, or automatic back-up.

One way is to establish regularity of procedures. Nissan does a 60-point check 
every week. Checklists are gone through at the beginning of every shift and 
charts completed at the end.

Another may be incentives, a prize for the best workplace. These principles 
are as applicable in service as in manufacturing.

Management participation and interest is, of course, vital to keep a 5S 
 programme going.

Expectation and example are important. Management must be seen to 
 practice 5Ss themselves.

■	3Ms: Muda, Mura and Muri

What is Muda? Muda means any wasteful activity or any obstruction to smooth flow of an 
 activity. Any expenditure on Muda is a waste. Inventory is a good example of 
muda.

Therefore, less Muda equals more satisfied internal and external customers as 
it impacts on quality, cost and delivery of products and services.

What is Mura? Mura = Inconsistencies in the system and unreliable service and delivery:

■	 Happens sometimes but not all the time
■	 Happens some places
■	 Happens to some people.

What is Muri? Muri = Physical strain

■	 Bend to work?
■	 Push hard?
■	 Lift weight?
■	 Repeat tiring action?

Another increasingly employed approach in Lean and Agile operations is 
that of Vendor managed inventory (VMI)

Vendor-managed inventory (VMI)
As we saw above, conventionally, owners manage their inventories. A company 
buys materials for resale or consumption and, in circumstances where it is not 
possible to match supply with demand exactly, places these materials in stock  

Shitsuke –  
Discipline
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and manages issues and replenishments systematically. Ownership,  possession 
and control all rest with the same organisation. This traditional approach 
is not always the best approach. It might well be the case, for example, that a 
vendor will carry stocks to compensate for or accommodate  unpredictable or 
erratic  demands from a given customer, and that same customer may  himself 
be  carrying stocks in an attempt to cope with erratic internal  demand, or 
 uncertainty further along the supply chain. The customer organisation may 
also be seeking, through inventories, protection against possible  variations in 
 availability of supplies. This traditional approach, whereby every  organisation 
in a supply chain acts independently in protecting its own  position, 
may be  effective but, not necessarily efficient. It provides an example of 
 sub- optimisation, in that the needs of the various elements of the supply chain, 
managed in  isolation, give rise to duplication of stocks and do not minimise 
 total costs.

Francis, James and Rich of Cardiff Business School offer a working definition 
of VMI:

VMI is a collaborative strategy between a customer and supplier to optimise the 
 availability of products at a minimal cost to the two companies. The supplier takes the 
responsibility for the operational management of the inventory within a  mutually 
agreed framework of performance targets which are constantly monitored and 
updated to create an environment of continuous improvement.

While others may prefer to define the concept differently, this definition 
does provide us with the key concepts underpinning the VMI approach:

1 Collaboration and the associated concepts of trust and transparency. VMI, 
if adopted, is a decision taken jointly with a full appreciation of the relevant 
factors.

2 Minimal cost to the two companies. VMI is not about cost allocation, in 
other words the ‘who pays?’ question, it is about cost removal.

3 Framework. The parties involved understand their responsibilities, and 
have agreed targets in view. Questions such as ‘where will the inventory be 
located? When does payment take place? Is there a management charge, 
and if so how much?’ will be answered and those answers embodied in the 
 framework agreement.

4 Continuous improvement. This pervasive concept is very important here. 
Supplier and customer can share in the pursuit and avoidance of waste.

As is the case with many topical issues in supply chain management, there 
is nothing really new about the concept of VMI; what is new is the degree of 
 attention that it is receiving. The long-established merchandising approach 
whereby, for example, a supplier of greetings cards manages a display inside a 
 retail outlet, visiting at intervals to replenish the stocks and to charge the  retailer 
for the cards that have been sold, is a VMI approach. The idea of placing stocks 
by a supplier on the premises of a customer, with the supplier  determining stock 
levels and replenishment policies and retaining ownership until issue takes 
place, is a similarly well-established VMI approach.
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A well-designed and developed approach to VMI can lead not only to 
 reductions in inventory levels in the supply chain, but also to secondary  savings 
arising from simplification of systems and procedures. A supplier of  industrial 
fasteners to a customer in the automotive industry supplies trackside and 
 assembly positions, and is paid a predetermined sum for each vehicle completed 
and shipped. This approach avoids accounting for single or small quantities 
of low-cost items and consolidates what would otherwise be a large number 
of small payments into a smaller number of larger payments. The benefits are 
shared.

There may be other benefits. Users should receive higher service levels and 
improved cash flows, and vendors enjoy better visibility of changing demand 
and greater customer loyalty. The real benefits are those that attach neither 
to the buyer nor to the seller in particular, but to the supply chain as a whole. 
These  include the fact that management is undertaken by whoever is best 
 positioned or qualified, with a smoother flow of materials, an enhanced flow 
of  information, simplified administrative procedures and the placing of the 
 competencies of supply more firmly with the supplier.

It is unlikely that vendor management will be seen as appropriate for all 
classes of inventory. Generally speaking, it is likely that category C items (wide 
range, low cost) might be seen as being particularly appropriate, particularly 
those items such as stationery, where there is a wide market and a number of 
suppliers wishing to differentiate their offerings by virtue of service. Items 
where there is a strong interdependence between seller and buyer might also 
 attract consideration of the possibilities of VMI, for example a sole supplier 
with a piece of machinery or other asset specifically dedicated to the needs of 
a  particular customer might be pleased to collaborate closely with the customer 
so as to manage better the employment of that asset. This collaboration, in an 
appropriate atmosphere of trust, might extend to VMI.

Order quantities are also affected. Traditional approaches such as EOQ, 
part-periods balancing and the least cost algorithm tend to take the internal 
cost figures for buying and stockholding as constants and use them to calculate 
order quantities. JIT systems treat nothing as constant. The cost figures can be 
driven down and Hahn et al. (1983) explained how. Ordering cost included six 
elements, it was argued: negotiation, paperwork, expediting, receiving count, 
receiving inspection and transport. Transport and negotiation cannot be   
dispensed with, but when JIT is operating properly there is little need for 
 paperwork, expediting, receiving count and inspection. So buying costs are 
lower, and, according to the formula, order quantities become smaller.

Summary
 1  Ordering policies used include blanket orders, capacity booking orders, part- periods 

balancing and EOQ. The method used depends upon the industry, the usage, the 
production technique and the cost of ordering.
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 2  Stock is expensive to hold, therefore it is advantageous to reduce levels. The 
chapter explains the EOQ method of deriving an order quantity which results 
in the lowest total of variable costs. This technique works well for minor items 
used on a variety of products but makes limiting assumptions that price is stable 
and usage steady. It ignores lead time.

 3  MRP uses a master production schedule, which it explodes into a bill of 
 materials. Allowing for stock and orders due in, a net requirement of 
 components required is produced. This initiates purchase and work orders 
 taking account of lead times. The process can be computerised using specially 
designed software packages and is appropriate for dependent items for which 
there is ‘lumpy’ demand.

 4  Just-in-time assumes that made-in parts are produced in just the quantity 
 required for the next stage and bought-out parts are delivered direct to the 
 production line as they are needed. Thus work in progress and stock are 
eliminated.

 5  Agility means using market knowledge and a virtual corporation to exploit 
 profitable opportunities in a volatile marketplace. They focus on customer 
responsiveness.

 6  Lean means developing a value stream to eliminate all waste, including time, 
and to enable a level schedule.

 7  Late customisation increases versatility of inventory, but with a lead-time 
penalty.

 8  Vendor-managed inventory and late customisation are ideas that have recently 
received close attention in supply chain management.
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7
Lead time and time 
compression

Introduction
This chapter is concerned with the importance of on-time supply, and 
includes a discussion of lead times and techniques employed in achieving 
time  compression. The recognition of ‘time’ as a key variable, and the need to 
 minimise time as waste in the supply chain, has led to an increased degree of 
concern with time and responsiveness in recent years. Attention is being paid to 
the benefits that might arise from increasing responsiveness at all stages.

Objectives of this chapter
■	 To emphasise the importance of responsiveness to customer needs
■	 To consider differing perceptions of ‘lead time’
■	 To explain the importance of lead-time variability
■	 To outline the component parts of lead times
■	 To explain the need for expediting, how it is prioritised and organised and how it 

can be reduced
■	 To consider the inclusion of liquidated damages, penalty and force majeure 

clauses in a contract

Time and competitive advantage
Companies that can react promptly and accurately to the needs of their 
 customers are, obviously, more likely to attract orders than those that  cannot. 
Thus it can be seen that ideas such as responsiveness, time compression and time 
to market rightly earn their place in the developing management  philosophies 
of the new century.

Christopher (1992) stated that in the past it was often the case that price was 
paramount as an influence on the buying decision. He went on to suggest that, 
while price is still important, a major determinant of choice of supplier or brand  
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is the cost of time. The cost of time is simply the additional costs that a  customer 
must bear while waiting for delivery or seeking out alternatives.

If a company is seeking competitive advantage by becoming better able to 
 respond to customer needs as they arise, it follows that the company will  require 
a greater degree of responsiveness from its own suppliers. While it might be 
 argued that the possession of appropriate inventories might facilitate the same 
degree of ‘responsiveness’, it is unlikely that an organisation can carry the high 
levels of stock that such a policy would call for, yet still remain price  competitive. 
Even organisations that have promoted themselves as ‘stockists’ are beginning 
to question the value of substantial inventories, and are seeking to continue 
to provide high levels of customer service economically through working with 
suppliers who can themselves behave responsively.

Traditional ‘batch and queue’ manufacturing and supply is challenged by 
 approaches based on ‘pull’ and ‘flow’. The production resources held by firms 
in supply chains are maintained in a state of readiness rather than employed 
on large batch production, and materials are made and supplied only when 
they are needed. The economies arising from the avoidance of waste when such 
 approaches are adopted can more than outweigh the so-called economies of 
scale generated by the production of large quantities for stock.

On-time delivery
The achievement of delivery on time is a standard procurement objective. 
If goods and material arrive late or work is not completed at the right time, 
sales may be lost, production halted, and damages clauses may be invoked 
by  dissatisfied customers. In addition, most organisations regard cash as 
 committed once an order has been placed; failure to achieve supply on time may 
slow down the cash-to-cash cycle, thus reducing the organisation’s  efficiency or 
 profitability (see Figure 7.1).

Figure 7.1  
Delay in supply of 
goods or services 
results in a slower 
cycle time and  
adversely impacts 
on cash flow
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Buyers are blamed, sometimes rightly, by user department colleagues if 
 suppliers fail to deliver on time. To obtain on-time delivery, however, it is 
 vital to ensure that user departments know what lead times apply, and any 
other  necessary information. However, measures of this kind are not enough. 
 Procurement has a practical role in supply markets, convincing suppliers that 
they must  deliver as and when agreed.

Most buyers and buying organisations throughout industry and commerce 
are happy with delivery times for most of their purchases, and regard late 
 delivery as an exceptional event that might require crisis action.  Pharmaceutical 
wholesalers normally deliver two or three times a day, with a two- to three-hour 
delivery period for orders. Many building suppliers not only give same-day 
 delivery but find it confusing to get more than 24 hours’ notice of requirements. 
Mainly it has been with suppliers producing goods to customers’ specifications, 
and whose work typically takes several weeks to complete, that problems have 
occurred in delivering on time.

Sometimes suppliers quote delivery dates they cannot achieve. This may be 
an unscrupulous device to get the order, or the quote may be given in good faith 
but circumstances change and delivery dates are rescheduled. Sometimes the 
firms that fail to deliver on time may not be competent at production planning 
and control. Frequently, of course, buying organisations are themselves the 
source of the delivery problem, through issuing inaccurate delivery schedules, 
continually amended, or by allowing insufficient time for delivery.

The first step to obtaining delivery on time is to decide firmly and  precisely 
what is required and when it is required. Only in exceptional cases is this 
the  responsibility of procurement per se. Normally it is a materials-related 
 department such as stock control or production planning and control that 
works out the timed requirement schedule, as explained in the last chapter. 
For  occasional – as distinct from regular – requirements, it is often the user 
 department that says when something is required. It is obviously not good 
practice for these requirement dates to be specified without regard to  supplier 
lead times and market realities, since this is likely to lead to late deliveries. 
 Procurement should work on the problem of getting shorter lead times (and 
 reliable suppliers) and should ensure that relevant departments know what 
they are. Care should be taken to ensure that a mutual understanding of the 
 expression ‘lead time’ is achieved. Figure 7.2 shows that the expression has 
a  variety of meanings. Having ensured that the requirement dates notified to 
the procurement department are achievable, procurement can properly be 
 expected to go out and achieve them. A vital step in achieving on-time  delivery 
is to  ensure that suppliers know and are fully aware that on-time delivery is an 
important element in their marketing mix. This means that they know, when 
making a choice between alternative suppliers, that the buyer gives a lot of 
weight to their actual delivery performance. This in turn means that records 
need to be kept.

If the due dates specified on orders or call-offs are correct, it is easy to measure 
and record supplier success or failure in delivering on time, and to tell suppliers  
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how well they are doing. Delivery performance in many instances has  improved 
significantly when recorded performance is used as a basis for talks with 
 suppliers. In fact, experience shows that 94 per cent on-time delivery is often 
achieved when suppliers come to realise that requirement dates as stated on 
 orders and call-off schedules are accurate, are reminded that whenever they fail 
to deliver on time they will have to explain it, and that on-time delivery counts 
for a lot in the future allocation of business.

In the case of suppliers making regular deliveries, a simple way to assess 
 delivery performance is the percentage of deliveries in each review period that 
were behind schedule. This can be shown on a graph (see Figure 7.3). Here it can 
be seen that supplier B’s performance is getting better, whereas supplier A’s is 
getting substantially worse, and calls for corrective action by the buyer. A more 
complicated assessment would take account of the length of time by which a 
delivery was behind schedule as well as the number of late deliveries. In one 
scheme this was applied as follows:

Days late Weighting

Fewer than 11 1

11–20 2

21–25 3

More than 25 4

Mathematical or theoretical perfection is not what is sought; the aim of these 
schemes is to apply data available in goods received records to produce figures  

Figure 7.2 
Some perceptions  
of ‘lead time’
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that can be used (i) to persuade suppliers to deliver on time, and (ii) to give 
 preference in placing orders to suppliers who have demonstrated their ability to 
comply with delivery requirements.

■	Lead time and lead-time variability
Lead time is perhaps the critical component in SCM; however, it is usually 
viewed incrementally and sub-optimally. Just as time is cash, and cash flow is 
important to a business, also important are the associated flows of goods and 
information that have generated the cash flow in the first place. The cash-to-
cash cycle time (C2C) is at the root of cash flow and reducing the time from 
buying to the receipt of payment for sales is therefore critical. What follows is 
a basic view of lead time covering all the elements involved: first, by looking at 
the eight types of lead time; second, by analysing the component parts of these 
eight types.

Figure 7.3 
Delivery 
performance

Eight types of  
lead time

 

Lead time Action By

Pre-order planning User Customer

Procurement Order placing Customer to supplier

Supplier Order dispatching Supplier

Production Making to order Supplier

Warehouse Supplying from stock Supplier

Transit Transporting Supplier

Receivers Receiving Customer

Payment Paying Customer to supplier
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Supply lead time The supply lead time (SLT) used in inventory management should not be 
 confused with the above-mentioned supplier lead time. The supply lead time 
is actually the total of all the above lead times, excluding the payment lead 
times. Effectively, therefore, the supply lead time is from the pre-order  planning 
lead time (from analysing the order status/determining the need to order), 
right through all the above steps and stages to the receiving lead time (date 
 order received to date available for use/issue). It involves many different parties 
 internally in a business and also externally, including both the supplier and the 
customer.

Component parts 
of lead times

Lead time Lead-time stage Steps, by time

Pre-order planning User need 

User requisition

Analysing status to determining need 
to order

Need to order to date of order requisition

Procurement Order preparation

Order confirmation

Order requisition to order release date

Order release to date of confirmation

Supplier (see also 
the production and  
warehouse lead 
times)

All the stages here are in 
the following production 
and warehouse lead 
times

Confirmation to order dispatched date

Production (for 
example, made to 
order)

Order processing 

Preparation

Manufacture (queue 
time, set up, machine/
operator time, inspect/
put away times)

Pack/load (to warehouse 
or to transit LT)

Date of order receipt to date order 
accepted/confirmed

Order accepted to date manufacture starts

Start of manufacture to date it finishes 
 
 

Finished manufacture to date order 
dispatched

Warehouse (for  
example, available 
ex stock)

In stock

Order processing 

Picking 

Pack/load (to warehouse 
or to transit LT)

Date goods arrived to date of order receipt

Order receipt to date order is accepted or 
confirmed

Date order accepted to date order is 
available/picked

Order available to date order dispatched

Transit Date dispatched to date order received

Receiving Date order received to date available for 
issue/use

Payment Credit 

Payment processing

Date invoice received or other trigger to 
date payment received

Date payment received to date cash  
available for use
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 Lead times must be examined using real examples, while ensuring that all 
 appropriate stages and steps are included. There may also be additional lead times  
for some players; for example, with imports, the customs-clearance lead time.

An example below, using chocolate confectionery, shows some abbreviated 
results found on lead times:

supply lead time (cocoa): 180 days on average (once per year crop) with a 
company in-stock lead time of 70 days (traders are also holding some 
 external stocks);

supply lead time (ingredients): for example, with nuts 80 days on average (range  
10–120 days) and the in-stock lead time of 80 days maximum;

supply lead time (sugar): 1–2 days with in-stock lead time of 2 days;
supply lead time (packaging): 1–3 days with in-stock lead time of 3 days maximum;
production lead time: 1–2 days but product line batch scheduling can mean 

waiting for 30 days before the next production run;
warehouse and transit lead times (distribution): 1–5 days with in-stock lead 

time of 30 days minimum to cover for the production lead time.

After each lead-time stage has been quantified, analysis will show if there is a 
way to do things better. It can be expected that many reductions in lead times 
will come from the optimising of information flows and not from the goods 
flows. For example, ICT can rapidly transfer to suppliers the end-user demand 
of a customer and bypass all the customer’s internal organisation departments. 
This will give immediate visibility of requirements to the supplier, enabling 
them to make decisions in real time and not be subject to processing delays.

Lead-time  
examination

Lead-time  
variability
 A crucial aspect when examining lead time is variability. When lead times are 

looked at realistically, a range of times will be found; for example, from 2 to 8 
days. This range represents the variability of lead time. Average calculations 
are of little practical assistance and can be dangerous if used for planning and  
decision making.

It is this variability that so often represents the uncertainty found in the 
supply chain. This is traditionally dealt with by holding safety stocks to cover 
against the uncertainty.

The variability must, however, be examined by all those involved. Then the 
variability and the uncertainty can be targeted for replacement with fixed, 
known and reliable lead times.

The problem of lead variability can be illustrated as follows. If lead time (LT) 
is halved from 12 to 6 weeks and lead-time variability (LTV) stays the same at 
+4 weeks, then:

Current LT New LT

LTV LT LTV LTV LT LTV

−4 12 4 −4 6 +4

Total LT = 8 to 16 weeks  
(Index 100 to 200)

Total LT = 2 to 10 weeks 
(Index 100 to 500)
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So, if LTV stays the same, there is higher disruption/cost and reduced speed  
(index of 1 to 2 from 1 to 5).

The following are some ways to consider reducing lead-time variability:

1 Demand LTV:
■	 predictable known orders/size/make-up;
■	 predictable order times;
■	 data accuracy on what customers want/when/price;
■	  is it the real end users’ demand or has it been institutionalised by passing 

through and influenced by internal and/or external supply chain players 
who do not communicate with each other efficiently?

2 Supply LTV:
■	 predictable known LT;
■	 get correct quantity first time;
■	 get correct quality first time;
■	 data accuracy on what is supplied/price.

The importance of lead-time variability in inventory can be seen in the 
 expression ‘Uncertainty is the mother of inventory’. The length of lead time 
is of secondary importance to the variability and uncertainty in the lead time. 
Fixed reliable lead times are more important than the length of the lead time.

Expediting
In order to achieve procurement’s responsibility of delivery on time,  expediting 
is frequently undertaken. Systems employed in the application of proactive 
contract management will be based on the application of effort where it is likely 
to be needed, and before the problem of late delivery arises.

It can be argued that expediting work does not add value to an  organisation’s 
activities or products in any way, and a principal objective of many concerns, 
achieved in some, is to reduce the need for expediting work to zero. In other 
words, to obviate it. The approach of continuous improvement is highly 
 relevant here, and the ‘partnership’ philosophy of buyer–seller relationships 
can lead to significant improvements in this area. Nevertheless, it would not be 
true to claim that expediting work is no longer a major aspect of procurement – 
it is. In this chapter, therefore, it is appropriate that we take a look at an aspect 
of the work.

■	Prioritisation in expediting
If we accept that expediting work is to be undertaken, and that it ought to be 
proactive, an obvious first question is: ‘Where do we apply expediting effort?’ 
It is possible to devise a points-based system which can be used to indicate in a 
 reasonably objective way the contracts or orders where expediting work might 
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be undertaken, and to suggest the degree of priority that might be given. The 
following factors exemplify the kinds of variable that might be taken into  
account when devising such a system.

Supplier 1 How good is their record?
2 What is their reputation?
3 How often do we use them?
4 How important is our order to them?
5 Have they a good record of co-operation?

Criticality 1 How serious are the consequences of late delivery likely to be?
2 Is the material of:

a) high priority (e.g. raw materials, key assemblies, fuel, production materials)
b) medium priority (e.g. standard components, parts for planned  

main tenance, furniture, packaging materials); 
c) standard priority (e.g. cleaning materials, internal stationery, paint (for 

buildings), office supplies)?

Alternatives 1 If the material is late, do we have a substitute?
2 Is there an alternative supplier?
3 Are stocks held somewhere?
4 Do we know another user?

■	Organisation of expediting work
It is common practice for expediting work to be undertaken by the buyer, and 
it is a natural responsibility of the buyer to work with suppliers on the ‘time’ 
 variable where a mutual ‘partnership’-type relationship has been established. 
However, it is commonly the case that a separate expediting section exists 
within the procurement department, with expediting activities being either at 
the direction of the relevant buyers or at the discretion of the expediting staff 
themselves, sometimes liaising with user departments. The expediting group 
may be attached to the planning department, or to the function  requiring the 
goods or services, the justification for this approach being that these  people 
are better able to determine priorities. Another possible variation is that  
the  expediter is attached to a particular buyer, and performs expediting tasks 
(and possibly other duties too) as required by the buyer.

■	Reduction in expediting
The need for expediting may be reduced by ensuring that:

1 Lead times are known and accepted.
2 Mutual concern exists between buyer and seller.
3 Information is shared by buyer and seller.
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 4 Users do not frequently reschedule requirements.
 5 Expediters do not raise the alarm too often unnecessarily.
 6 Capacity and capability of suppliers is checked pre-contract.
 7 Specifications are clear, understood by seller and fall within seller’s   

technical capability.
 8 Specifications are not frequently altered.
 9 Delivery required is specified properly (not, routinely, as ‘ASAP’, ‘urgent’ or 

‘ex stock’).
 10 What the salesman says can be done reflects the actual situation.

This 10-point checklist is not intended to be exhaustive, but is indicative of 
the fact that the need for expediting is perhaps as likely to arise through buyer 
shortcomings as seller failures.

Liquidated damages
In ordinary English law, a supplier who is in breach of contract by failing to 
 deliver on time becomes liable to the buying organisation to pay a sum  decided 
by the courts, known as damages, to compensate the buying organisation 
for any loss actually suffered, including loss of profits, as a result of this late 
 delivery. Litigation is not part of normal procurement procedure. Expense, 
 delay and uncertainty associated with litigation make it a remedy of last resort. 
There is a practical alternative based on this legal principle, which is widely used 
in  contracts for capital equipment and in major engineering and  construction 
 projects, and this is to include in the contract a liquidated damages clause. In 
this phrase the word ‘liquidated’ appears to mean ‘decided in advance and 
 expressed in monetary terms’. It is a quirk of the English legal system that the 
law courts reserve for themselves the right to impose penalties, but allows the 
parties to a contract to decide in advance between themselves the loss likely to 
be suffered by the buying organisation as a result of late delivery, and to specify 
this loss in cash terms in the contract. Provided that the sum specified can be 
shown to be a genuine pre-estimate of loss rather than an arbitrary sum picked 
out of the air to frighten the supplier into compliance with the contract, the 
courts will enforce it in the unlikely event of litigation being required.

In some other legal systems it is open to the contracting parties to include 
in the contract a penalty clause, and this penalty may be payable in addition 
to any damages recovered by legal action. In the English legal system, the 
 liquidated damages clause, which is often called a penalty clause in common 
parlance, is not seen as a penalty but as an agreement as to the amount payable 
by way of damages. Consequently, some clauses emphasise this aspect by using 
such wording as: ‘seller shall pay to buyer 1 per cent of the contract price for 
each week of delay up to a maximum of x per cent of the contract price by way 
of liquidated damages and not as a penalty’.
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■	Liquidated damages defined
As stated earlier, it is implied by law that the supplier will be held liable for 
 damages. In some circumstances, the purchaser and contractor foreseeing the 
possibility of a breach may attempt to assess in advance the damages payable 
in the contract. These are called liquidated damages. The definition of liquidated 
damages is:

a genuine pre-estimate of probable loss.

The use of liquidated damages creates a number of advantages. The amount 
of damages for any breach, such as a delay to the completion date, can be 
 pre-agreed in the contract. If no such sum has been stated in the contract, 
trying to agree the sum of money payable by the offending party can be a very 
time-consuming exercise. If the two parties fail to agree, they may resort to 
litigation. Liquidated damages overcome this uncertainty, since both parties to 
the contract will know the extent of their financial liability in the event of a 
breach of contract.

Here is an example of a liquidated damages clause:

‘If the Supplier fails to complete the work specified in the accordance with the Contract, 
within the Time for Completion, or if no time be fixed, within a reasonable time, there 
shall be deducted from the Contract Price or paid to the Purchaser by the Supplier a 
sum of £X per week up to a maximum of 10 weeks lateness.’

The liquidated damages clause refers to a sum of money (£X). This could 
equally be a percentage, for example 1 per cent of the contract price per week to 
a maximum of 10 per cent. What is important is that the damages specified are a 
genuine pre-estimate of probable loss.

If the amount specified is not a genuine pre-estimate, the clause may be 
 construed by the courts as being a penalty. A penalty clause is not binding 
on the parties and so the courts will not enforce the penalty but will award 
 damages on the normal principles used in the assessment of damages. An 
 extravagant sum specified in a liquidated damages clause will generally be 
 construed as a penalty.

The difference between a penalty and liquidated damages was well stated by 
Lord Dunedin in the case of Dunlop Pneumatic Tyre v New Garage Motor Co in the 
House of Lords in 1915:

The essence of a penalty is a payment of money stipulated as in terrorum of the  offending 
party; the essence of liquidated damages is a genuine covenanted pre- estimate 
of damage .  .  . it will be held to be a penalty if the sum stipulated for is  extravagant 
and unconscionable in amount in comparison with the greatest loss which could 
conceivably be proved to have followed from the breach.
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Let’s suppose that you have ordered a new vehicle which costs £20,000. You 
are to include a clause in the contract with the supplier to compensate you in 
the event of the vehicle being delayed. You are aware that the weekly hire charge 
for a similar vehicle is £300 per week. Which figure would be the most suitable 
to compensate you in the event of late delivery?

 i 1% of the contract price per day
 ii 1 ½% of the contract price per week
 iii ½% of the contract price per week

To answer this:

 i 1% per day = £1,400 per week; which is vastly in excess of the hire charge of 
£300 per week. Clearly a penalty and not enforceable.

 ii 1½% per week = £300 per week; the same as the weekly hire charge. These 
would be ‘liquidated damages’.

 iii ½% per week = £100 per week; £200 lower than the weekly hire charge would 
still be ‘liquidated damages’ as they are not a penalty sum.

The advantage to the buyer of such clauses is that they strongly motivate 
the supplier to deliver on time, and in case of difficulties with delivery they 
 provide the expediter with a powerful argument: ‘It’s going to cost you a lot of 
money if you don’t deliver.’ However, they also have advantages to the seller. 
They limit the seller’s liability to a known amount. Marsh (2000) argued that 
‘no contractor can afford to be liable for a risk against which it is difficult to 
insure and which is out of all proportion to the value of the contract and to 
his anticipated profit’ and that in such cases the supplier needs a liquidated 
damages clause as protection. The supplier also needs the further protection 
of an additional clause offering exemption from liability if the delay is due to 
causes completely out of the supplier’s control. Such clauses are often called 
force  majeure clauses.

■	Force majeure
If either party is prevented from carrying out contract obligations by 
 circumstances beyond their reasonable control, including government 
 intervention, strikes and lockouts but not including weather conditions, 
then the party affected shall not be liable for any delay resulting from such 
 circumstances for as long as they last. If such delay extends for an unreasonable 
time the other party may cancel the contract without liability to either party, 
and buyer shall pay to seller an equitable sum for work done before cancellation.

(Please note that contract law is covered most comprehensively in 
Chapter  19.)
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Summary
 1  Price used to be of paramount importance in choosing between suppliers – now 

it is the ‘cost of time’ that makes the decision.

 2  Competitive advantage can be gained by being able to respond to customers’ 
needs as soon as they arise. This demands that not only is the supplier  responsive 
but that their suppliers are too.

 3  Late delivery can mean lost sales, production downtime and invoke damage 
clauses. All of these have an effect on cash flow, reducing the company’s 
 efficiency and profits.

 4  Liquidated damages seek recompense for the buyer for the late delivery of an 
 order. This is a sum agreed between the parties to represent a realistic pre- estimate 
of loss. Penalties may be in addition to damages, although the  supplier’s liability 
is limited.
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Introduction
It would be possible to argue that the most important procurement decisions are 
concerned with selecting the right sources of supply; that is, if the correct source 
decision is made in a particular instance, the buying company’s needs should 
be met perfectly. In such circumstances it would receive the required goods or 
services at all times. However, the very simplicity of this statement belies the 
complexity of source decision making, for in arriving at the right decision many 
factors have to be considered. This chapter is concerned with many of the issues 
that are involved.

Objectives of this chapter
■	 To suggest the attributes of a good supplier
■	 To examine the ‘relationships spectrum’, and the move towards more mutuality 

in appropriate buyer/seller relationships
■	 To discuss the advantages and disadvantages of different procurement policies
■	 To outline the Bensaou model of managing relationships
■	 To introduce the concept of tiering

The nature of the sourcing decision
Effective source decisions will only be made when all relevant factors have been 
considered and weighted against the risks and opportunities that  apply. Not all 
source decisions will justify the same level of attention, but major  purchases 
will always repay careful decision making. For example,  significant  buying 
 organisations that dominate the demand side of a market need to  devote a good 
deal of thought and time to the optimum supply market  structure, and  sometimes 
take direct action to develop new suppliers or support  minor  competitors. If 
one or two large companies dominate the supply side of a market, it may well  

8
Sourcing strategies 
and relationships
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be to the long-term advantage of buying organisations to place orders in a way 
that keeps competition alive and prevents the market from degenerating into 
a monopoly. Conversely, in order to obtain the  greatest  benefits from longer-
term relationships, the buying company might seek  deliberately to develop a 
mutual relationship, sometimes called partnership sourcing or co-makership.

Sourcing thus involves much more than simply picking a supplier 
or  contractor for each requirement in isolation. It involves continuing 
 relationships, both with preferred sources which are actually supplying goods 
and services, and with potential sources which may have been passed over for 
the  present but are still in the running. It involves decisions about how to allo-
cate the available business, and what terms to do business on.

For its proper performance, sourcing requires supply market research. This 
is a normal part of procurement and supply work, undertaken informally 
by  buyers when they talk to representatives, visit exhibitions, read trade 
 journals and  investigate the market before placing orders. Additionally, it may 
be  undertaken more formally as a support function to buyers by full-time 
 procurement  research staff in a procurement services section, perhaps located 
at corporate  headquarters. Supply market research identifies the set of actual 
and potential sources that constitute the supply side of a market, investigates 
their  capabilities, examines market trends and long-term supply prospects and 
generally keeps an ear to the ground. It is part of the procurement department’s 
research.

Attributes of a good supplier
While a definition of a good supplier that would be acceptable to everybody 
would be difficult to write, there are a number of attributes that might be 
 regarded as desirable for a typical relationship. The following list is given by way 
of suggestion only:

■	 Delivers on time.
■	 Provides consistent quality.
■	 Gives a good price.
■	 Has a stable background.
■	 Provides good service back-up.
■	 Is responsive to our needs.
■	 Keeps promises.
■	 Provides technical support.
■	 Keeps the buyer informed on progress.

Most procurement and supply staff have little difficulty in identifying the 
characteristics that they require in a supplier, for they see the identification and 
selection of appropriate sources as one of their primary roles. However, there is, 
generally speaking, a lower level of concern in connection with the attributes 
of a good customer, or buyer. The traditional view is that the buyer is spending  
money and suppliers should be encouraged to compete vigorously in order 
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to gain acceptance. However, this view is not so widely held these days, and 
there is an increasing belief that buyers and sellers may be seeking a mutually 
 beneficial long-term relationship through which advantages will arise for both 
participants in the trading process. The idea is that through bringing together 
complementary assets, value might be created through a relationship. Terms 
such as synergy or symbiosis are used to describe this relationship,  indicating 
that an ideal arrangement leads to a ‘2 + 2 = 5’ situation, where additional 
 benefits arise out of an association between buyer and seller. Nonetheless, if 
such a relationship is to come about, one of the first things a buyer needs to 
do is to discover what suppliers are seeking in a customer, and attempt to meet 
these requirements.

Different types of sourcing
Before developing the present discussion it is worth recognising that the many 
implications of source decision making may vary by the type of purchase being 
made. For example, among the many different types of source decisions are:

■	 consumable supplies;
■	 production materials and components;
■	 capital purchases (e.g. machinery);
■	 intellectual property (e.g. software);
■	 subcontractors; 
■	 services.

Each type will involve different factors. For example, a mineral may be 
 available from only a single country. However, it could be bought direct or 
through an agent or a distributor. Computer equipment may be bought  outright 
or leased, and among the many factors involved in these decisions may be 
whether the proposed equipment is compatible with that which exists. On the 
question of production materials it will be necessary to consider the logistical 
implications, the proximity of the supplier and the frequency of delivery. Then 
decisions about subcontractors may involve consideration of the individuals 
who are to service the contract and the liabilities of the two parties.

Sourcing decisions
The traditional approach to source decision making involves the buying 
 organisation in:

1 establishing which suppliers make or supply the product or service – often by 
referring to a buyer’s guide or industrial directory;

2 selecting a shortlist (say three) from those available;
3 sending an enquiry to each of those three setting out the requirements;
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4 selecting the best supplier from those who quoted by comparing the offers; 
and

5 placing the purchase order with them, specifying such matters as volume, 
schedule, place of delivery, price and quality required.

Major buyers, of course, augment this procedure by a closer involvement with 
suppliers. Indeed, in recent years many major buyers have laid great  emphasis 
on quality management at their suppliers’ plants. For example, Rank Xerox in 
 Holland had, at one time, 70 quality engineering staff  working with  suppliers to 
help them improve their performance. In addition, they ran training  programmes 
for the staff of certain suppliers in order to hasten that  improvement and took 
groups of suppliers to Japan to see what was being done there.  Obviously, this 
kind of approach necessitates the use of far more resources than the traditional 
approach would require. However, Rank Xerox believed that it was necessary to 
take this action, did so and obtained some  remarkable results. It is interesting to 
note that one factor that allowed them to pay so much attention to  individual 
suppliers was their decision to reduce their direct  supplier base. Their  strategy 
here involved reducing the number of  production suppliers from 3000 to 500. 
Obviously, the fewer suppliers, the greater the time that can be spent with 
each. It was also true that the company utilised a larger number of staff of better  
calibre. The results demonstrated that the effort paid off.

It follows that when less than adequate attention is paid to buying decisions, 
supplier performance reflects that state of affairs. Since the source decision is so 
vital it is clear that, where proper attention is paid to such matters, the  outcome 
will be of great benefit to the buying company. It is a fact that a greater  awareness 
of this truth by successful manufacturing companies has been a major factor in 
their success in Europe and the United States.

■	Finding the right suppliers
As we indicated earlier, in order for buyers to be able to make the right source 
 decisions they must know their markets. They need to know their main 
 suppliers well, to visit them and talk to the people who process their orders 
and make  decisions about them, to keep in touch with business plans,  product 
 developments and what is going on inside key supply organisations. This 
could be described as part of demand marketing, which is not a new idea, even 
though in recent years marketing experts have concentrated almost exclusively 
on  supply marketing, aimed at both current and potential buyers and  buying 
 organisations rather than sellers. In addition, buyers should know where 
other potential suppliers are based and be aware of production costs, wages 
and  distribution costs that apply in particular markets. Further, they should 
have clear criteria against which they will be able to judge the suitability of a 
 particular supplier to meet the their needs.

Today, enlightened buyers are seeking suppliers with whom they can work 
to mutual benefit. This means that, in some cases, suppliers are selected prior  
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to a design being prepared, on the basis that they are the kind of company 
with whom the buying firm wishes to do business. Such judgement, of course, 
must be based upon thorough assessment involving technical and commercial 
factors.

Major buyers expect key suppliers, selected after thorough appraisal, to 
set up production near their own plants. This, of course, implies what has 
been called quasi-vertical integration, where the buyer and seller, although 
owned by  different shareholders, form an alliance. Philips, the Dutch-based 
 multinational, called this ‘co-makership’ – a term which is now widely used – 
where the source of supply is selected with a long-term relationship in view. 
Obviously, where a supplier agrees to erect a factory near to that of the buying 
company there must be a long-term arrangement in the minds of both parties. 
In such cases, effective source selection becomes even more important.

■	Some criteria
In most cases where such decisions are made, the selection process is 
 comprehensive. Included among the criteria used by one company was the 
 requirement that the supplier should have the ‘necessary capabilities and 
 experience’. This meant that a potential supplier:

■	 was viable in the longer term financially, technically, and in production 
terms;

■	 would be able to participate in the early phases of product design and 
 development as a full partner in the process;

■	 would openly share information on the functional, assembly and in-service 
requirements of the parts, including cost and quality targets;

■	 would be orientated towards taking cost out of product and improving total 
system performance to mutual benefit;

■	 would be able to develop prototypes as well as manufacture volume 
production;

■	 would be prepared to agree cost structure targets;
■	 would work with the buying company so as to increase flexibility in  meeting 

changing demands and operate on a pull rather than a push basis in the 
 process, reducing its own wastes such as inventory holding, unnecessary 
 inspection and excess work in progress as well as those of the buying company.

Another multinational, seeking partner suppliers of the same kind, 
 formulated the following criteria. The supplier should have:

■	 sound business sense and attitude;
■	 a good track record in supplying the market in which the buyer operates 

(or similar);
■	 a sound financial base;
■	 a suitable technical capability with modern facilities;
■	 a total quality orientation;
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■	 cost-effective management;
■	 effective buying – acquisition and control;
■	 good morale among the workforce;
■	 effective logistical arrangements;
■	 a customer service mentality.

The sourcing process
There are two ways to look at the sourcing process. So far in this chapter we have 
been looking at the big picture, at the major problem of matching total supply 
capability with total demand. In this section we look at the countless relatively 
minor problems that buyers deal with every day, of where and how to place  
orders for all the requirements notified to them: that is, how to match  individual 
demand with supply availability.

The process usually starts with a requisition, which informs procurement 
that something needs to be bought. The buyer would check first if there is 
 already some commitment by long-term contract, in which case an order could 
be placed immediately. In the absence of such agreement, the buyer would ask 
if there is an existing source of supply whose performance is satisfactory; if so, 
the usual practice is to reorder from that source unless there is reason to review 
the position. Reasons for reviewing the position include price increase request, 
failure to meet specification, unsatisfactory performance as demonstrated by 
vendor ratings, internal pressure to save money or simply that some time has 
elapsed since the position was last reviewed.

Research confirms that buyers are reluctant to change sources for regular 
 purchases without good reason, and suggests indeed that they sometimes stay 
too long with a source that is not as satisfactory as others on the market.

Source location
The location of potentially useful sources of supply is a major  responsibility 
of the procurement and supply executive. It is widely believed that there is 
normally a queue of suppliers who are willing to compete to meet the  buyer’s 
needs, but the reality is often very different, and the location of potential  
suppliers can be quite a challenge. Three principal reasons why the location of 
suppliers might be difficult are:

1 Technological advances. The buyer’s needs are becoming more complex and 
difficult to meet, and fewer suppliers are willing or able to do so.

2 Increasing ‘concentration’ in supply markets. The continuing process of mergers 
and takeovers is leading, in many industries, to a situation where there are 
very few, very large suppliers who have less need actively to pursue business 
that will inevitably come their way.
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3 Increased specialisation. Specialisation among manufacturing concerns tends 
to lead to more ‘buy’ rather than ‘make’ decisions. This in turn means that 
a greater proportion of their needs are acquired from outside sources. These 
sources may not be aware of the developing needs, and will have to be  actively 
sought by the buyer.

Mini case study – IKEA
IKEA, the Scandinavian-based international retailer of furniture and related products, 
 attributes a share of the reasons for its success to its suppliers. IKEA has followed a policy 
of developing relations with the most economical suppliers rather than necessarily dealing 
with traditional suppliers to the furnishing business. As an example of this, the company 
chose to buy seat covers from a shirt manufacturer.

Sources of information on potential suppliers
When collecting and collating information on potential suppliers, the Internet 
has revolutionised companies’ ability to locate potential suppliers. In addition, 
the following points ought to be considered:

■	 Reputation. The reputation of a particular source may be ascertained through 
talking to professional contacts and colleagues.

■	 Appraisal. A detailed investigation of potential suppliers may be carried out 
(see below).

■	 Recorded performance. The procurement department may maintain records 
that provide information on the past performance of suppliers who have 
been used.

■	 Approved lists. Individual organisations may maintain lists of companies who 
have been assessed and approved. The approved lists of other  organisations such 
as the MoD may be useful. Approval under ISO 9000 may be a qualification.

■	 Online catalogue library. Some companies keep a special library file containing 
the catalogues, price lists and other literature from potential suppliers.

■	 Online publications. The general or specialist trade press often contains 
 information on the activities of companies that might be potential suppliers.

■	 Online trade directories. Online access to specialist skills by category.
■	 Sourcing services. A number of agencies will provide information to buyers 

about potential sources of supply.
■	 Representatives. Suppliers’ representatives are useful sources of information on 

supply sources. They may disclose details of similar and competing  products 
as well as their own.

■	 Exhibitions. These events may provide the buyer with an opportunity to 
 compare similar products from different sources.

■	 Colleagues. Personnel in other departments within a company are often 
knowledgeable about sources of materials relating to their specialism.
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■	 Other buyers. Communications with fellow professionals in the buying field 
might be helpful in discovering new sources.

■	 Agents. Stockists and distributors might provide comparative information on 
different manufacturers and their products.

■	 Organisations promoting trade. Embassies and commercial attachés are usually 
keen to help buyers to find sources of supply in the territories they represent.

Supplier evaluation
The evaluation of actual and potential sources is a continuing process in 
 procurement departments. Actual sources with which one is dealing  regularly 
can be evaluated largely on their track record, on the actual experience of 
 working with them. This is often known as vendor rating, and a number of 
schemes have been devised for doing it systematically, as considered later. There 
is currently a movement towards the evaluation of relationships rather than 
 vendors, reflecting the fact that if something is going wrong in  connection with 
the supply of goods or services, both participants in the trading process – buyer 
and seller – might derive best benefit by seeking to solve the shared  problem 
rather than to cast the buyer in the role of paragon of virtue and the seller as 
 potential problem creator. Potential sources can be evaluated only by judgement 
of their capabilities. The extent of investigation into suppliers will be affected by 
the volume and value of possible expenditure. Most organisations spend 80 per 
cent of their annual budget with 20 per cent of their suppliers, and  probably 
on 20 per cent of the range of items bought, and these big-spend  articles  justify 
thorough investigation. Unusual or first-time purchases, where the buyer has 
little or no experience to call on, may justify extensive investigation,  especially 
if the wrong choice of supplier could have expensive consequences. Parts made 
to a buying organisation’s specification require more careful assessment of 
supplier capability than standard parts available off the shelf or from several 
satisfactory sources. Task variables that determine the choice of supplier are 
traditionally stated as: quality, quantity, timing, service and price.

Service includes before-sales service for some products, and after-sales  service 
for others. Prompt and accurate quotations, reliable delivery times, ease of 
 contact with persons in authority, technical advice and service, availability of 
test facilities, willingness to hold stocks: these are just some of the varied things 
that make up the package called service. Good service by the supplier reduces 
the buyer’s workload, increases the usefulness or availability of the product, and 
diminishes the uncertainty associated with making the buying decision.

Financial stability is one of several supplier characteristics not mentioned as 
a ‘task variable’, but which is nevertheless important. Buyers prefer suppliers to 
be reasonably profitable because they are interested in continuity and on-time 
delivery. A supplier with cash-flow problems will have difficulty paying bills, 
and consequently in obtaining materials; delivery times and possibly product 
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quality could also suffer. A supplier who becomes insolvent can be as big an 
 embarrassment as a customer in similar difficulties. Good management is also 
important. Well-managed suppliers improve methods, reduce costs, develop 
better products, deliver on time, have fewer defective products and build high 
morale in their workforce.

On-the-spot surveys of facilities and personnel by technical and  commercial 
representatives of the buying organisation are often carried out to  evaluate 
 potential suppliers – although sometimes it may be possible to eliminate 
this on the basis of a supplier’s reputation as obtained from word-of-mouth 
and  published information. If the supplier’s establishment is to be visited for 
 evaluation purposes, most buyers prepare in advance a checklist to remind 
 investigators of what to look for and to record their findings.

Many firms use multi-page checklists, asking a great many questions such as 
‘What percentage of their tooling do they design themselves?’ and ‘What is the 
labour turnover?’ Based on the answers, an analysis is completed,  incorporating 
a marking scheme, which might, for example, be divided into four areas:  tooling 
(capability), machines, planning and quality control. Finally, the  supplier 
is evaluated for named products or processes as fully approved,  approved, 
 conditionally approved or unapproved (see Figure 8.1). Variations of the 
 checklist approach are legion, and changes and improvements are incorporated 
as the needs of the organisation change.

Typical checklist questions are:

■	 Do they trade with our competitors?
■	 Are confidential documents properly controlled?
■	 Does the buyer have technical support?
■	 How do they search the market and how often?
■	 How long have they been established?
■	 What are their investment plans?

Overhead allocation, whether cost breakdowns are provided, the state of 
the order book and the names of persons with authority to make decisions on 
 delivery dates are also looked into. The type of labour available in the areas is 
investigated, by observation, questions and, if necessary, consulting the local 
Department for Employment and Skills office. Again, the checklist is used to 
fill out the form, with its marking scheme, and to arrive at a final judgement 
of the supplier as fully approved, approved, requiring minor improvement 
or unapproved. The contents of such checklists are devised to suit individual 
requirements. For checking the quality capability of a supplier it is, however, 
possible to standardise checklists to a greater extent. (This is considered in 
Chapter 5.)

Another requirement of some buying organisations necessitates the sellers 
being electronic data interchange (EDI) connected. EDI is a method of  sending 
information electronically between, for example, buyer and seller. By this 
means both parties eliminate paperwork, reduce transmission errors and speed 
the information flows. Retailers and motor manufacturers have been early users  
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Figure 8.1 
Supplier evaluation 1 of 3

Procurement Engineer’s Vendor Evaluation Rating Form

Vendor name .............................................. Date of evaluation ......................................

Address ...................................................... Commodity or process
under review

..................................................................... .....................................................................

..................................................................... .....................................................................

Evaluators: Commercial .............................. Technical .....................................................

SUMMARY

As a result of this evaluation, the above vendor is

Fully approved ........................................... 25 all areas

Approved ................................................... 20 all areas

* Conditionally approved .............................. 18 all areas Tick appropriate

* Unapproved ............................... less than 18 any area
box

For the following commodities

Product description

Range of recommended

Preferred quantity

Precision class

* Reason for vendor’s conditionally approved/unapproved status

................................................................................................................................................

................................................................................................................................................

................................................................................................................................................

................................................................................................................................................

Evaluator’s signature ............................................................ Procurement Engineering Dept
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Figure 8.1 
(continued) 2 of 3

Procurement Engineer’s Vendor Evaluation Rating Form

VENDOR RATING FORM

Rate factors 1 Fully approved
0.8 Meets minimum requirements

0 Unacceptable

Rate Wtg Total
(a) Tooling capability

9ngiseD1

6erutcafunaM2

4ecnanetniaM3

3egarotS4

3lortnoc gnilooT5

Total 25 max

(b) Machines

6yticapaC1

6ytilibapaC2

6slliks rotarepO3

4ecnanetniaM4

3tuoyal – ytefas tnemnorivnE5

Total 25 max

(c) Planning

1 Detail method planning 
8steehs noitarepO

5noitarepo yb gnitamitse liateD2

2ytivitca egnahc .gne ot elbisnopseR3

5secitcarp yduts kroW4

5ssensuoicsnoc noitcuder tsoC5

Total 25 max
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Figure 8.1 
(continued) 3 of 3

Procurement Engineer’s Vendor Evaluation Rating Form

(d) Quality control systems

Receiving Control of Final
inspection manufacture inspection

Rate Wtg Total Rate Wtg Total Rate Wtg Total

1 Quality assurance
management 3 3 3

2 Quality assurance
333gninnalp

3 Record systems 3 3 3

4 Equipment and
333noitarbilac

5 Drawing and
change control 2 2 2

6 Corrective action
444serudecorp

7 Non-conforming
323lairetam

8 Handling/Storage/
111gnippihS

9 Environment/
111lareneG

10 Personnel 
232ecneirepxe

Total (25 max)

RATING SUMMARY

Area of evaluation Total rating Status

Production tooling

Production machines

Production planning

Receiving inspection

QC of manufacture

Final inspection

Status rating: 25 fully approved

20 approved

18 conditionally approved

Less than 18 unapproved
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of this process and most frequently it has been the buying company that has 
promoted the establishment of the facility. The advantages to the buying 
 companies in helping minimise inventory while facilitating greater flexibility 
in  response to demand are likely to result in fast adoption of the approach.

A further requirement in mass production industries in particular is for the 
supplier to be capable of delivering against a just-in-time (JIT) schedule. In this 
context JIT implies a supplier’s manufacturing and delivery process capable of 
immediate response to a demand from the buying company, thus eliminating 
the need for the latter to hold anything other than a minimum inventory.

It is interesting to note the additional criteria that one company has 
 developed to help ensure success in selecting this type of supplier. JIT 
 arrangements are made with companies with which the buyer wishes to form 
a long-term  liaison. The approach necessitates absolute reliability in both 
 quality and schedule terms. Thus potential suppliers have to satisfy the buying 
 company on these counts. In most cases the company concerned has found 
that it has had to  develop potential suppliers to the required level. They start by 
looking for suppliers that are located near the plant. Where that is not possible 
they have  frequently persuaded effective suppliers to relocate.

Their initial focus is upon ensuring the quality of performance they require, 
that is, specification and delivery schedule. In the process they work with the 
supplier in analysing the specification of the product so as to give the  supplier 
every chance of producing the material or service as efficiently as possible. 
The specification includes statements like ‘it must be possible for us to run our 
 machinery at X units per minute’. The company makes every effort to develop 
mutual trust in the process. They aim to work with the supplier in  partnership 
while ‘eliminating 43-page contracts’, and the aim of the  partnership is 
 continually to improve process quality control from an agreed level to a  better 
one by a particular date. A team drawn from both companies works on a 
 continuing basis with the brief ‘How can we improve performance, e.g. quality, 
logistics, price?’ One important factor from the buying company’s viewpoint is 
that it agrees a target profit level with the suppliers and then works with them to 
take cost out of the process.

Another similar supplier appraisal model is that of Carter, known as the 10 Cs 
of Supplier Appraisal, outlined below.

Carter’s 10 Cs model

■	1 Competency
Procurement needs to be assured that the contractor’s staff have the compe-
tences such as technical training qualifications and/or experience. Does the 
contractor have its own system for ensuring it employs competent staff and  
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subcontractors, including, for example, staff appraisals, training plans and  
personal development plans?

■	2 Capacity
Contractors must have sufficient and suitable resources in terms of people, 
plant, processes and knowledge, not only for present but also for future needs:

■	 What percentage of the contractor’s annual turnover do the contracts 
comprise?

■	 Do they have spare capacity?
■	 Does the contractor subcontract the majority of work, with the effect that 

you are contracting with one company and getting another?
■	 What lead times have they achieved?

■	3 Consistency
Can contractors provide a consistent reliable requirement on time and in full 
(OTIF) every time?

■	 Is the specification inherently unsafe, inadequate, constantly changing, 
 using yesterday’s technology?

■	 Do they deliver defects or carry out rework?

■	4 Control of process
Is the contractor in control of its own systems, such as resource control, 
 inventory, costs and budget, procurement and production? Assess whether the 
contractor:

■	 can cope with changes in both the quantity and types of requirements;
■	 has any adequate plans in place for contingency and business continuity;
■	 monitors actual performance against the process and has a corrective action 

programme.

■	5 Price
In addition to cost/price, companies must calculate the total cost of ownership 
(TCO):

■	 Performance, maintenance and repair costs, overhead recovery rates, 
 break-even points and learning curve calculations must be considered.

■	 When dealing with e-auctions especially, look out for prices/costs which are 
not sustainable in the long term.
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■	6 Commitment to quality
Evidence of commitment to quality consists of:

■	 ISO 9001 certification, Quality Manual, Quality plans, drawings and 
 procedures, inspections testing or surveillance of manufacturing processes, 
SPC, FMEA, Six Sigma, TQM and PPM and surveillance of site activities.

■	 Emphasis should be on prevention rather than detection.

■	7 Clean/CSR
Do they have a corporate social responsibility (CSR) policy, and evidence of 
communication of the policy to stakeholders, and monitoring systems? For 
example:

■	 Health and safety policy
■	 Safety awards
■	 Sustainability policy
■	 Diversity and equality policies
■	 CIPS code of ethics.

■	8 Culture and relationships
■	 Is the contractor committed to communication and the principle of an open 

working relationship built on trust?
■	 Will you be able to build a good working relationship with the contractor’s 

staff?
■	 Does the contractor understand what benefits you are seeking and what value 

they can add?
■	 Is the contractor able to understand and work within your own cultural 

 barriers, such as internal bureaucracy, restrictions of any EU directives, 
 government regulations on health and safety?

■	9 Cash/Finances
Financial analysis of ratios within the profit and loss account and the balance 
sheet should be carried out. Profit trends and liquidity ratios are examples of 
financial KPIs to assess.

■	10 Communications
Is the supplier fully integrated with information and communication 
 technology (ICT)?
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As Carter mentions, ‘if you rely on just supplier surveys and questionnaires 
you not likely to get a true reflection of their status. So I have developed a simple 
system to enable scorers to give some weighting/reward to those who provide 
highly reliable and valid responses’. This is as follows: using the key statement 
approach, there are three levels of evidence:

■	 High. Evidence is complete, verified, current, comprehensive, observed, 
measured, provided by third party, independent.

■	 Satisfactory. Almost complete, verified, some observation, contribution of 
desk research and observation. Some use of past records.

■	 Not Reliable. Reliance on past records, lack of observation, totally based 
upon desk research, not complete, some verification.

The score from the 10 Cs and the weighting factor is then multiplied by the 
evidence factor.

In conclusion, as Carter stated, ‘We can say that effective supplier selection is 
a fundamental task of the buyer and that a successful total procurement process 
will stem from the investment of time and effort put in to the process of supplier 
evaluation.’

The right relationship
In recent years, much attention has been paid both by practitioners and 
 academics to this theme. There is now a greater recognition that there is a wide 
spectrum of  relationship types, and that there is no single ‘best approach’. The 
view that relationships were either mutual or adversarial is now seen as a major 
oversimplification. These relationship types are opposite extremes. The arm’s 
length, transactional way of doing business is entirely appropriate in certain, 
perhaps most, circumstances. At the other end of the spectrum the long-term 
joint alliance between buyer and seller has its place, but in practice many 
 relationships will fall between the two extremes. There is also a more developed 
body of knowledge surrounding the factors that impact upon relationships and 
have a bearing on the determination of the style to be adopted.

The 10 Cs Checklist
Competency
Capacity
Consistency
Control of process
Cost/price
Commitment to quality
Cash/finances
Clean
Culture and relationships
Communications
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There are many factors that might make such a partnership inappropriate or 
unlikely.

We might first consider power as a factor. A large corporation is unlikely 
to seek strategic close relationships with a much smaller client organisation, 
or with a firm that might be appropriately large, but which provides only a 
small fraction of the selling firm’s business. The same sort of thing will apply 
in reverse; a large buyer in terms of absolute size, or in respect of the value of  

Case study – Lloyds Banking Group
Lloyds have £5 billion spend, and 240 staff in procurement.

They believe that if you make procurement a contributor to the business 
 objectives, you can make it a more important function.

Large savings (£34 million) came through the improvement of procurement 
activities, in that contracts were consolidated, duplication in the supply base 
removed and advantage was taken of the company’s spending power.

Even higher savings (£236 million annually) were achieved in procurement 
through negotiations with suppliers. Most of their plans, however, concern 
forward-looking efforts to boost supplier relationship management, make 
it easier for internal customers to ‘do the right thing’ and have a focus on  
strategic sourcing.

They are looking at some of the longer-term strategic sourcing and supplier 
relationship management opportunities.

This is about understanding the ‘roadmap’ of some suppliers – what they 
are developing that could help Lloyds in the mid to long term? It could be 
 anything from technology that the company could be first to market with, to 
CSR expertise or process management improvements.

‘We are invariably finding bad costs between the two parties because we 
don’t quite line up, so part of what we are asking is how we can strip bad costs 
out. That is a far easier conversation than to just go after a discount or their 
margin.’

Senior procurement specialists have had to network and understand where 
the business is going in order to consider the opportunities, risks and threats as 
they start to move their supply market to support that.

As technology is a big spend, it is not just about price; it is about how they 
work with their suppliers to get the new technology coming into the markets 
early.

They want to boost investment in technology both to free up  procurement 
to focus on more strategic spend areas and more easily enable internal 
 customers to ‘do the right thing’.

In a number of categories the procurement team will ‘pre-position’ the 
 supply market, and in some cases deals will have already been done so that 
 customers can get what they need through self-service.
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contracts placed, will not necessarily see it as being advantageous to relate to 
suppliers as ‘partners’. Full but fair use of the customer’s buying power will 
 probably be seen as the appropriate basis for relationships. Power does not, of 
course, stem only from size. There will be plenty of small suppliers who can 
 exercise a great deal of power through their exclusive ownership or control 
of some good or service sought by the buyer. Registered designs, patents and 
other forms of intellectual property might fall into this category. Similarly, it 
is  sometimes the case that a small buyer can have a disproportionate amount 
of power. An example of this might be the situation where an agent has sole 
 distribution rights in an export territory attractive to the seller. Many readers 
will be aware that the application of appropriate ‘matrix’ tools of analysis can be 
helpful in relating issues such as this to relationships.

The idea of power as a determinant of relationships can also be examined in 
connection with the strategic intention of firms as members of supply chains. 
A major food retailer might, for example, seek to pursue waste elimination by 
working closely with key suppliers, seeking a jointly owned supply process that 
might lead to mutual trust, a shared goal and a close relationship. Another 
 company in the same business might see benefit in achieving a position of 
power in the supply chain, and might seek dominance through exploitation of 
its key position in order to direct and control the chain.

Power is not, of course, the only factor impacting upon relationship  issues. 
Another important consideration is that of compatibility, or ‘fit’. This  question of 
compatibility can be looked at in various ways. For  example, there is the  issue of 
cultural fit. A buying company may well find itself attracted to a closer  relationship 
with a certain supplier for a variety of reasons, but might be  concerned about 
the supplier’s attitudes and beliefs in relation to, say,  environmental issues, 
 working practices or long-term plans. If the buyer  concludes that the seller, while 
 perfectly well qualified and appropriate  technically, is not subscribing to values 
broadly similar to those held by the buyer, then anything beyond a transactional 
relationship is unlikely. It is perfectly possible that the seller will wish to remain 
at some distance from the buyer for the same reason.

There is also the question of technological fit. If organisations possess 
 complementary technologies, the probability of close commercial  relationships 
is increased. A manufacturer of steel strip for the automotive industry is likely to 
wish to bond closely with a car maker, and this desire for closeness is likely to be 
reciprocated. There is a clear interdependence between these companies. Asset 
specificity is another factor to be borne in mind. A supplier who is  considering 
investment in plant or equipment developed and commissioned for the  specific 
purpose of serving a particular customer will find it difficult to justify this 
 expenditure unless there is some degree of commitment from the customer. 
The basis of the arrangement is likely to be that the buyer undertakes to  commit 
long-term business to the seller in exchange for the better prices,  delivery, 
 quality or reliability made possible by the new plant. Clear mutual benefit will 
lead to a closer relationship.
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Other aspects of sourcing

■	One or more suppliers?
Earlier we discussed cases where the buyer deliberately gives all business of 
a  particular type to one supplier. This is a single-source approach and it is 
 becoming increasingly popular. However, this is not always the right decision 
to make; in some circumstances it is better to have more than one source. Many 
factors have to be taken into account before the right decision is made. In some 
instances there is no choice to make as only one supplier can be used because of 
patents, or technical or economic monopoly. In other instances there is  little 
real choice because the amount of business is too small to be worth  dividing, 
or because one supplier is outstanding and without serious rivals. Where 
scope  exists for a real choice, valid arguments can be made on both sides, and 
 examples can be found where single sourcing has paid off handsomely as well as 
where advantages have been gained by dividing the business. There is no simple 
answer; each situation needs to be analysed. Some of the considerations that 
need to be evaluated are:

■	 Effect on price: aggregating orders with a single source may mean a lower 
unit price because of greater volume, will certainly reduce tooling costs if 
moulds, dies or other costly equipment would have to be duplicated for dual 
 sourcing, and may bring savings in transport costs. Splitting the business 
 between  several suppliers may, on the other hand, bring lower prices because 
of  competition between them.

■	 Effect on security of supply: scheduling is simpler with a single source, 
 stockless buying or consignment stocking may be available, and the supplier 
is  motivated to give a good service because they have been entrusted with 
all the business. On the other hand, with a second source there is greater 
 security if fire, flood, plant breakdown or strike interrupts supplies from the 
first source.

■	 Effect on supplier motivation, willingness to oblige, design innovation and so on: 
sometimes, single sourcing works well in this connection, but there are 
 instances of complacent and indifferent suppliers who were stimulated to 
make radical improvements when their monopoly was broken. On occasion, 
purchasers have gone to considerable trouble and some expense to build up a 
satisfactory second source. This suggests a fourth consideration.

Mini case study – The Body Shop
The Body Shop is a company well known for its environmental concerns. Guidance is 
given to suppliers in this respect. As an example, specifications for packaging include 
consideration of the need to minimise packaging, reduce the number of different types of 
plastics used and facilitate recycling.
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■	 Effect on market structure: will single sourcing lead to a monopoly where there 
is no alternative supplier left in the market?

■	The captive supplier
A related problem is the captive supplier. Procurement executives commonly 
consider it desirable to limit the proportion of a supplier’s output that they take, 
and some figure from 20 per cent to a maximum of 50 per cent is often laid down 
in policy manuals and departmental guidelines. To take more than 50 per cent 
of a supplier’s output makes a supplying organisation dependent on the buying 
organisation, limits the buyer’s freedom of manoeuvre and raises  unwelcome 
moral and social issues if a design change or a change in the product mix on the 
part of the buying organisation results for the supplier in a sudden loss of over 
half its output. Despite the general agreement that it is a risky marketing policy 
for the supplier to allow itself to become a vassal of one buying  organisation, 
and questionable procurement policy for a buyer to take the greater part of a 
supplier’s output, nevertheless the situation can deteriorate gradually unless 
there are periodic reviews.

■	Distributor
Goods are not necessarily bought direct from a manufacturer, and a  franchisee or 
other intermediary may provide services. The merchant distributor is  assuming 
greater importance in some marketing channels for a number of  products – 
mainly because, both to end user and original maker, the  distributor offers a 
solution to a number of problems. Increased costs of transport have led many 
manufacturers to re-examine their physical distribution systems and find in 
 favour of greater use of distributors. Distributors in many cases  offer additional 
services such as part finishing, which makes them more attractive. A further 
 reason is the increased buying sophistication among end users who are  adopting 
efficient, routine ordering systems for the 80 per cent of their purchases that  
account for only 20 per cent of their budget (blanket orders, for instance).

The distributor is a middleman who usually assembles, stocks and sells a 
large assortment of wares to users. Some are specialists, in software, for instance. 
Non-specialists often handle clothing, tools and equipment, supplies such as 
screws and switches, and maintenance, repair and operational (MRO) items 
such as cleaning cloths and brooms.

Their main selling point is immediate availability; the names ‘stockholder’ and 
‘stockist’, which are often used, stress this point. The availability may be achieved 
through a location close to the customer, or through a responsive system such 
as that operated by RS Components, who can usually supply an item from their 
catalogues to anywhere in the UK the morning following the day of order.  
‘Responsiveness’ is a key competitive factor for most stockists and distributors.

Stockists are often used with advantage in maintaining stocks of stationery, 
small tools, spares and other articles in common use in perhaps a number of  
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companies in their area. They guarantee to keep stocks to meet the various 
 buyers’ requirements and thus allow them to dispense with stocking these 
items themselves. The items may be called forward from the stockist as and 
when required, often under some monthly order arrangement, which also saves 
paperwork. An extension of this idea used in some places is for the stockist to 
maintain an area in the buyers’ own stores, which is kept replenished with an 
agreed range of materials or parts. The prices for these parts are set in advance 
and those used are paid for each month against a stock check. Manufacturers 
are also using this idea, sometimes called consignment stocking or a ‘forward 
supply’ arrangement, as an extension of their service. In the end, the decision to  
buy direct or from a stockist must be based on a comparison of the costs and  
benefits of the service offered with those of buying direct from the manufacturer.

■	Where?
The first reason for this is better communications generally: quicker  deliveries, 
lower transport cost, personal knowledge of individuals on both sides, ease of 
contact when problems arise or something is needed urgently. It may be good 
business to support the local community and good politics too.  However, 
the  European Union directs through the EC directives that public sector 
 organisations must publicise their intention to place orders of more than a 
 certain ‘threshold’ value throughout the community. Local procurement should  
not  involve paying higher prices for worse products and inferior service, and it is 
not to be expected that good suppliers for everything can be found in the local area.

Companies pursuing a just-in-time approach with their supplier find mutual 
benefit through suppliers locating close to the customer organisation, and it has 
become widespread practice for suppliers to set up subsidiary factories close to a 
customer’s factory. Naturally, these factories tend to be dedicated units, geared 
to meet the needs of a particular customer, and with plant and equipment  
dedicated to the needs of the particular customer. A term that has evolved to 
describe this state of affairs is ‘asset specificity’.

■	The contract
In any contractual relationship, among other things, the terms and conditions 
of contract need to be appropriate so as to ensure the best achievable deal for 
the buying concern, not just in the short run, and a fair deal for the contractor.

Irrespective of whether the contract is for the provision of goods or services, 
or its complexity, the terms and conditions should clearly indicate the rights 
and obligations of both parties. For example, the contract might contain clauses 
such as the following:

■	 an unambiguous description of the goods to be supplied or the work required 
to be carried out;

■	 the duration of the contract/specific delivery dates;
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■	 quality standards and acceptance criteria;
■	 details of progress reports required, their scope and timing;
■	 the price or pricing mechanism, and what the price includes;
■	 payment terms and a term to permit the recovery of any money owing;
■	 terms relating to intellectual property rights, confidentiality, security, 

 publicity, right of audit;
■	 indemnity and insurance provisions;
■	 terms relating to compliance with legal obligations, such as corrupt gifts and 

payments of commission, unlawful discrimination, health and safety etc.;
■	 the client’s right of termination in the event of the supplier or contractor’s 

default;
■	 the customer’s right to break the contract, with the obligation to give written 

notice and pay for work done, even in the absence of any breach on the part 
of the contractor;

■	 a term to prevent the contractor from transferring the contract for  completion 
by a third party;

■	 a term that describes when ownership and risk passes to the client;
■	 a term stipulating which law governs the contract;
■	 an arbitration or dispute resolution clause.

It is only natural that a supplier’s standard terms and conditions are compiled 
to protect the position and minimise the risk of the supplier, and the client’s 
standard terms and conditions will protect the buyer. Therefore, it is important 
for the buyer to ensure that the supplier’s terms are treated with caution, and 
that where possible the buyer’s own terms and conditions are those that govern 
the contract, and not the terms and conditions of the supplier. Care needs to be 
taken to ensure that during the contracting process the parties competing for 
the work know all the terms of the proposed contract, so that the level of risk 
can be determined and allowed for by the supplier. Omissions by the buying 
concern at this stage can be costly or impossible to rectify once a contract has 
been awarded and the competitive environment has passed.

■	Reciprocity
Another thorny question that many buyers, and particularly those in the 
 manufacturing sector, have to face at some time in their careers is  reciprocity. 
This is a problem that is probably more in evidence in times of national 
 economic recession. One effect of recession is to reduce the volume of  business 
available to manufacturing companies. As a result, sales organisations,  anxious 
to maintain as large a share as possible, are urged to greater efforts. One 
 question frequently asked at this time is: ‘Which companies from which we 
make  substantial  purchases could utilise some of our products, but are  currently 
 buying elsewhere?’ This is then followed by: ‘Can we bring pressure to bear 
on these organisations to buy from us on the basis that we are customers of 
theirs?’ Or the sales department may simply ask for the help of the procurement 
 department in applying pressure to a possible customer who is a supplier.
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The buyer is charged with making the best purchase possible for the  company. 
When a selling organisation solicits business on reciprocal grounds, the buyer 
should consider why the approach has to be made on such a basis. Does it  really 
amount to ‘even though we aren’t the best source, buy from us  because we’re 
good customers of yours’? The danger in deciding reciprocal  trading questions 
on narrow departmental grounds is sub-optimising; that is, finding an  optimum 
solution from the viewpoint of one department or section of the organisation 
which is not the optimum for the organisation as a whole.  Gaining sales at the 
 expense of costly and unsatisfactory purchases could be sub- optimising from 
the sales angle; making the best possible purchase at a high cost in lost sales 
could be sub-optimising from the purchasing angle. No matter how strongly 
sales or procurement feel about such matters, general  management in the 
 interests of the whole company must take the decision. The task of the buyer is  
to assist in taking the decision by advising on the costs and benefits involved, 
 after carefully evaluating both short-term and long-term effects on the 
 materials budget. Some of these long-term effects are difficult to evaluate. One 
reason why reciprocity is not popular in purchasing circles may be that effects 
that are difficult to evaluate tend to get left out of consideration when decisions 
are taken by general management, leaving the procurement department with 
a frustrated feeling that their side of the case has not been given a fair crack of  
the whip. What happens, for instance, if one party wants to cut back on its 
 purchases from the other? Has a reciprocal cutback to be negotiated? What does 
the buyer do if a new, greatly superior source is found? Normally, a buyer would 
be free to switch source, but when higher management has taken the previous 
sourcing decision on reciprocal grounds, the question will presumably have to 
be raised once more with general management. Is a supplier who has won the 
business on reciprocal grounds going to keep up a high standard of service, or 
will complacency and a take-it-or-leave-it attitude develop? What does reciprocal  
trading do to procurement department morale, to its zeal in systematically 
 comparing and evaluating sources and materials, to its opportunities to achieve 
cost reductions? The better the procurement department is at its job, the better 
placed it is to insist that full weight be given to such considerations in deciding 
reciprocity questions.

■	Supplier associations
Major Japanese manufacturers have for some time encouraged the formation 
of  and participated in ‘Kyoryoku Kai’ or supplier associations. Early 
 implementations of this idea were that suppliers were assisted in  getting  together 
by the  customer, but the association would then operate  without the active 
 involvement of the customer. However, it is now generally the case that  suppliers 
and their  customers participate together. The idea of  supplier  associations has in 
recent years been adopted by some American and  European concerns, and seems to 
be paying dividends. The basic thinking is that  companies with a common interest 
in meeting the needs of a particular customer can, through the establishment of  
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channels of communication and regular exchanges of ideas and information, 
better develop effective methods of meeting customer needs, with profit for 
all concerned. The participants are open and cooperative with each other, and 
 usually work on a ‘self-help’ basis. Figure 8.2 illustrates the principle of a  supplier 
association, with the customer and the member suppliers freely  exchanging 
 appropriate information.

■	Intra-company purchases
Internal transactions within groups of companies can present problems similar 
in some respects to those raised by reciprocal trading. Different organisations 
lay down different policies on this.

Figure 8.2 
Supplier  
associations:  
known in Japan as 
‘Kyoryoku Kai’

Mini case study – Anonymous
Group companies should be given the opportunity to quote against our requirements when 
they are able to satisfy our needs. It is understood by all concerned, however, that they 
cannot be allowed advantage simply because they are group members. In all cases they 
should be treated as any other suppliers.

Buyers are reminded that companies in the group provide the following materials and 
services . . . please utilise these when and where possible.

. . . the use of materials and services from other group companies is encouraged. Where 
a group company submits a quotation which is less advantageous than a competitor, it is to 
be given the opportunity to meet this competition on equal terms.

Policies go from treating internal suppliers just like external suppliers, to 
using them when and where possible, to giving them preferential treatment. 
This is not necessarily a form of group philanthropy, since there may be sound  
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policy reasons at top management level for giving temporary support to a weak 
group member. It does not seem efficient to compel other group  companies 
to deal permanently with a member that cannot compete on level terms 
with  outside suppliers. Unless there are special reasons, one would expect 
 management either to upgrade the management of the supplier subsidiary to 
make it competitive on the open market, or else to divest themselves of the 
non-competitive operation. An internal supplier can be a great help in times 
of shortages, and in principle could be the ideally responsive supplier. In 
 practice, like any organisation with a captive market, it can tend to take  internal 
 orders for granted and give priority to external customers whose business has 
to be won, and may be more profitable. The procurement manager should not 
 permit this to happen: the organisational role gives the right and the duty to 
insist on acceptable quality, competitive prices and a good service from the 
 supplier  subsidiary. If the procurement manager fails to obtain this, in effect 
the  company is subsidising another group company and the latter is making 
profits at the expense of the former.

■	Market structure
Supplying organisations operate from within the context of what is often 
called the supply market (though some economists insist that there is no such 
thing, there are simply ‘markets’, which cannot be other than both supply and 
 demand markets, since all markets involve buyers and sellers). The following 
types of market are common, and will have a bearing on the way in which both 
buyers and sellers operate.

■	 Monopsony, where there is a single dominant buyer, as is the case in 
the  market for armaments in the UK where the Ministry of Defence is a 
 monopsonistic buyer, or for certain categories of railway engineering, where 
Railtrack (or its successor) will be the sole UK customer.

■	 Monopoly, where there is a single powerful seller, for example water   
companies enjoy local monopolies in the UK, though this may well change  
in the future.

■	 Oligopoly is present where several sellers cooperate to dominate the 
 market. The market for air passenger traffic within Europe demonstrates the 
 characteristics of an oligopoly.

■	Price rings, cartels and restrictive practices
While collaboration between buyers through such vehicles as purchasing 
 consortia is tolerated within the UK (though not necessarily elsewhere), 
 collaboration between sellers comes under scrutiny through the Office of Fair 
Trading (OFT). That is not to say that any such cooperation is necessarily seen as 
a bad thing, but the OFT is concerned to see that any collaboration does not go 
against the public interest.

M08_BAIL6016_11_SE_C08.indd   274 4/8/15   7:23 AM



Partnering

275

In 1994, the OFT published a booklet which gives some questions that buyers 
should ask in order to determine whether a cartel might exist. The questions are:

■	 Does the industry or the product have characteristics that make it easier to 
organise, police and sustain a cartel, e.g. few sellers, homogeneous products, 
similar costs of production?

■	 Are there factors that encourage suppliers to make a cartel agreement at a 
 particular time, for example the development of widespread excess capacity 
or a recession?

■	 Do prices change or behave in ways that would not be expected?
■	 Do price changes over time reveal so regular and systematic a leader/follower 

situation as to be inexplicable without some kind of contact between suppliers?
■	 Are similar phrases or explanations used in announcing price increases?
■	 Are ‘give away’ phrases sometimes used in correspondence or conversation, 

for example, ‘The industry has decided that margins must be increased to a 
more reasonable level’?

Partnering
The idea of working closely with suppliers is not new. Lord Nuffield in the 
 pioneering days of car production in the UK worked very closely with his  suppliers. 
He offered help in planning and organising production, and  contributed to the 
 development of components from the point of view of ease of assembly into the 
final product, as well as the final function. Marks &  Spencer has for many years 
worked closely with suppliers, and other major concerns in the retailing  business 
have established traditions in this respect. The success in world markets of  Japanese 
manufactured goods and the increasing  adoption by the  Japanese  companies of 
Britain as a manufacturing base have led to a great  interest in and enthusiasm 
for Japanese management principles and ways of  working. One of the many 
 distinguishing characteristics of Japanese industry is the  enthusiasm for working 
closely with their suppliers, attempting where  possible to remove  conflicts and 
tension. These ideas have been translated into English as  ‘partnership sourcing’.

In 1990, the Confederation of British Industry launched the ‘Partnership 
Sourcing’ initiative. The project reflected the view that traditional adversarial or 
confrontational attitudes towards suppliers were not conducive to the  reduction 
of overall costs, quality improvement or innovation. With the involvement of 
the Department for Business Innovation & Skills (BIS), which funds the project, 
energetic efforts have been made to promote the partnership sourcing ideas 
throughout the UK, and considerable success has been achieved. Surveys have 
shown that a majority (nine out of ten) of purchasing decision makers are aware 
of the concept, though a smaller proportion is actually employing the ideas. 
The CBI and BIS define partnership sourcing as follows:

Partnership sourcing is a commitment by customers/suppliers, regardless of size, 
to a long-term relationship based on clear mutually agreed objectives to strive for   
worldclass capability and competitiveness.
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The mission of the partnership sourcing initiative is summarised in the 
 statement: ‘To bring about a fundamental change in companies’ philosophy 
leading to the widespread knowledge, understanding and implementation of 
partnership sourcing within the UK.’

A large number of influential business concerns in Britain have adopted 
the principles of partnership sourcing, and report considerable benefits. For 
 example, Laing Homes, part of the Laing Construction Group, has achieved 
great success. Instead of keeping information about programmes close to 
its chest, Laing Homes shares information on where business is developing, 
 allowing suppliers to plan production and in turn to help their own  materials 
suppliers. Laing also reports that at one time much of the timber used on 
 construction sites arrived in random lengths of variable quality, with 20 per cent 
of  shipments being rejected. As a result of an improvements project  involving 
its supplier, Palgrave Brown, and the Timber Research and  Development 
 Association, timber is now supplied to length, and of a consistent quality. Laing 
actually pays a higher price for timber, but the efficiency arising from the new 
scheme results in lower overall costs.

Another advocate of partnership sourcing is Texas Instruments (TI). At the 
UK headquarters and plant in Bedfordshire the US-owned company requests 
its  customers to work with TI as closely as possible when products (integrated 
 circuits) are being developed. This helps to reduce costs while maintaining 
 quality, and can reduce design-cycle times, enabling customers to beat their 
competitors to the market with new products. Figure 8.3 summarises the 
 principal characteristics of partnership sourcing.

Figure 8.3 
The principal 
characteristics 
of partnership 
sourcing

(Source: Courtesy Partnership Sourcing)
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The Bensaou model of relationship management
The Bensaou model is based on a study of 11 Japanese and three US  automobile 
manufacturers. Bensaou suggests a framework for managing a  portfolio of 
 investments for the purpose of enabling senior managers to answer two 
questions.

1 Which governance structure or relational design should a firm choose under 
different external contingencies? This is a strategic decision because it affects 
how a firm defines its boundaries and core activities.

2 What is the appropriate way to manage each different type of relationship? 
This is an organisational question. Bensaou suggests four buyer relationship 
profiles:

■	 market exchange;
■	 captive buyer;
■	 captive supplier;
■	 strategic partnerships.

For each profile, Bensaou identifies distinguishing product, market and 
 supplier characteristics.

Finally, he suggests that the four profiles can be arranged in a matrix to 
 indicate whether the buyer’s and supplier’s tangible or intangible investments 
in the relationship are high or low. Tangible investments, in this context, are 
buildings, tooling and equipment. Intangible investments are people, time and 
effort spent in learning supplier–purchaser business practices and procedures 
and information sharing.

The Bensaou matrix, as adapted, is shown in Table 8.1.
Bensaou also identified three management variables for each profile, which 

are:

■	 information sharing practices;
■	 characteristics of ‘boundary-spanner’ jobs;
■	 the social climate within the relationship.

The management practices that high performers in each cell use to match the 
co-ordination, information and knowledge exchange requirements presented 
by the external context are shown in Tables 8.1 and 8.2.

Bensaou concluded the following:

■	 Many large firms in manufacturing are moving away from traditional 
 vertical integration and towards the external contracting of key activities.

■	 As inter-firm relationships increase, firms cannot manage with one  
design for all relationships and so need to manage a portfolio of 
relationships.

■	 There are two kinds of successful relationship: high requirement–low  
capabilities and low requirements–high capabilities. There are also two 
paths to failure: under-designed and over-designed relationships.
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Table 8.1 Supplier’s specific investment

Capital Buyer
(High Relationship Investment)

Strategic Partnership
(High Relationship Investment)

Product characteristics
Technical complicated
Based on mature, well understood technology
Little innovation & improvement to the product

Market Characteristics
Stable demand with limited market growth
Concentrated market with few established players
Buyers maintain an internal manufacturing capability

Supplier Characteristics
Large supply houses
Supplier proprietary technology
Few strongly established suppliers
Strong bargaining power
Car manufacturers heavily depend on these suppliers, 
their technology and skills

Product characteristics
High level of customisation required
Close to buyer’s core competency
Tight mutual adjustments needed in key processes
Technically complicated part of integrated subsystem
Based on new technology
Innovation leaps in technology, product/service
Frequent design changes
Strong engineering expertise required
Large capital investment required

Market Characteristics
Strong demand and high growth market
Competitive and concentrated market
Frequent changes in competitors due to instability or lack 
of dominant design
Buyer maintains in-house design & testing capability

Partner Characteristics
Large multiproduct supply houses
Strong supplier proprietary technology
Active in research and innovation (R&D costs)
Strong recognised skills and capabilities in design, 
 engineering and manufacturing

Market Exchange
(Low Relationship Investment)

Product Characteristics
Highly standardised products
Mature technology
Little innovation & rare design changes
Technically simple products or well structured complicated 
manufacturing process
Little or no customisation to buyer’s final product
Low engineering effort and expertise required
Small capital investments required

Market Characteristics
Stable or declining demand
Highly competitive market
Many capable suppliers
Same players over time

Supplier Characteristics
Small “mom and pop” shops
No proprietary technology
Low switching costs
Low bargaining power
Strong economic reliance on automotive business

Captive Supplier
(High Relationship Investment)

Product Characteristics
Technically complicated products
Based on new technology (developed by suppliers)
Important and frequent innovations and new functionalities 
in the product category
Significant engineering effort and expertise required
Heavy capital investments required

Market Characteristics
High growth market segment
Fierce competition
Few qualified players
Unstable market with shifts between suppliers

Supplier Characteristics
Strong supplier proprietary technology
Suppliers with strong financial capabilities and good R&D skills
Low supplier bargaining power
Heavy supplier dependency on the buyer and economic 
reliance on the automotive sector in general
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Table 8.2  
Management  
profile for each  
contextual profile

Captive Buyer Strategic Partnership

Information Sharing Mechanisms
“Broadband” and important exchange of 
 detailed information on a continuous basis
Frequent and regular mutual visits

Boundary Spanner Tasks Characteristics
Structured tasks, highly predictable
Large amount of time spend by buyer’s  
purchasing agents and engineers with supplier

Climate and Process Characteristics
Tense climate, lack of mutual trust
No early supplier involvement in design
Strong effort by buyer towards cooperation
Supplier does not necessarily have a good 
reputation

Information Sharing Mechanisms
“Broadband” frequent and “rich media” exchange
Regular mutual visits and practice of guest 
engineers

Boundary Spanner Tasks Characteristics
Highly ill defined, ill structured
Non routine, frequent, unexpected events
Large amount of time spend with supplier’s 
staff mostly on coordinating issues

Climate and Process Characteristics
High mutual trust & commitment to relationship
Strong sense of buyer fairness
Early supplier involvement in design
Extensive joint action and cooperation
Supplier has excellent reputation

Market Exchange Captive Supplier

Exchange Sharing Mechanisms
“Narrowband” and limited information  
exchange, heavy at time of contract negotiation
Operational coordination and monitoring along 
structured routines

Boundary Spanner Tasks Characteristics
Limited time spent directly with suppliers’ staff
Highly routine and structured tasks with little 
interdependence with supplier’s staff

Climate and Process Characteristics
Positive social climate
No systematic joint effort and cooperation
No early supplier involvement in design
Supplier fairly treated by the buyer
Supplier has a good reputation and track 
record

Information Sharing Mechanisms
Little exchange of information
Few mutual visits, mostly supplier to buyer 
 

Boundary Spanner Tasks Characteristics
Limited time allocated by buyer’s staff to the 
supplier
Mostly complicated, coordinating tasks

Climate and Process Characteristics
High mutual trust, but limited direct joint action 
and cooperation
Greater burden put on the supplier

■	 Over-design takes place when firms invest in building trust as a result of 
 frequent visits and cross-company teams when the market and product 
context call for simple, impersonal control and information exchange. 
Such over-design is both costly and risky, especially in terms of the 
 intangible investments in people, information or knowledge.

■	 Building or redesigning relationships, according to the Bensaou model, 
therefore involves the following three analytical steps:

1 the strategic selection of relational types to match the external conditions 
relating to the product the technology and the market (see Table  8.1);
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2 the identification of an appropriate management profile for each type of 
relational design;

3 marching the design of the relationship, which could be over- or under- 
designed, to the desired management profile.

Tiering of suppliers
As is obvious from its name, this approach consists of organising supply 
through different ‘layers’ of supplier, with the immediate or direct suppliers 
 being known as the first tier, and the second and subsequent tiers each being 
a stage further removed from the major manufacturer. Figure 8.4 illustrates the 
principle. The top tier is the final manufacturer (the original equipment maker, 
or OEM), the first tier suppliers provide assemblies or systems, and the second 
tier suppliers typically provide components.

For many years now, companies have sought to reduce the number 
of  suppliers with whom they deal. ‘Reducing the vendor base’ was the 
 jargon that accompanied this movement, and for many organisations 
this  process consisted of simply identifying the better suppliers, trying to 
place more  business with them, and discarding the rest. Most high-volume 
 manufacturing concerns can quote impressive statistics showing how during 
the 1980s they reduced their number of suppliers from thousands down to a 
couple of hundred or so.

Standardisation and variety reduction are linked to the idea of vendor base 
reduction; a narrower range of products bought is likely, obviously, to lead to 
dealings with fewer suppliers, as well as other economies. As an example of this 
policy in action, Volkswagen targeted the avoidance of replication. Previously 
the group used 26 different cigarette lighters in the various vehicles; they now 
use five. Formerly 53 different exterior mirrors were specified; now there are 
seven.

Figure 8.4 
The principle of  
tiering suppliers
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It is perhaps misleading to call the first tier companies merely suppliers. 
 Supply is what they do, of course, but as key vendors they work very closely 
indeed with the OEM, collaborating in a great variety of ways, and  becoming 
risk- and benefit-sharing partners in the OEM’s business. Nor are they  simply 
contractors (though this might be a more appropriate description than 
 suppliers). There is a degree of mutual commitment and dependency which 
places them in the position of stakeholders in the OEM’s business, with the 
investment being commitment, development activity and, perhaps, dedicated 
assets, rather than financial. The dependency is, of course, two-way, with the 
OEM heavily reliant upon the services of the first tier suppliers.

Tiering is, however, a much more complex process than simply reducing 
the number of direct suppliers. It involves the identification of the supplier, 
or groups of suppliers, that can supply the OEM with systems such as braking, 
 electrical, trim, etc., and empowering the key supplier to orchestrate the  second 
tier suppliers to play their part in harmony. To some extent the second tier 
 suppliers may be encouraged to do the same thing with their suppliers.

So, tiering is not just (or even) about reducing the vendor base. In fact, it 
might be found that with the design and adoption of a structured, tiered  supply 
framework, the number of suppliers to an actual OEM may increase, though of 
course the vast majority of suppliers will have no direct contact with the OEM. 
The direct vendor base can be reduced to very small numbers of  contractors 
 indeed. At the time of writing, a leading Japanese automotive company is 
 envisaging a situation where, for a particular model of car, there will be fewer 
than ten suppliers directly involved.

Figure 8.5 summarises the shift in the structure of supply in the automotive 
and similar industries.

Figure 8.5 
The shift in  
pattern of supply 
in high volume 
manufacturing
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Summary
 1  Those responsible for sourcing must have good knowledge of the market in 

which they are involved. Supply market research, undertaken either formally or 
informally, is essential. It also imparts awareness of substitute product markets.

 2  Actual sources can be evaluated using vendor rating systems based on historical 
information. Potential sources have to be ‘judged’. Questions regarding  financial 
stability, management structure and order book commitments are among the 
criteria to be included in a site survey.

 3  Just-in-time manufacturers rely on suppliers that can respond immediately to a 
demand from the buying company. They normally have to be located close to 
the manufacturer to enable prompt delivery.

 4  The chapter outlines the pros and cons of monopoly supply, also the 
 sub-optimisation problem common to both reciprocity and intra-company 
 purchase agreements.

 5  The Bensaou model of managing relationships is outlined, detailing  appropriate 
tactics.

Figure 8.5 
(continued)
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 6  Tiering organises the precedent given to suppliers. Direct suppliers are first tier, 
providing assemblies/systems. They are very closely linked, sharing the risk and 
benefits, and are, in effect, shareholders in the original equipment maker. First 
tier suppliers are empowered to direct the second tier suppliers, focusing them 
on the OEM’s objectives.
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9
Price and total cost 
of ownership (TCO)

Introduction
This chapter is concerned with examining how prices and costs are determined both 
short term and long term. As you will appreciate from previous chapters, any buying 
decision is affected by many factors, for example quality, delivery, responsiveness.

In other words, a total cost of ownership approach (TCO) rather than a pure 
focus on price alone.

We will look at various factors affecting the pricing and costing decision. 
Techniques such as cost analysis, price adjustment clauses and learning curves 
will be evaluated. Finally we will look more carefully at moves to reduce costs in 
the supply chain and the concept of strategic acquisition costs.

Objectives of this chapter
■	 To examine the factors influencing pricing decisions
■	 To compare ‘price analysis’ with ‘cost analysis’
■	 To analyse the ways in which major contracts might be priced
■	 To explain contract price adjustment clauses
■	 To explain the use of incentive clauses in relation to price and cost
■	 To explain the effect of the ‘learning curve’ on the cost of production

Factors affecting pricing decisions
Four factors enter into most pricing decisions:

1 Competition and other market considerations – price mechanism.
2 Value as perceived by customers.
3 Cost of production.
4 Strategic considerations.

These factors tend to pull in different directions, as shown in Figure 9.1, and 
any one may be the key factor in the price decision.
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Figure 9.1  
Factors affecting 
price decisions

Figure 9.2  
Price mechanism

■	Supply and demand
Pricing in nearly all types of business is affected by what economists call the 
price mechanism, which is the theory of supply and demand. There is the notion 
of an equilibrium price, which proposes that at the equilibrium or market price 
exactly the same quantity is both demanded and supplied (Figure 9.2). In most 
free market economies the process of an equilibrium price helps to decide what 
is produced and what is not produced.

■	Competition and other market considerations
Organisations sell their products or services in a wide variety of market 
 conditions ranging from perfect competition to monopoly. The characteristics 
of each type of market are shown in Table 9.1.
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As you can see from Table 9.1, the extent of competition can range from 
one supplier in the case of monopoly to many suppliers in the case of perfect 
 competition. In the case of monopsony, while there could be many suppliers of 
certain products or services, there may be only one buyer, e.g. National Health 
Service and drugs.

Conventional procurement thinking held the belief that monopoly was 
bad and competition good. Government legislation adopted a similar line and 
 attempted through various Acts of Parliament, e.g. Monopolies and Restrictive 
Practices Acts of 1948, 1956 and 1964, Fair Trading Act of 1973 and  Competition 
Act of 1980, to reduce the power of monopolies and restrictive practices. 
 Counter-arguments, however, maintained that economies of scale more than 
compensated for problems associated with monopolies. More recently, the 
 European Union has increased its profile in this area.

It is generally believed today that the so-called economies of scale are not as great 
as was originally claimed and that responsiveness to changing demands of the 
customer makes it difficult for larger organisations to be as efficient as they could 
be. Today, many buyers believe that unnecessary costs can be driven out of the 
price if buyers and suppliers can work closely together in a partnership. Working  
together, they can drive out unnecessary costs throughout the supply chain, both 
upstream and downstream (see Figure 9.3). This is achieved by such means as:

■	 reducing the number of suppliers in the supply chain;
■	 joint development of new products;
■	 having responsive suppliers;
■	 use of integrated databases;
■	 assisting key suppliers.

Major influential buying organisations have in recent years been more 
 concerned with selecting suppliers committed to policies of continuous 
 improvement and driving out unnecessary costs than the initial price of a 
 product or service. They believe that with the right supplier partnership and 
by working closely together over a period of time, prices can be reduced by 
 eliminating unnecessary costs and inefficient practices. Thus, while the price 
mechanism and market conditions may determine prices overall, if both buyer 
and supplier work closely together they can become more efficient, drive out 
unnecessary costs and either reduce prices or increase profits.

Competition Conditions

Monopoly One supplier

Duopoly Two suppliers

Monopolistic competition Many suppliers  
Differentiated product

Perfect competition Many suppliers  
Same product

Monopsony One buyer  
Many suppliers

Table 9.1  
Competition 
conditions
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■	Product life cycle and pricing
The product life cycle is shown in Figure 9.4 (see also Chapter 2). All  products 
tend to go through a five-phase cycle of development: introduction, growth, 
development, saturation and eventually decline. Pricing policy can vary 
 dramatically depending on where in the product life cycle a product has reached.

In the early stages of the life cycle, prices are often provisional and might 
be changed. Sales organisations may pursue policies of skimming in the early 
stages of the life cycle, meaning that because their capacity is limited, supplies 
are  relatively scarce, so they can charge high prices for the limited output. As 
the capacity increases and other suppliers offer similar products, so they move 
 towards much lower penetration pricing to increase market share. Buyers will 
thus notice big differences in price over the life cycles of products.

■	Price and the cost of production
Cost-based pricing is widely used. Buyers may be able to insist that prices 
are justified by cost evidence when goods are produced specifically to their 
requirements.

Cost-plus contracts are sometimes used when the work is difficult to cost in 
advance, for instance when research and development work is involved. The 
 final contract price payable under these contracts is the actual cost incurred 
plus a fee, which may be an agreed percentage of cost, or an agreed amount, or a 
target fee with incentives as discussed later in this chapter.

Mark-up pricing, widely used in the retail trade, marks up the cost of 
 purchase by adding a percentage to arrive at the selling price. The  percentage 
mark-up varies, fast-moving goods such as greengrocery typically having a 
low margin and slow-moving goods such as jewellery or furniture having a 
high margin.

Figure 9.3 
Suppliers and 
buyers working 
together to drive out 
unnecessary costs
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Target pricing is also used. If, for instance, a firm sets itself a target of 
 earning 20 per cent on the £30m capital employed in the business, and if 
total annual costs are expected to amount to £60m, then the percentage 
added to the cost of production to arrive at the selling price would be 
determined as follows:

     
capital employed * target rate of return

annual costs

 =
30 m * 20%

60 m
 = 10%

This is not as simple as it looks, because cost of production varies with the 
quantity produced, which in turn depends on sales, which are affected by the 
price charged. An example of the costs associated with a manufactured item and 
its eventual price is given in Figure 9.5.

Costing cannot be an exact science, as any buyer who negotiates cost-based 
prices, perhaps with a cost analyst sitting in with them, becomes aware. Apart 
from variable costs, which vary directly and proportionately with the quantity  

Figure 9.4 
Product life cycle
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produced, the cost of production must include a contribution to overheads 
and profit. Sales revenue must, in the long term, cover the full cost of staying 
in  business, including profit, if the seller is to survive – even though in the 
short term a firm that is short of work may accept prices that do not make a 
full  contribution to overheads and profit in order to keep people and plant 
busy. There are other reasons why particular products may be sold at a loss – for 
 instance, to clear stocks, to price out competitors, to gain a toehold in a new 
market – but, in general, prices must cover overheads and profit.

Overheads are the fixed costs that a firm incurs to stay in business and which 
are fixed in the sense that they do not vary directly with output (e.g. rent, rates, 
salaries of senior executives). (In the long run all costs are variable; just as in 
the very short run all costs are fixed.) One problem is how to allocate overheads 
when the quantity to be produced is not known accurately.

For instance, if a single-product factory expects to sell 100,000 products 
next year, with fixed costs of £200,000, the appropriate amount to include in 
product cost for overhead contribution is £2. But if sales are 20 per cent below 
target, fixed costs will be under-recovered by £40,000, and if sales are 20 per 
cent above target, there will be a windfall profit of £40,000. Such calculations 
may be charted on break-even diagrams similar to Figure 9.6. Within limits 
this may average out, but if a major customer takes most of the output at a 
price closely based on cost, it is right that the risk should be shared. At the 
end of the year the buyer can check the seller’s costs for labour, material and 
overheads and adjust the price in line with the actual level of sales. Thus, in  
the last example, if sales total 80,000 rather than the 100,000 expected,  
overhead contribution needs to be £2.50 rather than £2, and if sales were as 
high as 120,000, the overhead per product would fall to £1.67.

Another problem occurs when fixed costs have to be allocated to products 
with different cost structures. Product X and product Y, for instance, both sell at 
a unit price of £100 each. But fixed costs account for 90 per cent of product cost 
for X and only 10 per cent for Y. Changes in selling price, and in quantity sold, 
will not affect profitability in the same way.

A 10 per cent price increase for product X would increase its contribution 
to overhead and profit by £10, an 11 per cent improvement, but a 10 per cent  
increase for product Y would double the contribution, from £10 to £20, a  
100 per cent improvement. The profitability of product Y is thus much more 
sensitive to price changes than that of product X.

At the original price of £100, each product brings in a revenue of £10,000 a 
year if sales are 100 a year. A 10 per cent increase in sales volume would in each  

Figure 9.5  
Costs associated 
with a manufactured 
item
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case improve revenue to £11,000 a year. In the case of product X the  contribution 
to overhead and profit would increase from £9000 to £9900, and in the case of 
product Y the increase would be only one-ninth of this, from £1000 to £1100. 
The profitability of product X is thus much more sensitive to volume changes 
than that of product Y.

Capital-intensive businesses, such as train operators, hotels and airlines, 
can add appreciably to their profits by heavy discounting once sales at  normal 
prices have reached the break-even point. Any sale at a price that is above  direct 
cost will make some contribution to profit once fixed costs have been  covered. 
This is why railways offer special fares for off-peak travel, and hotel  operators 
offer bargain breaks or cheap rates for weekend stays. Capital-intensive 
 manufacturers such as chemical producers are able to dump products abroad at 
prices that are not only below domestic prices but are actually below average 

Figure 9.6 
Break-even chart
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cost of production, and still make a profit on such transactions if domestic sales 
have taken them above the break-even point.

■	Price and perceived value
Another factor in pricing decisions is how customers value the offering. A 
supplier’s market offering may include, in addition to the product itself, such 
things as reliability, durability, good service and prompt delivery. Perceived 
value pricing is based on the customer’s perception of relative value rather 
than on cost.

Different customers have different orders of priority and some are willing 
to pay more than others for a given product. This fact is exploited in the use 
of skimming prices for new products. A high price is set initially to recover 
 development costs and reap the greatest benefit before competition appears. 
 After skimming the cream off the market, as it were, price is lowered in stages to 
reach wider and wider market sectors.

Quite a different pricing policy sets a low price from the outset to achieve 
 maximum market penetration. This leads to low cost of production through 
economies of scale and establishes a dominant market position which 
 competitors will find difficult to attack.

These are not the only alternatives in pricing a new product. Industrial 
 suppliers often prefer to set a price that can be held for a considerable period 
and will yield the required profit over that period as a whole, partly because this 
is what most of their customers also prefer.

Another aspect of perceived value is the extent to which changes in price 
 affect the quantity sold. Economists use the term ‘price elasticity of demand’ 
for a ratio that measures this sensitivity to price change. Price elasticity can be 
 defined as the ratio of percentage change in quantity sold to percentage change 
in price. An alternative formula is:

Price elasticity =
∆Q
∆P

*
P
Q

where  ΔQ = change in quantity sold
ΔP = change in price
Q = quantity sold before price change
P = price before the change

Thus, if a certain item sells 1000 a month at the price of £100 each, and 
a 2 per cent increase to £102 results in a 5 per cent drop in sales to 950 a 
month, the price elasticity would be 5 per cent divided by 2 per cent, i.e. 2.5. 
 Alternatively, using the second formula given above, we would obtain the 
same result:

Price elasticity =
50
2

*
100

1000
= 2.5
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In this example, the demand would be regarded as elastic. If a 2 per cent price 
change resulted in a less than 2 per cent change in quantity sold, demand would 
be regarded as inelastic.

Sales of many consumer goods are sensitive to price changes, although there 
are some (e.g. salt, cigarettes and petrol) for which substantial increases in price 
do not greatly affect the quantity sold. Demand for industrial goods tends to 
be inelastic. The quantity sold is, within wide limits, not sensitive to the price 
charged, except when some close substitute exists to which customers can 
switch easily.

The main reason for this is that the demand for industrial goods is largely a 
 derived demand. The demand for support or maintenance, repair and operational 
(MRO) items such as milling cutters and lubricants is derived from the demand 
for the finished products in the manufacture of which they are used. Quantities 
sold vary with the general level of activity in the manufacturing industries that  
use these items, and with sales of the particular products of individual 
 manufacturers using them, but do not vary significantly with changes in the 
prices of the items. The demand for components and materials used in the 
 manufacture of products is derived from the demand for those products. At 
least in the short term, the manufacturer cannot reduce the quantity purchased 
in response to a price increase if they are to meet sales commitment or planned 
production.

How buyers obtain prices
Several methods are widely used for communicating price, for example:

■	 A price list is made available.
■	 Prices are quoted on request, based on an internal price list not available to 

customers.
■	 Individual quotations based on specially prepared estimates are made on 

request.
■	 Potential suppliers submit sealed bids or tenders.
■	 By negotiation.
■	 Purchases are made at auction, or by reverse auction.

For commodities and other materials where there is an open market price, 
the prevailing price can be obtained by reference to the market, and some prices 
are published in the national press. The Chartered Institute of Purchasing and 
 Supply publishes price and cost indicators in the journal Supply  Management, 
and various professional journals publish statistics relevant to their own 
 commercial or industrial sector.

For non-standard goods, such as those made to the buyer’s specification or 
designed by the supplier for a special purpose stated by the buyer, there can be 
no standard price list. Indeed, final prices in the methods mentioned above may 
be subject to a degree of negotiation.
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Discounts
The criteria for supplier discounts are many and any attempt to identify and 
describe all of them would be bound to fail. Nevertheless, it might be useful to 
point out the main categories of discount, and some of the types in each  category. 
Figure 9.7 provides an ‘at a glance’ summary, and may well be self- explanatory for 
many readers. It indicates the following four categories.

Mini case study – Eutilia
In May 2002, Eutilia, a Dutch-based global marketplace for the utility sector, announced 
that it had successfully managed one of the largest online auctions in Europe for the  utility 
industry. An electronic auction with a total retail value of over €23 million was held, 
 resulting in the award of contracts to General Motors (Vauxhall) and DaimlerChrysler. 
The contracts were for cars, light commercial vehicles and trucks for two British utility 
companies – Scottish Power and United Utilities.

Heads of procurement for both client organisations identified many benefits from the 
exercise, including fair bidding, significant price savings and reduced procurement costs.

Figure 9.7 
Main categories of 
supplier discounts

Price lists are available for many standard articles such as small office items, 
lamps and industrial fasteners. They are commonly used for goods sold through 
wholesalers and through industrial distributors. List prices are often subject to 
discounts.

Auctions
The advent of the Internet has made it practicable for buyers to post invitations 
to bid for supplies electronically. The idea is usually implemented by means of 
a reverse auction, through which suppliers meeting any criteria laid down by 
the buyer submit electronically their priced offers to do work or supply goods or 
services to the buyer’s organisation.

Online bidding, as this approach has become known, is now employed for all 
kinds of contracts, including those of extremely high value.
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■	Prompt payment
Many suppliers are prepared to offer a discount if the customer does not keep 
them waiting for their money. These discounts may be for cash or cheque with 
order, or for payment within a certain specified period of time.

It is the practice of some customers to insist on a discount for prompt  payment, 
even where no discount has been offered by the supplier. In large-scale retailing 
concerns this approach is widespread. It is, of course, arguable that a supplier 
who expects to be pressured in this way will price products or services in such a 
way that they recover the sum they require after discount.

It is possibly unnecessary to point out that the buying organisation is only 
in a position to insist upon the supplier delivering on time and meeting the 
 agreement to the letter when payment is made exactly as agreed. While not 
advocating delay in meeting obligations to the supplier, care should be taken 
that any discount for early payment is worth taking. In many cases the benefit is 
marginal, if it exists at all, and is obviously likely to be close to the cost of money 
in the marketplace, as evidenced by interest rates.

■	Quantity
Many suppliers use discounts as incentives to attract the customer to buy more 
of the product. Discounts of this kind may be very attractive and should always 
be considered carefully, as they may reflect more than simple economies of 
scale. For example, it is possible that the supplier can make additional products 
at a ‘marginal’ cost, having recovered the overheads on the initial quantity.

Of course, taking more material than is needed in the short term is risky, and 
can result in waste. In addition, there will be costs associated with the financing 
and storage of the temporary excess. As with all discounts, a balanced view is 
necessary.

Discounts are typically ‘quantity breaks’, where a lower price becomes 
 available if more than a given amount of material is ordered. Order value may 
replace quantity as the threshold, and in some cases order values or quantities 
may be added together over a given time period to lead to a cumulative discount.

■	Status
Discounts may be offered according to the status of the buying organisation. 
For example, if the supplies are being acquired by an organisation acting as a 
stockist, agent or other intermediary, it is likely that the producer will adjust the 
price by means of a discount. This reflects the fact that the buyer is assisting the 
producer in the distribution of the product.

If the material is acquired for embodiment in the customer’s product, it may 
be seen as appropriate by the vendor to allow a discount, again  recognising 
that the buyer is, in a sense, a distributor. A buyer of, say, ball bearings for 
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incorporation in a machine tool as manufacturer is likely to receive a discount 
not available to another customer buying the parts for maintenance purposes.

Preferred customer status is another reason why discounts are sometimes 
offered. Entitlement to this status may arise from such factors as reciprocal 
 arrangements, length of standing as a customer, membership of the same group 
of companies or a wish on the part of the supplier to expand sales in a particular 
market sector.

■	Special discounts
Many discounts fall within this category. It is frequently the case that seasonal 
discounts may be offered. Heating oil or lighting appliances may be available at 
a discount in the summer, the maintenance of air conditioning installations is 
more easily accommodated by the service provider in the winter, and discounts 
may be offered to attract this work.

Promotional discounts and special offers, familiar to all of us in the 
 consumer goods market, are employed for much the same reasons where sales to 
 organisations are concerned. A desire to increase brand or product  awareness, or 
to increase market share, may result in attractive short-term discounts  becoming 
available.

As a final example, ‘run-out’ discounts are widely offered. At the time of 
 writing the Vauxhall motor company has recently replaced the Astra range. 
Dealers, with the support of the manufacturer, are clearing stocks of the old 
Astra model by offering buyers very substantial discounts on the published list 
price. Obviously, this is very much a special discount, made available only by 
exceptional and temporary circumstances.

Case Study – Hewlett-Packard (HP)
Hewlett-Packard (HP) is in an unusual position.

The function is hugely advanced – arguably one of the most advanced 
 anywhere, and as a consequence suffers none of the recruitment and retention 
problems that beset many organisations.

Procurement influences about $65 billion ($32.3 billion) spend a year, 
 including materials, services, indirect and direct purchasing and logistics. It 
has close to 3000 procurement staff.

Direct procurement reports to the supply chain function and operates a 
hybrid structure with an even split between centralised and decentralised 
purchasing.

However, while being a giant has its benefits, it is also at the root of its 
 challenges. It has only about 700 suppliers – 50 of which take 90 per cent of its 
 business – and success depends on strong relationships with vendors.
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Buy/Sell
Since HP outsources much of its production, its suppliers are frequently  using 
material on its behalf. However, the company is not always comfortable 
 handing over control for the sourcing of these components. HP say that this 
would introduce elements of risk they’re not prepared to take.

HP developed ‘buy/sell’. They buy these items themselves and sell to the 
contract manufacturer (at a different price). It may sound complex but the 
 material flow goes straight from the supplier to contract manufacturer. The 
buy/sell transaction is purely financial; in a fraction of a second they buy at 
one price and sell at another.

While HP makes no profit on the mark-up, since the contract manufacturer 
sells the finished item back at a price that takes into account what HP charged for 
the components, it does succeed in ‘masking’ HP’s outlay for the original parts.

It regularly pays 5–10 per cent less for components, which has resulted in 
massive savings for the company.

Affordability model
Another home-grown approach to procurement classed as best practice is a 
form of demand management dubbed ABC+, or absolute best cost plus.

This takes the typical approach to procurement and turns it on its head. 
The usual affordability model is a top-down approach where the street price 
(what customers will pay) is the starting point. After that, you calculate the 
margin you want to make and the budget you have for material, labour and 
output.

ABC+, however, is a bottom-up approach where HP begins by finding the 
 absolute lowest cost for a component or function. They look at the world 
 market and find the cheapest way to produce it . . . they look at it and may not 
like it, it may not be the best quality, they may not like the colour, or perhaps 
it’s not a good supply base but it is the best cost they can find.

‘From that point they ask themselves what do they need to add to that 
very cheap component to get to what they need? What features do they need 
to add, a bit more quality perhaps or colour or another performance  feature? 
What’s the minimal cost they can add to what they need? At the end of 
the day they get a component that’s ABC+ and then add a margin for their  
output cost.’

They challenge everything they add to that best cost, and take out all the 
unnecessary over-design that does not add value for the end customer

Financial engineering
Risk is another area where HP purchasing applies a distinct process.

At HP, instead of predicting one number for demand, availability and prices 
respectively, it comes up with a range for each.
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Price analysis and cost analysis
In the consideration of quotations, some form of price analysis is always used; 
sometimes a more specialised technique, cost analysis, is brought into play, for 
instance to support negotiations about cost-based pricing.

Price analysis attempts, without delving into cost details, to determine if 
the price offered is appropriate. It may be compared with other price offers, 
with prices previously paid, with the going rate if applicable, and with the 
prices charged for alternatives that could substitute for what is offered. Expert 
 buyers deal with prices daily, and like their opposite numbers on the other side 
of the counter they acquire a ready knowledge of what is appropriate. When 
 considering something like a building contract, which does not come up daily, 
they refer to prices recently quoted for comparable buildings.

When several quotations are received, some will usually be above the average 
and some below it. Any prices well below the norm should be examined with care.

If a supplier is short of work, a price may be quoted that covers direct labour 
and materials cost without making the normal contribution to overheads and 
profit. Accepting such an offer can be beneficial both to supplier and buyer, 
but it may be prudent to ask why the supplier is short of work. It can happen to  
anyone, of course, but in this instance have customers been voting with their 
feet because the supplier’s work is not satisfactory?

Low prices may be the result of a totally different situation: a seller may have 
enough work on hand to cover overheads (i.e. expected sales revenue already 
exceeds break-even point) and is consequently able to make a profit on any price 
that is above direct cost. Such offers are not necessarily repeatable; next time 
around, the price quoted may be higher to cover full costs.

‘The approach they take is to look at the uncertainty by creating scenarios 
for demand, material cost forecast and availability. They look at all the areas 
of risk and instead of drawing one line on a chart they come up with three 
 scenarios – low, base and high. This way, they frame the uncertainty within a 
range of possibilities so there’s an 80 per cent chance that they will be correct.’

Negotiations
So, for example, when buying a particular part and applying the low customer- 
demand forecast scenario, HP gauges there is a 90 per cent chance it will need 
at least X number of them. In that instance it can make a commitment to buy 
at least that much from suppliers using a fixed quantity contract.

Suppliers like commitments, so they say: ‘If we commit can we get 
 something in return? A discount or better payment terms?’
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Low prices may also be quoted as a special introductory offer to get 
new  customers to give a fair trial to new suppliers. This may be regarded as 
 compensation to the buying organisation for the risk incurred in switching to 
an untried source.

Building long-term working relationships with proven suppliers matters 
more than a one-off cheap price, but this does not exclude all special offers. 
Management may be pleased with an immediate cost reduction, but may also 
expect the buyer to do even better next year; this can be overcome if it is made 
clear that special offers cannot be made the basis for standard prices.

Low prices can also be quoted because of a mistake or incompetence. 
 Suppliers should be allowed to correct their mistake or withdraw their offer if 
their bid is well outside the normal range of variation (e.g. 25 per cent below 
the average quoted price). Insistence on a contract at the quoted price can 
lead to bankrupt suppliers and unfinished contracts, and thus eventually to 
high costs.

High prices may be quoted as a polite alternative to refusing to make any  offer 
by sellers with full order books. Buyers should not write off such  suppliers as 
too expensive, since next time around they could well submit the lowest bid 
if conditions have changed. High prices may also be quoted because a better 
 specification, more service, or more prompt delivery, etc., is offered. Obviously 
such offers should be considered with care. The best buy, not the cheapest price, 
is the buyer’s objective.

Cost analysis examines prices in quite a different way from price analysis: it 
looks at one aspect only, how quoted price relates to cost of production. When 
large sums are involved and a considerable amount of cost analysis needs to 
be done, full-time estimating staff or cost analysts may be employed by the 
 procurement department to do it. These people are as well qualified to estimate 
price as their opposite numbers in suppliers’ sales departments are to estimate a  
selling price; they have the same qualifications, engineering experience and 
costing knowledge plus specialist knowledge of sheet metal processing, light 
fabrication, electronics or whatever is relevant.

Usually suppliers are asked to include detailed cost breakdowns with their 
price quotations. Some are reluctant to comply, but if one supplier does, others 
find it hard not to follow suit. Differences between a supplier’s cost breakdown 
and the buyer’s cost analysis can then be examined one by one to arrive at a 
 mutually agreed figure. Cost analysis is also used by procurement management 
to set negotiating targets for their buyers.

Cost analysis is a useful technique for keeping prices realistic in the absence 
of effective competition. It concentrates attention on what costs ought to be 
 incurred before the work is done, instead of looking at what costs were actually 
incurred after the work is completed. This seems more likely to keep costs down, 
as well as less expensive to operate, than the alternative of wading through a 
supplier’s accounting records after contract completion, probably employing 
professional auditors to do it.
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A summary of the price and cost investigation tools is given in Figure 9.8. 
It starts with the bid analysis where prices and other variables are compared. 
 Further cost reduction exercises could then be concluded, depending on the 
likely areas for cost reduction.

■	Total acquisition cost and total cost of ownership
Today, increasing concern is being directed at long-term or total acquisition cost 
(TAC) and total cost of ownership (TCO). This approach to costing is  concerned 
with what the price of a product or service could be in the long term if buyer and 
supplier worked closely together and drove out unnecessary costs in the supply 
chain.

Here are two definitions:

Total cost of ownership (TCO) is an assessment of all costs, both direct and indirect, 
 involved with an item over its whole useful life. Most frequently, TCO is used at the 
beginning of the purchase process to evaluate which is the most cost-effective choice. 
When TCO is calculated at the time the choice is being made, many of the costs included 
will be estimates.

The costs of owning, operating, and maintaining a system. TCO includes the up-front 
costs of equipment plus installation, training, support, upgrading, and repairs.

When evaluating price the question may be asked, have we captured all the 
costs? For example, have we allowed for lead time or capacity problems with 
the supplier, what about extra resources and support we may have to devote to 
 suppliers if problems arise and so on. What could look like a good price from a 
supplier could suddenly escalate if problems occur.

●	 Previous history of price increases.
●	 Competition prices – tenders/quotations – bid analysis.
●	 Product cost breakdown, i.e.

Labour %
Materials %  

Check increases against indices
Overhead %
Profit %

●	 Break-even analysis – the more business you take, the stronger your negotiating 
position.

●	 Learning curve – when labour costs are high.
●	 Value analysis – are costs necessary?
●	 Standardisation – reduce range.
●	 Buyer/supplier business – what percentage of business do you give?
●	 Payment terms – could these be improved?
●	 Negotiations – used in conjunction with above.

Figure 9.8  
Price and cost 
investigation tools t
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Acquisition costs can be defined as all the costs involved in bringing a 
 supplier’s product to the buyer’s organisation. It is made up not just of price 
and freight cost but any other costs in completing this activity properly, e.g. 
any quality or delivery problems need to be costed in. More procurement 
 organisations than ever are now attempting to measure these costs, which are 
often considerably more than the price.

An example of a model by IBM for attempting to calculate true acquisition 
cost is given in Figure 9.9. Quotes from various suppliers are entered into a 
 computer software package and estimates of other costs given. From this, a more 
accurate assessment of the price can be made.

■	The importance of TCO
The concept of total cost of ownership (or total acquisition cost) matters 
 because it provides a structured way of choosing between alternative  acquisition 
 methods for both revenue and capital goods. The company may have to live 
with the choice that is made for many years: for example, in implementing a 
computer system.

Therefore, the pattern of ownership costs over a long period into the future 
must be fully understood at the evaluation stage. Low initial installation costs 
may be followed by high maintenance or upgrading costs over the life of the 
project.

Figure 9.9  
IBM procurement – 
acquisition cost
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So it is simply inaccurate and inappropriate to compare two capital items that 
do the same job purely on the basis of initial cost of installation. Where there 
is an insistence on selecting the lowest initial cost, it may be found that, in the 
long run, this is not the most cost-effective solution in terms of total cost of 
ownership and operation.

Because there are many cost elements related to the acquisition decision, it is 
necessary to bring these together to make valid comparisons.

The logic is as follows:

In order to assess costs more accurately, detailed understanding of how resources are 
used in different activities is required. This is the basis of activity-based costing.

Once costs, for example administration costs for different grades of personnel, can be 
accurately established, they can be assigned to different activities within a function. 
An example would be that the cost of processing purchase orders would vary with the 
type of purchase activity.

Knowledge of the acquisition and ownership costs will be widespread 
throughout the organisation. End users of capital equipment will know the 
 design and installation costs of new capital equipment. Inventory analysts 
and material planners will understand the spares requirements and holding 
costs specified for new plant etc. Supply chain personnel will understand the 
 requirement for short and consistent replenishment lead times across all types 
of inventory.

To gain a complete picture of the TCO requires a cross-functional team 
 effort. Here is a list of the costs associated with quantifying acquisition and 
ownership costs for revenue and capital items.

■	 Costs of packaging/crating.
■	 Transportation and handling at the seller’s port.
■	 Export taxes and fees assessed by the government of origin.
■	 Inspection certificates.
■	 Sea transport costs.
■	 Marine insurance costs.
■	 Port of entry handling costs.
■	 Customs brokerage fees and duties.
■	 Inland transportation costs.
■	 Bank and other financial charges.

Additional costs  
where products  
are imported

■	 Finding and evaluating supply sources to provide an informed basis for 
choosing, or rejecting, suppliers.

■	 Costs of purchasing and related activity, including manpower costs, IT 
 systems and facilities. Changes to purchasing processes will change the 
 resource levels and skills requirements.

■	 Obsolescence costs, including dismantling and disposal.
■	 Providing IT systems.
■	 Providing decision-making tools and manpower.

General costs 
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■	 Costs associated with currency fluctuations.
■	 Communication costs.
■	 Additional inventory levels to cover long, and variable, lead times.
■	 Additional administrative and legal costs.
■	 Translation costs, if required.
■	 Travel expenses.

■	 Unit cost.
■	 Product conformance and consistency – inconsistent quality causes 

downtime.
■	 Supply reliability – consistent lead times permit lower inventory stock 

levels.
■	 Inventory levels – holding costs are typically 15 to 25 per cent of inventory 

value.
■	 Shelf life – short shelf life increases the risk of obsolescence.
■	 Order quantities – small order quantities keep inventory low. Small order 

quantities are more likely where the supplier base is small, so that frequent 
deliveries by the supplier are possible.

Acquisition and 
ownership costs 
of inventory  
(revenue) items

 By definition these will remain in use in the business for more than one 
year. The cost of acquisition over time will be influenced by many factors, 
including:

■	 The cost of market research using technical journals, exhibitions, 
 independent consultancy.

■	 The cost of equipment evaluation using on-site demonstrations, loans of 
equipment, analysis of end-user preferences.

■	 Design and specification.
■	 Consultancy and technical costs.
■	 Seeking and comparing tenders.
■	 Making the selection, using a range of decision support models, such as life 

cycle costing and discounted cash flow.
■	 Installation.
■	 Maintenance and other operating costs – these will initially be indicated by 

the supplier, but will need to be reviewed on the basis of similar equipment 
already in use.

■	 Environmental costs, for example the disposal of waste.
■	 Replacement frequency – low-cost equipment may need replacing more 

 frequently than high-cost equipment; over, say, a 12-year cycle, the required 
replacements could be 2, 3, 4 or 6, requiring a comparison of alternatives, 
 different suppliers and replacement cycles.

■	 Operating costs, including labour, materials and utilities – a lower capital cost 
may be offset by higher operating costs.

■	 Frequency and duration of downtime – more frequent downtime will mean 
more loss of output, and larger investment in spares.

■	 Risk of obsolescence.

Acquisition costs 
of capital items
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■	 Asset depreciation rates – a higher initial price may be offset by a reasonable 
expectation of a higher disposal (residual) value; this is often a consideration 
with vehicles.

■	 Decommissioning, dismantling and disposal costs – dismantling and 
 investment recovery opportunities may be greater when the initial  equipment 
was of a high standard, including robust components, and designed for easy 
dismantling.

How do you compare the total acquisition costs (which you could call  ‘whole-
life total operating cost’) of a piece of oilfield equipment where two, or more, 
suppliers have tendered for the business.?

The TCO of the equipment would include:

■	 Unit cost.
■	 Payment terms.
■	 Annual maintenance contract terms.
■	 Call-out payment terms.
■	 Spares requirements specified by the supplier.
■	 Spares costs.
■	 Spares replenishment lead times – long lead times require more inventory.
■	 Length and conditions of warranty.
■	 Training requirements and costs.
■	 Operating costs for fuel and consumables.
■	 Expected levels of plant availability.
■	 The disposal options available.
■	 The costs of disposal.
■	 The expected operating life of the equipment – a higher-priced unit may have 

a significantly longer life than a lower-cost item.

The projected cash flows for each proposal should be set out over the life of 
the asset. This provides transparency of the assumptions made in each of the 
proposals. All anticipated costs should be built into the model.

Some of the information required will relate to input from company 
 personnel such as those working in engineering, procurement and material 
planning.

This is the most difficult part of TCO implementation, as much of the 
 information must be assembled from many different and often unhelpful 
 departments (who may not cost the cost drivers themselves).

■	Activity-based costing and cost drivers
Table 9.2 shows a basic example of a purchasing section. Assume that this 
 section concentrates on purchasing MRO supplies. The establishment is defined 
and hourly rates calculated for each of the jobs within the section. The table 
shows an hourly rate for each grade, which is then used to calculate the costs of 
different activities. It shows the costs of performing a number of tasks, such as 
negotiating, expediting an order.
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Here are some suggestions about how TCO supports the organisation.
By supporting an overall focus on quality. Improved quality reduces costs for 

many reasons, including:

■	 reduced downtime;
■	 reduced inventory levels;
■	 reduced maintenance costs;
■	 lower inspection requirements;
■	 lower expediting costs;
■	 lower transaction processing costs.

By helping to improve purchasing processes. When a TCO analysis looks at 
the existing purchasing processes, it may show that the internal procedures are 
too complex. For example, too many people have to authorise purchase orders. 
This has a number of effects:

■	 Time and, therefore, money is wasted by procurement and other personnel.
■	 Cost is added, but value is not. There must be proper safeguards, but processes 

need review.
■	 Service to the end user is reduced through long lead times.
■	 Inventory levels are higher, causing increased holding costs.

TCO analysis reveals opportunities for reducing costs. Some of these will 
 require investment in IT systems, or re-training, for example, but the payback 
may be quick.

In summary, in order to locate and calculate the costs, it is essential to gain 
a complete picture of the TCO by means of a cross-functional team effort.

Pricing major contracts
How to price major contracts is itself a subject on which many books have been 
written. Such contracts may involve any of the main engineering disciplines: 
civil, mechanical, electrical or chemical plant engineering – and some large 
contracts involve all of them.

Table 9.2 Example of activity costs in a purchasing department

Activity
Negotiate a 

contract Expedite order
Place MRO  

order
Place call-off 

order

Hourly 
cost $ Hours Cost $ Hours Cost $ Hours Cost $ Hours Cost $

Manager 14.55 200 2910 0.00 0 0.50 7 0.25 4

Supervisor 10.92 40 437 1.00 11 1.00 11 0.50 5

Purchase Analysts  8.51 40 340 0.00 0 2.00 17 0.75 6

Expeditors  7.30 0 0 3.00 22 0.50 4 0.25 2

Clerical  6.09 20 122 1.00 6 1.00 6 0.50 3

Activity cost 3809 39 45 20
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Often large sums of money are at stake and long periods of time are  involved, 
so there is risk. Fixed price contracts are administratively convenient to the  buying 
organisation, but all the risk has to be taken by the seller. Cost  reimbursement 
 contracts are administratively convenient to the seller, but all the risk is taken by the 
buying organisation. Between these two extremes there is a whole range of varied 
contract types, including fixed price with escalation, target price with incentive, 
cost plus fixed fee, cost plus incentive fee, etc. (see Figure 9.10). Apart from the risk of 
cost increases for labour and materials, and the effect of government intervention 
and of changes in taxation and in the  financial cost of borrowing money, many 
contracts entail transactions between different countries, and changes in the rate of 
exchange between the currencies involved have to be taken into account.

With fixed price contracts the buying organisation knows exactly what 
has to be paid and can provide for it in budgets. The seller, however, arrives at 
the fixed price by forecasting costs as accurately as possible and then  adding 
a  contingency allowance to cover unpredictable cost increases. It would be 
 prudent for the seller to make this contingency allowance as large as  possible, 
which means that the buying organisation pays a lot for the  administrative 
 convenience of a fixed price. If the seller is keen to win the contract and 
faces competition, the contingency allowance could be cut to a minimum. It 
may be cut too much, so that sellers have to appeal for ex gratia baling out, or 
 alternatively cut  corners to avoid losing money on the contract. In times of 
 severe inflation, fixed price  contracts may not be to the advantage of the  buying 
organisation even if sellers are willing to sign them. When prices are stable and 
costs are reasonably  predictable, buying organisations will prefer fixed price 
contracts at least for contract  periods not exceeding two years.

Fixed price contracts should not be confused with lump sum contracts. In 
lump sum contracts a single all-in price is payable for the whole of the contract. 
It may be a fixed price or it could be subject to escalation. A fixed price contract 
would not be a lump sum contract if it fixed the prices for various classes of 
labour and material without finalising the amounts to be costed out at these 
schedules of rates in the final invoice.

Figure 9.10 
Buyer/seller risk in 
major contracts

M09_BAIL6016_11_SE_C09.indd   305 4/8/15   7:25 AM



Chapter 9 • Price and total cost of ownership (TCO)

306

In cost-plus contracts the seller is reimbursed for all costs legitimately incurred, 
plus either a fixed fee or a percentage fee for contribution to overhead expenses 
and profit. This type of contract is appropriate for research and development 
work, where total cost is usually impossible to predict. Close control is required.

When total cost can be estimated with enough accuracy to set a target cost, 
which is nevertheless capable of improvement and may also be subject to cost 
slippage, incentive contracts are often used. When the target cost is likely to be 
affected by changes in the cost of labour and materials, contract price  adjustment 
or escalation clauses, such as the British Electrical and Allied  Manufacturers  
Association (BEAMA) contract price adjustment system, are often used.

■	Incentive contracts
Incentive contracts are used when neither the supplier nor the customer 
can  estimate the cost of the work covered by the contract with sufficient 
 confidence to enable a fixed price to be agreed, but when a reasonable  forecast 
can  nevertheless be made of the actual costs of performing the work and a most 
likely (or target) cost can be agreed. A fee is also agreed for the profit that would 
be payable if the cost of the work comes out on target, together with a ratio in 
which any underruns or overruns from target cost will be shared between the 
supplier and the customer. The supplier has a positive incentive to keep costs 
down because by so doing they can increase profit or avoid contributing  towards 
an overrun on costs. The incentive thus provided motivates the  supplier to act 
in the customer’s best interests.

An example is given below of a typical incentive contract, together with 
 details of the outcome:

Example:
Target cost £500,000
Profit (at target) £40,000

Share ratio for over- and  
underruns, 75% customer  
25% supplier

Outcome (i.e. actual cost) £487,495
Fee for profit payable: Target profit £40,000.00
Supplier’s share of underrun
(500,000 – 487,495) × 25% £ 3,126.25

Total £43,126.25
Thus:

Expected Price (£) Actual Price (£)
Target cost 500,000 Cost 487,495.00
Target profit 40,000 = 8% Fee 40,000.00 = 8.85%

Share of u/run 3,126.25
Total 540.000 Total 530,621.25

Customer saved £9378,75 Supplier earned £3126.25 bonus
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■	Escalation and price adjustment
Inflation is a general and persistent tendency of prices to rise, which, because it 
is general, is equivalent to a fall in the value (or buying power) of the  currency 
affected. Britain suffered from several periods of severe inflation in the last 
 century, and although not severe in the UK at the time of writing, inflation 
still remains a serious problem in many parts of the world. Buyers dealing on 
world markets, and multinational corporations, have to cope with inflation  
somewhere within their field of operations.

How are contracts to be priced when costs are rising by amounts that cannot 
be predicted with any accuracy? An option convenient for the seller is to charge 
the price ruling at date of dispatch. Buyers reject this if they can; it gives them 
no contractual basis to challenge whatever price is eventually charged. Another 
option is to quote a fixed price which includes contingency allowances large 
enough to cover any cost increase that might conceivably occur. Fixed prices are 
convenient for the buyer, but this option cannot be to the buyer’s advantage 
despite its convenience.

There are two better options. In both, the quoted price is based on the 
costs that apply at the date of tender, but the contract terms allow the price to 
be  adjusted in line with cost increases that occur between date of tender and 
 completion date.

In the first option, the seller is entitled to make the adjustment to the 
 contract price considered to be justified by cost increases, and the buyer is 
 entitled to request independent evidence that the adjustment is correct. In 
the second, a formula is agreed for index-linking contract price: that is, for 
 adjusting it in line with changes in published indexes of cost which are  available 
both to buyer and seller. Contract clauses that define these arrangements 
are called contract price adjustment (CPA) clauses. They are also called 
escalation (or escalator) clauses. Some of them are very complicated. The 
Osborne formula for building works lists 48 basic work categories plus five 
special engineering installation categories, and cost variation in each of 
these is separately evaluated. On the other hand, the BEAMA formula is 
about as simple as a CPA formula can be without becoming unrealistic, and 
consequently has been very widely used in all sorts of industries. BEAMA 
first agreed this formula many years ago on the basis that 40 per cent of a 
contract price could be attributed to labour costs, and 45 per cent to material 
costs, and these could be adjusted by reference to published indexes for 
labour and material costs. The remaining 15 per cent of contract price was 
regarded as invariable, because the intention was not to increase profits but 
to compensate the seller for cost increases. Subsequent alterations to these 
weightings have been made. A version is shown in Figure 9.11.

The BEAMA CPA Advisory Service sends monthly to subscribers notifications 
of labour and material cost index figures used in the formula. These are also 
available from government statistical offices. How these figures are used to make 
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adjustments to the contract price may be seen in principle from the example in 
Figure 9.12.

Investment appraisal
When acquiring capital equipment the idea is that the investment made will 
pay back the cost over a period of time. If the investment is to be worthwhile, 
the total cost of acquisition and use should be negative. (See Chapter 14 on 
 capital goods for notes on investment appraisal and the time value of money.)

CONTRACT PRICE ADJUSTMENT CLAUSE  
AND FORMULAE FOR USE WITH  

HOME CONTRACTS

ELECTRICAL MACHINERY:  
(for which there is no other specific Formula)

If the cost to the Contractor of performing his obligations under the Contract shall be 
 increased or reduced by reason of any rise or fall in labour costs or in the cost of material 
or transport above or below such rates and costs ruling at the date of tender, or by reason 
of the making or amendment after the date of tender of any law or of any order, regulation, 
or by-law having the force of law in the United Kingdom that shall affect the Contractor 
in the performance of his obligations under the Contract, the amount of such increase 
or reduction shall be added to or deducted from the Contract Price as the case may be 
provided that no account shall be taken of any amount by which any cost incurred by 
the Contractor has been increased by the default or negligence of the Contractor. For the 
 purposes of this clause ‘the cost of material’ shall be construed as including any duty or 
tax by whomsoever payable which is payable under or by virtue of any Act of Parliament 
on the import, purchase, sale, appropriation, processing or use of such material.

The operation of this clause is without prejudice to the effect if any which the  imposition 
of Value Added Tax or any tax of a like nature may have upon the supply of goods or  
services under the Contract.

Variations in the cost of materials and labour shall be calculated in accordance with the 
following formulae:

(a) Labour
The Contract Price shall be adjusted at the rate of 0.475 per cent of the Contract Price 
per 1.0 per cent difference between the BEAMA Labour Cost Index published for the 
month in which the tender date falls and the average of the index figures published 
for the last two-thirds of the contract period, this difference being expressed as a 
 percentage of the former index figure.

(b) Materials
The Contract Price shall be adjusted at the rate of 0.475 per cent of the Contract Price 
per 1.0 per cent difference between the Price Index figure of Materials used in the 
Electrical Machinery Industry last published in the Trade and Industry Journal before 
the date of tender and the average of the Index Figures commencing with the Index 
last published before the two-fifths point of the Contract Period and ending with the 
Index last published before the four-fifths point of the Contract Period, this difference 
being expressed as a percentage of the former index figure.

Figure 9.11  
Typical BEAMA 
clause for contract 
price adjustment
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BASIS OF CLAIM FOR CONTRACT PRICE ADJUSTMENT

Customer: John Smith Customer’s Order No: 5002

A Contract Price £177 500

B Tender or Cost Basis Date 20 Feb 2001

C Date of order 12 March 2001

D Date when ready for despatch/taking over 2 Jan 2002

E Contract Period between C and D days 296 days

F Date at one-third of Contract Period 19 June 2001

G Date at two-fifths of Contract Period 8 July 2001

H Date at four-fifths of Contract Period 4 Nov 2001

I Labour Cost Index at tender or cost basis date 128.1

J Average of Labour Cost Indices for period F to D 139.0

K  Department of Industry Index figures of Materials used in  
Electrical Machinery or Mechanical Engineering Industries  
last published before tender or cost basis date 195.9

L  Average of Department of Industry Index figures commencing with index  
last published before date at G and ending with the Index last published  
before date at H 202.8

M Labour Adjustment 47.5 *
J - I

I
=

10.9
128.1

* 47.5 = 4.0418%

N Materials Adjustment 47.5 *
L - K

K
=

6.9
195.9

* 47.5 = 1.6730%

P Total percentage Adjustment for Labour and Material = 5.7148%

TOTAL PRICE ADJUSTMENT

= A *
P

100
= :177 500 *

5.7148
100

= :10 140

Learning curves and experience curves
We turn now to an empirical relationship between the cost of performing a task 
and the number of times it has been performed. In some instances cost  decreases 
by a fixed percentage every time the total quantity made doubles.

Everyone knows that we can learn from experience. The first time a 
complicated product is built, fitters have to stop to consult drawings and work out 
how to do things. The second time, the work should go appreciably faster. By the  

Figure 9.12  
Calculating the price 
adjustment
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time the twentieth product has been built, production time should be 
considerably reduced, and further reductions could well be achieved as the total 
quality produced increases, although at a diminishing rate.

This can be shown on a graph, as in the lower part of Figure 9.13. It can also 
be drawn on a log–log graph as a straight line, as in the upper part of Figure 9.13, 
which is easier to work with. In this example, average person-hours to make the 
product reduce by 80 per cent every time the total accumulated quantity made 
doubles.

Figure 9.13 
Learning curve 
(80 per cent): (a) as 
usually drawn 
on log–log graph 
paper; (b) as drawn 
on ordinary graph 
paper
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Summary

Learning curves can be very useful in working out the right price when 
complicated products, such as aircraft (one of the earliest applications), are made 
in relatively small quantities. The problem for the buyer is that average cost of 
production for the first order placed is not a good guide for the next order because 
of the learning effect. Obtaining quotes from other possible suppliers is not much 
help either, since they would have to start from scratch and thus would be in a 
similar position to the existing supplier at the beginning of the first order. There 
might also be problems with quality, tooling and delivery. Learning curves can be a 
big help in establishing the right price for a repeat order with the existing supplier.

Learning curves refer to the reduction in labour cost because of reduction in 
the average time taken. Changes in rates of pay also affect labour cost, usually 
increasing it, so it is better to calculate the expected reduction in terms of time 
taken rather than in terms of cost.

The learning curve can be a most useful buying tool in situations of the kind to 
which it is relevant, and in such circumstances the buyer will find it worthwhile 
to spend some time acquiring a working knowledge of the tool and how to use it.

The term ‘improvement curve’ is sometimes used to mean the same thing 
as learning curve, but it is also used to refer to the general improvement 
in production costs which many industries achieve. The learning effect in person-
hours is one factor in this, but there are many other factors, such as increased 
scale, special-purpose machinery, changes in manufacturing process or product 
design. In recent years, a 70 per cent experience curve effect has been observed 
in electronics. This is a most dramatic rate of cost reduction, but everyone has 
seen the prices of electronic watches, for instance, tumble. In power tools an 
80 per cent experience curve has been seen. Knowledge of these experience 
effects can be useful to the buyer, but it is not a buying tool like the learning 
curve; its main use is in marketing and company policy.

Conclusion
In the past, the buyer has had to concentrate on price. Today, by working 
closely with key suppliers and concentrating on driving out unnecessary costs 
throughout the supply chain, the emphasis on price is considerably reduced, 
the focus shifting to total cost of ownership and its reduction. Cost removal 
rather than cost allocation is frequently pursued.

Summary
 1  The chapter explains how pricing is affected by market conditions, competition 

levels, the product’s life cycle, cost of production and perceived value.

 2  The author outlines the various methods of costing and where they are most 
applicable – cost-based pricing for specifically built goods; mark-up pricing for 
retail goods, etc. All techniques aim to cover overheads and profit.
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 3  Discounts may be offered for prompt payment, quantity or for seasonal/ 
promotional reasons. Stockists/agents, in assisting the producer in distribution, 
will also attract a discount.

 4  Price analysis attempts to determine if the price offered is appropriate. The cost 
of alternatives and historical price may be used as a comparison. Lower prices 
may be offered as a way to enter a market, while a higher one may be a polite 
 refusal or because the specification is greater than requested.

 5  Total acquisition cost (TAC) and total cost of ownership (TCO) are outlined.

 6  Price increases may be agreed by mutual consent for the duration of the 
 contract. More commonly, escalation formulae index-linking contract prices 
are used.
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10
Negotiations

Introduction
It is generally accepted that a key competence in a procurement executive is an 
ability to negotiate. Negotiations may involve dealing with a single issue or many. 
They may be conducted on a one-to-one basis or between teams of negotiators 
representing different interests, and may be conducted over the telephone in a 
matter of minutes, or take many months to complete. It is also worth  mentioning 
that negotiations are not necessarily confined to the buyer–seller relationship; 
many buying negotiations take place on an intra-organisational basis, involving 
the reconciliation of the views of supplies staff and colleagues. In this chapter we 
explore the nature of negotiation and give some practical guidance.

Objectives of this chapter
■	 To understand negotiating as a ‘mutuality of wants, resolved by exchange’
■	 To identify the activities carried out during the different stages of negotiation
■	 To analyse the characteristics of a skilled negotiator
■	 To recognise the key points of discussion stage behaviour and recognise 

 negotiating ploys
■	 To introduce the concept of body language and how it can be interpreted
■	 To view how negotiating technique is influenced by long-term interests

Negotiation
There have been many attempts to define negotiation, for example, ‘to confer 
with others in order to reach a compromise or agreement’ (Oxford Encyclopedic 
English Dictionary), or ‘the process by which we search for terms to obtain what 
we want from somebody who wants something from us’ (Kennedy, 1991). The 
latter definition points up a key factor: that negotiation implies some mutuality 
of wants, resolved by exchange.
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It is perhaps worth mentioning at this stage that negotiation has two other 
meanings, not closely related to its ‘bargaining’ connotation. Negotiation may 
be employed by a mariner or navigator to mean something like ‘finding a way’, 
whereas a banker might employ the term to mean ‘exchange for value’ as, for 
example, a cheque or bill of exchange is negotiated. Procurement and supply 
is certainly concerned with exchanging for value, and with finding new ways 
of doing business, but we confine our attention in this chapter to the more 
 conventional usage of the term.

However defined, bargaining negotiation is seen as a process whereby 
 agreement is sought. One should not forget that there are alternative ways of 
reaching agreement that do not involve negotiations and can be appropriate 
and effective in the right circumstances.

■	Alternatives to negotiation
Some alternatives to negotiation are:

1 Persuade. Encourage the other side to accept the merits of a particular case 
with no concessions from yourself.

2 Give in. Accept totally what the other side offers.
3 Coerce. Insist that the other side meets your demands ‘or else’.
4 Problem solve. Remove the difference, so that there is no need to negotiate.

A vast amount of literature has emerged on the theory and practice of 
 negotiation, and the topic continues to provide scope for a considerable amount 
of research and publication. The material available could generate several 
 doctoral studies and much learned analysis and discussion at both a practical 
and academic level. Good theory, after all, mirrors and formalises descriptions 
of practice. Thus, helpful guidelines for the practising manager should have a 
close relationship with the theoretical findings of the academic.

We have drawn upon a considerable bank of knowledge in developing this 
chapter. A dilemma was to select a framework around which we might  present a 
helpful section of the book for the diverse readership of this text. Our  solution 
was to take our own framework and relate other work to it as pertinent. In 
so doing, it is our intention that the practising manager or buyer might find 
the discussion helpful as it relates to their day-to-day negotiations, while 
the  student who wishes to consider the theories in greater depth would be 
 provided with a starting point for study. It should be emphasised that in using 
this framework we are not claiming its excellence over others. It is presented 
purely to provide a structure for discussion. However, it would be surprising 
if we did not believe it to be a sensible basis for such discussion, having used 
it as a structure in helping to develop negotiating skills in many thousands of 
managers around the world.

It should be noted, too, that in working with these managers we have learnt a 
great deal from them which has helped us hone the model and the ideas which 
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are put forward in this chapter. Like salesmen, buyers need to be proficient in such 
skills as asking good questions, listening, interpreting trends in the negotiation, 
pre-planning a negotiation and ensuring that what is agreed is implemented. 
They need to be able, too, to analyse and interpret information and to be aware 
of the dangers of making unwarranted assumptions. Since negotiation is an 
interpersonal process, they need to understand something about human 
behaviour, needs and motivation: they need to develop interactive skills.

■	The three phases of negotiation
It is useful to consider negotiation conceptually as a three-phase process, as 
shown in Figure 10.1.

The first of the three phases is the preparatory stage, when the information 
is analysed, the objectives are set and strategies developed. The meeting phase 
is concerned with the process of discussion, further information collection and 
analysis, and with the reaching of agreement between the parties. The final 
stage involves the implementation of the agreement within and between the 
organisations represented in the previous phase.

This is a simple model; apart from the elements of the meeting phase, which 
will be discussed later, the process of negotiation may involve several meetings. 
The preparation stage may then require consideration of phased objectives. For 
example, it may be that the first meeting between the parties will be concerned 
solely with exploratory discussions: both sides may need to clarify the issues of 
the negotiation and there will always be the need to obtain more information.

A subsequent meeting (or meetings) might be concerned with discussions 
leading towards the desired agreement. In some cases, agreement may be 
reached in one meeting; in others the situation might necessitate further 
meetings to conclude the agreement. Figure 10.2 extends the model by way of 
illustrating such a situation.

This expanded model has applications even when the negotiation is 
concluded at a single meeting. Figure 10.3 illustrates the same model adapted 
for a single meeting.

In considering the elements of this model, some of the key skills and 
concepts involved will be discussed. However, it is not the intention to attempt 
a comprehensive treatment, for this would be outside the scope of this chapter. 
Nonetheless, as has been indicated, the reader, whether academic or practising 
manager, should be able to build from this base, perhaps in conjunction with 
the books and articles listed at the end of this chapter.

Figure 10.1 
The basic phases 
of negotiation
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Negotiation skills
Rackham and Carlisle, who in 1978 pioneered an analytical approach to 
negotiating skills development, argued that there were three criteria which relate 
to successful negotiators:

■	 They should be rated as effective by both sides.
■	 They should have a track record of significant success.
■	 They should have a low incidence of implementation failures.

Rackham and Carlisle emphasised behavioural and interactive factors such 
as ‘image’, integrity, status and self-actualisation. Then they stressed one of the 
significant findings of our own research, which is that problems frequently 
occur in converting agreements into action. It is this feature that appears in the 
foregoing model as the ‘post-negotiation phase’.

These behavioural factors also relate to another important aspect of 
negotiation. This is that in negotiation there are two basic areas that need to be 
borne in mind:

■	 the corporate issues (those pertaining to the organisations involved in the 
negotiation);

■	 the human issues (those that relate to the individuals involved in the 
negotiation).

Figure 10.2 
The phases of 
negotiation – 
 multi-meeting

Figure 10.3 
The phases of 
 negotiation – 
 single meeting
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It is not that these issues are mutually exclusive; rather that concentration on 
one group to the exclusion of the other can result in invalid assumptions about 
the behaviour of the other party. A recognition of these, often inter-related but 
separate, aspects of a negotiation can be an extremely important feature of all 
phases of the model introduced earlier. In addition, they have a considerable 
bearing on success.

Behavioural aspects of negotiation are probably those that have attracted 
the most academic attention in the literature. For example, Spector (1977) 
 argued that:

Persons, in the roles of negotiators are required to communicate positions, make 
 demands  and concessions, respond to changing signals and arrive at outcomes.

He added that the resolution of conflicting interests through negotiation is 
motivated by:

■	 the individual personality needs of negotiators;
■	 the personality compatibility among negotiators representing opposing 

parties;
■	 negotiators’ perceptions and expectations of the opponent – strengths and 

weaknesses, intentions and goals and commitments to positions;
■	 persuasive mechanisms employed to modify the bargaining positions and 

values of the opponent to achieve a more favourable convergence of interests.

As will be seen, these features overlie and add to those described by Rackham 
and Carlisle. They emphasise the complexity of the negotiation process and 
demonstrate the problems of the behavioural scientist in grappling with studies 
involving so many variables.

It follows that the skilled negotiator needs to be aware of the many variables 
that may be present in a negotiation. Further, that in order to be successful, 
the negotiator needs to be able to apply relevant skills at all phases of the 
negotiation process.

Preparation
A recurring finding of our own work is that the major source of difficulty for 
negotiators is inadequate management of the pre-negotiation phase. The 
implications of this finding include the fact that most managers believe 
they would have achieved better results had they prepared more effectively. 
Further, that those who are successful tend to have adequately managed the  
pre-negotiation phase.

Not every negotiation necessitates the same measure of preparation, and 
the amount of time spent will depend upon the complexity of the negotiation 
and its importance to the organisation concerned. The manager must decide, 
in each case, how long to spend on preparation. In cases involving long-term 

M10_BAIL6016_11_SE_C10.indd   317 4/8/15   7:25 AM



Chapter 10 • Negotiations

318

relationships (e.g. with key suppliers), it could be argued that preparation 
is continuous: certainly this is true of information gathering. However, the 
particular circumstances that apply in a given market at a given time will 
probably be quite different from those experienced a year earlier. The economic 
climate, competition and the company’s own situation are key variables 
that may have changed. A negotiation at the latter date will involve careful 
consideration of changes in the present situation, in addition to what has 
occurred in the past and what is likely to occur in the future.

■	Features of preparation
Kennedy (1991) identifies three key considerations in preparation for negotiation:

1 What do we want? This question may not be as easy to answer as we might 
at first imagine. Our wants may not become crystal clear until we enter 
 discussion with the other side. They may, for example, include:
(a) a lower price;
(b) an improved relationship;
(c) a bigger discount;
(d) faster delivery; and/or
(e) changes in quality.
The range of negotiable variables in most buyer–seller relationships or 
transactions is very wide.

2 How valuable is each of our ‘wants’ to us? Perhaps, for example:
(a) prompt delivery = high priority;
(b) lower price = medium priority; and
(c) quality changes = low priority.

3 What are my entry and exit points? Your entry point is really your  ‘opening 
bid’. Once disclosed, you are unlikely to better it, so the bid obviously requires 
careful thought. The exit point is your ‘walk away’ position. It is clearly 
desirable that this should be identified and understood at the preparatory 
phase, if only to obviate the possibility of striking a bargain which may be 
regretted later. If your exit point and your opposite number’s exit point do 
not overlap, the probability of achieving a deal is severely reduced, though 
of course an apparent gap can be closed through negotiation, and an overlap 
achieved.

Figure 10.4 shows, first, a situation where the buyer’s and seller’s ranges of 
possibility do not overlap and, second, a situation where the gap is replaced by 
overlap, and a range of mutually satisfactory outcomes are possible. Note that 
the overlap does not suggest a single possible outcome; there is an infinite range 
of possibilities between the two exit points.

Rackham and Carlisle (1978) make a useful point regarding preparation 
when they suggest that ‘it is not the amount of planning time which makes 
for success, but how it is used’. This apparently obvious conclusion is worth 
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discussion for two reasons. The first is that their analysis indicates some 
aspects of the emphasis of the successful negotiator’s pre-negotiation 
behaviour. The second is that those who are less successful may need, initially 
at least, to spend more time in preparation in order to cover the same ground. 
As with most areas of human activity, a major aspect of expertise is the ability 
to focus on the important issues and deal with them effectively in a given 
circumstance. Or, as it has been put, doing the right things as well as doing 
things right.

Rackham and Carlisle suggest, for example, that the skilled negotiator 
considers a wider range of outcomes or options for action than their average 
counterpart. They show that the former typically considers twice as many 
outcomes/options per issue, both those that they might introduce, and those 
that might be raised by the other party. They emphasise that this wider-ranging 
analysis provides a major preparation for exploring every opportunity to obtain 
‘a better deal for both parties’ (Karrass, 1972) during the actual negotiation.

Another of their findings relates to the time spent in preparation on areas 
of agreement as against those of potential conflict. They found that successful 
negotiators, while spending as much time on conflict areas, gave three times as 
much attention to ‘common ground’ aspects as did average negotiators. They 
imply from this that concentration on common-ground areas may be the key to 
‘building a satisfactory climate’. Our own conclusion that the negotiator should 
build from a platform of known agreement supports this finding, though it 
will be clear that such an emphasis should not be confined to the preparation 
stage. Indeed, for best effect, it will extend through all the phases of negotiation 
suggested by Figure 10.3.

Our own observations suggest another important feature of preparation: the 
necessity to differentiate between ‘facts’ and ‘assumptions’. Many problems 
stem from the negotiator’s inability to recognise whether the data available 
are factual or not. Clearly, if objectives and strategies are based upon invalid 

Figure 10.4 
Ranges of 
possibility
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assumptions, the negotiator will be in difficulty during the negotiation itself. A 
sound procedure which we have noted, used by successful negotiators, involves:

■	 specifying the key assumptions which are implied at the preparation stage;
■	 giving them some weight of probability, which helps signal the level of 

 necessity to develop alternatives; 
■	 testing these assumptions, particularly in the introductory stage of the 

negotiation.

Among the advantages of this approach is the fact that negotiators may be 
forced to develop alternatives if the bases of their thinking are challenged. In 
other words, negotiators will be obliged to consider more options as a result of 
questioning. One consequence of this is that they will align themselves with 
the pattern of behaviour of the successful negotiators discussed earlier.

A further aspect of preparation, which we have noted as resulting in negotiators 
being less effective in negotiations than they might have been, is their perception 
of the strength of their position vis-à-vis the other party. Generally speaking, we 
have found that negotiators understate their own strengths, while overstating 
those of the other party. There is a tendency, too, to understate the weaknesses 
of the other party’s position while overemphasising their own. Not surprisingly, 
more successful negotiators are better at analysing both aspects.

It could be argued that the successful negotiator has learnt:

■	 to increase the level of perception of the strengths of their position; 
■	 to influence the views of the other party in line with their own.

Clearly, perceptions associated with relative strengths and weaknesses in 
negotiation have a great deal to do with assumptions. Thus this implies a further 
advantage for the negotiator in questioning the key assumptions. It also emphasises 
the need to consider such questions as: ‘What do we believe to be the views of the 
other party on relative strengths and weaknesses?’ ‘What are our own?’ ‘Can we 
influence their views to our advantage?’ and ‘How might we do this?’

It is important in this analysis to recognise that ‘strengths and weaknesses’ 
do not simply refer to the negotiating positions of both parties. As will be seen 
from Table 10.1, a wide variety of variables may impinge upon a negotiation, 
including, for example, information, time and tenacity.

Table 10.1 
Some  ‘personnel’ 
factors in 
negotiation

Ability to: Influence control; avoid conflict; deal with conflict creatively; interpret 
 non- verbal signs; analyse other party’s position; form and use questions; 
listen; use verbal skills; maintain concentration and control discussion; 
persuade.

Traits: Risk-taking propensity; level of commitment; level of loyalty; level of 
self-esteem.

Background: Intelligence; fitness; age; race; sex; class; ethics.

Experience: Of negotiation; of type of negotiation; of other party’s company; of other party.

Approach: Negotiating style; management style.

Status: Personal conception of other party.
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■	Collecting information
The information required in order to prepare for any negotiation will be unique 
to that situation. The manager concerned has to make a judgement as to the 
quality of the information collected. Quite apart from these considerations, 
there will also be a time constraint on the collection of the data. In part, this will 
result from the resources allocated to the task and partly from the length of time 
available to the negotiation. Even the type of information collected in order 
to prepare will depend upon the circumstances surrounding the negotiation. 
Nonetheless, the following questions are typical of those the negotiator might 
ask in a buying negotiation.

■	 What is the duration of the current agreement?
■	 What is the financial history regarding part transactions (e.g. pricing 

history)?
■	 What cost data are available?
■	 What has the supplier’s delivery performance record been like?
■	 What has their quality record been like?
■	 What disputes have arisen over the period of the contract? Are they pertinent 

as far as the coming negotiation is concerned?
■	 By what date should agreement be reached?
■	 With whom will we be negotiating (e.g. name the individuals; what is known 

about them)?

The current  
agreement  
(where one exists)

■	 Has the supplier been given the opportunity to improve the value in the 
specification?

■	 What aspects of it are critical?
■	 Which can be varied to achieve the same function?
■	 How is conformity with specification to be measured?
■	 Who will do that measurement and where?
■	 If the item is a special item, is it possible to replace it with a standard?

Some specification 
issues

■	 How frequently do we wish the supplier to deliver?
■	 In what quantities?
■	 How will the material/components be delivered?
■	 Who is responsible for packaging/pallets/containers?
■	 What is the delivery address?
■	 Are there restrictions there (e.g. timing of delivery, size of lorry)?
■	 If the purchases are to be delivered in a container/rail truck, what is the 

 position regarding demurrage?

Some delivery  
issues

■	 In what currency is the transaction to be made?
■	 If a foreign currency, what rate of exchange is to be agreed?
■	 What dates are important in this respect?
■	 What credit terms apply?

Some financial  
issues 
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■	 What are the general terms of payment (e.g. against letter of credit, free on 
board)?

■	 Does the supplier require stage payments?
■	 If so, are these terms negotiable?
■	 Is there a set discount for early payment?
■	 How could this be improved?

■	 Who is responsible for insurance?
■	 What is the level of cover? For what?
■	 Under which country’s law is the contract made (in the case of a purchase 

from a foreign supplier)?
■	 Are customs requirements clearly stated?
■	 Has the method of transportation been agreed satisfactorily?
■	 Do the contract terms clearly delineate responsibility for elements of 

 purchase cost?
■	 Has the offer been accepted by the supplier in a manner which ensures a valid 

contract?
■	 Have your administrative requirements been clearly stated and understood?

Some contractual  
issues 

■	 With whom are you going to negotiate (individuals)?
■	 What do you know about them?
■	 If a team is to be involved, what will it comprise?
■	 Do these people have the authority to come to an agreement?
■	 Which of these people will be responsible for ensuring that what is agreed is 

implemented?
■	 Which people at the supplier’s factory/office are to be the key contacts?
■	 What should our team comprise?
■	 Who is to lead?

Some personnel  
issues 

■	 What are our strengths and weaknesses?
■	 What are those of the other party?
■	 What is the duration of the agreement to be negotiated?
■	 What published data are available?
■	 What is the current contractual position?
■	 By what date should agreement be reached?
■	 What are the major issues?
■	 What key assumptions have been made?
■	 What information do we need to verify those assumptions?

Having assembled and analysed the relevant information it is then necessary to:

1 set objectives for the coming negotiation(s);
2 develop strategies/tactics in order to achieve those objectives;
3 prepare relevant data for easy reference;

Some general  
issues 
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4 if more than one person is to be involved in the negotiation, to develop a 
method of working which is understood and agreed by all concerned;

5 make the necessary arrangements for the meeting phase.

■	Objectives
Meaningful objectives are essential to successful negotiating, yet the authors’ 
experience in working in negotiating training over many years is that rarely 
are objectives meaningful and clearly defined. This failure has proved to 
be particularly damaging in team negotiations where ambiguity has led to 
confusion, the disruption of team solidarity or the failure of a particular tactical 
approach. It can help to write down the agreed objective(s) for the coming 
negotiation. If they have been properly thought through, they will be the 
culmination of the manager’s appraisal of the situation in hand, and writing 
them down will serve to ensure that those involved know:

■	 what is to be achieved; and
■	 upon what assumptions those objectives have been based.

It is important to recognise that the objectives set will be based upon 
an assessment of the situation given existing information. If some of the 
information proves to be faulty, it may be necessary to change the stated 
objectives and probably the methods by which they are to be achieved. This is 
why the introductory stage of the meeting phase is important; the negotiators 
should seek to verify at least the data upon which they have based their tactics 
and objectives. Our own experience confirms that of Karrass (1972) as to the way 
skilled negotiators develop objectives. They tend to set upper and lower limits to 
a derived target, rather than simply stating a single point. In addition, they tend 
to have higher aspirations.

The reasons for this behaviour stem from the problems associated with the 
validity of information at the preparation stage, which were discussed earlier.

Since negotiators deal with a mixture of fact and assumption, they cannot 
know that an objective is valid at the pre-negotiation stage. Thus they provide 
themselves with a range within which they work. Karrass argues that this 
often enhances the aspiration levels of the negotiators. It also allows them to 
calculate the various implications of maximum and minimum positions in their 
preparation. The effects of movement in either direction can then be monitored 
more easily during the negotiation proper.

■	Conditioning
As part of the process of planning negotiations, parties will attempt to identify 
what information they wish to disclose and how they want their negotiating 
partners to perceive them. This is known as conditioning. Essentially, the aim 
is to influence the attitude and behaviour of others to achieve a predetermined 
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result, such as developing competition in the supply base or getting more value 
out of existing contractors. Conditioning can be used:

■	 early in the inquiry process, even as soon as the first contact with a potential 
source;

■	 at every contact in some relationships;
■	 when supply or demand conditions are expected to change or have changed;
■	 selectively post-inquiry to unsuccessful bidders (feedback on areas of 

weakness);
■	 in response to conditioning by suppliers or potential suppliers.

Sales training teaches salespeople to condition their customers at every 
opportunity. They tend to adopt a number of common themes, including:

■	 selling the value of their company relative to their competitors;
■	 providing advance warnings of possible price increases.

The task with potential suppliers is to raise their aspirations and make 
them think they may be awarded some or all of the business. Seeking 
customer references or trialling their products would do this. If a supplier 
wants your business and feels it can win the contract, it is also likely to behave 
in a competitive way. One way of identifying the value of your business is to 
brainstorm internally the reasons why suppliers do, or do not, want to work 
with you. You should then accentuate the positive and address the negative. 
This is known as supplier preferencing. (See Supplier Preferencing in Chapter 1.)

1 First impressions: This is a strong argument for adopting a robust opening 
stance and dampen the other party’s expectations.

2 Contact control: The greater the control over information flows, the stronger 
your ability to condition the other side.

3 Start early: Start negotiating before the other person is aware of it. Float the 
negotiation markers into a conversation well before the actual negotiation 
begins.

4 High demands: High demands are a classic form of conditioning. Make 
 people work hard for success – they are happier with an outcome they have 
had to battle for.

5 Holding firm: This depresses and restructures expectations if your position is 
credible and your posture well controlled.

6 Unpredictability: When you are negotiating, the other party is learning your 
personal style. Do not become typecast, by using the element of surprise.

7 Think of the future: Treat all meetings and negotiations as opportunities 
to influence people. Conditioning extends well beyond the timescale of a 
negotiation.

8 Don’t be conditioned: The process obviously works both ways. Look at the 
figures, prices and costs from your point of view.

9 Personal style: Don’t appear too eager or too desperate to do business.

How and when 
to condition 
suppliers
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Key areas in negotiation
Most purchasing negotiations will be concentrated on the five key areas that 
will form the basis of most commercial contracts. These are:

■	 Total value: both parties’ negotiators will aim to maximise the value of any 
deal to their own organisations. The shape and forms of the total value will 
need to be determined for each set of circumstances.

■	 Risk: each party in the negotiation will aim to minimise the risk to their 
organisation.

■	 Cost: this is usually one of the most critical aspects of commercial 
 negotiation. The buyer wants to get the lowest cost or price, the seller 
 usually the highest. The total cost of acquisition is frequently a key driver 
for the buyer, although suppliers – especially in capital purchases – will 
 endeavour to compartmentalise prices to optimise post-sales revenue.

■	 Cash: as well as defining what the price will be, the negotiation will need 
to address when payment is to be made. From the buyer’s point of view, the 
aim is to optimise cash flow. This usually means agreeing to pay as late as 
possible. The supplier will probably have a very different goal.

■	 Terms and conditions: this is usually the neglected area of negotiation. 
Buyers tend to find contractual details tedious and complex. This often 
leads to the supplier’s terms and conditions prevailing by default. Expert 
negotiators will seek to agree a balanced set of terms and conditions.

These five main areas of focus can often lead to enormous differences in 
 expectations between the two parties. Effective negotiation is about achieving 
agreement without reaching an impasse or being overpowered or exploited by 
the supplier.

The buyers’ objectives (MDOs) and fall-back positions (BATNAs) should 
relate to each of these areas and should be the basis for assessing suppliers’ 
likely positions to identify possible concessions.

 In 1982, a very important book on the subject of negotiation was published, 
titled Getting to Yes and sub-titled Negotiating Agreement Without Giving In. The 
book is still in print, albeit in much expanded and revised form, and continues 
to be one of the better selling and more influential texts on its subject. The 
authors, Roger Fisher and William Ury, were, at the time of the book’s creation, 
associated with Harvard University.

One of the important concepts highlighted in this book is that of the BATNA. 
The authors explain that in a situation where the other side has more power 
than you do, it is unlikely that you will gain all you might hope from the 
negotiation. You are almost bound to make concessions of some kind. They 
explain that in response to power, the most that any approach to negotiation 
might achieve is that you do not make an agreement you later regret, and that 

Best alternative  
to a negotiated  
agreement (BATNA)
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you do make the most of any assets that you do have in order to satisfy your 
interests to as great a degree as possible.

The idea of the BATNA has gained wide attention, and is now routinely 
employed as a more appropriate basis for the determination of the walk-away 
position than the more traditional ‘bottom line’ approach. In other words, 
the use of a BATNA is a better way of deciding when to say ‘no’. Quite often, 
negotiators will make a decision as to what the ‘bottom line’ figure is, based on 
a subjective assessment of the situation through personal perceptions of value 
or worth. This tendency might well be even stronger if a group of individuals 
are involved in planning the negotiation. A statement along the lines of ‘I don’t 
think it’s worth paying more than $1000’ might well be supported by another 
member of the team adding ‘I agree, the bottom line should be less if anything’. 
In a sense these views indicate a sound view of negotiation. They are likely to 
lead to a stretching and measurable ‘last resort’ objective. However, ‘bottom 
line’ figures of this kind are not necessarily realistic or attainable. They tend to 
represent ambition and sentiment, and not analysis of true costs and benefits 
associated with the negotiation. The result is that negotiations are often 
concluded without agreement, even though the reality was that there was scope 
for an outcome of the ‘win–win’ kind. What happens is that one (or both) sides 
in the negotiation do not, in planning the negotiation, look at the true costs of 
the course of action that must be taken in the light of the absence of negotiated 
agreement. If the costs of the necessary course of action exceed those associated 
with a negotiable outcome, then some form of loss occurs.

So, the advice is ‘know your BATNA’. Work out in advance what the 
most attractive course of action will be if you fail to make agreement in the 
negotiation. This might be a difficult and relatively expensive thing to do, but 
it should be done. If you do not know what the real BATNA is, then you cannot 
place any real value on what is ‘on offer’ in the negotiation. That is not to say, of 
course, that you should readily concede until you reach a situation where you 
are close to taking recourse to your BATNA. The BATNA represents the limit of 
your negotiation range, and as such you should, if possible, stay clear of this 
position. It is sometimes appropriate to devise and embody in your planning a 
‘tripwire’ figure, some way short of your final BATNA position, to serve as a kind 
of warning that you are approaching your true limit.

Realistically, both parties to a negotiation are likely to have a BATNA position, 
and the scope for negotiation is the distance between the two positions.

 The concept of the LAA has some relevance when discussing the BATNA, as does 
the expression ‘the bottom line’. Traditional negotiating practice and theory 
involves participants in deciding in advance the extent to which they will move. 
Obviously, there will be a point at which the negotiator can concede no more; it is 
in their best interest to say, one hopes politely, ‘no deal’ and to stop negotiating. 
The difference between the BATNA limit and these ideas is that applying 
BATNA thinking compels the negotiator to think outside the negotiation, and 
to really consider and quantify alternatives. The limit position has a meaning  

Least acceptable  
agreement (LAA)
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determined not by questions such as ‘What is fair?’ or ‘What is desirable or 
attractive?’ but by facts and analysis. Through BATNA we derive power, and we 
know when to say no.

 It is a good idea to determine in the planning phase of negotiation what the 
ideal outcome would be. Realistically it is probable that a position falling short 
of this outcome will be achieved, but it is important to think carefully about this 
before bargaining. This analysis will be beneficial in determining the objectives 
in negotiation.

Most favoured  
position (MFP)  
or most desired  
outcome (MDO)

■	Issues
To conclude this section of the chapter, the important aspect of issues should be 
noted. In every negotiation there is a series of issues that needs to be resolved. 
The weight of these issues in the eyes of either party will depend upon a mixture 
of their perceptions as well as real pressures which are being applied. Thus, 
an understanding of what is at issue as perceived by the negotiator, and the 
negotiator’s belief of what is accepted by the other party, are vital elements in 
preparation.

Rackham and Carlisle (1978), in illustrating how effective negotiators deal 
with issues that they perceive to be important, add a further element to this 
discussion. They note that skilled negotiators do not assume that they will be 
able to deal with issues in a sequential way according to their own plans. They 
see a propensity to plan around each issue in a manner that is independent of 
sequence. They argue that this approach provides the negotiator with greater 
flexibility. It also prevents the assumption that the other party will be prepared 
to deal with consideration.

The introductory stage
Successful negotiators in the introductory stage (see Figure 10.3) tend to expend 
considerable effort in:

■	 Establishing an atmosphere conducive to agreement. This may include: 
 social interchange; giving an impression of wishing to work to a mutually 
 advantageous goal; the physical arrangements of the site and restating the 
 areas of agreement while avoiding irritators.

■	 Validating assumptions.
■	 Testing the other party’s position, willingness to collaborate or propensity to 

oppose.
■	 Clarifying issues and the weight given to them by the other party.
■	 Trying to ascertain whether any new information will be introduced by the 

other party.
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From our own experience, working with more than 7000 managers in small 
groups over the years, some prescriptive points may be made:

■	 Be on time. Being late necessitates an apology, signals a lack of organisation 
and results in the negotiator having to go into the negotiation hurriedly.

■	 Emphasise the positive. As suggested earlier, build from a base of known 
agreement, change ‘but’ to ‘and’ whenever qualifying a statement from the 
other party.

■	 Make brief opening statements. Listen, and be seen to be listening, to the 
other party.

■	 Do not make quick decisions.

In this, and indeed in all three stages of the meeting phase, the three skills 
used to the greatest effect by skilled negotiators are questioning, listening and 
observing.

Discussion stage
Most of the actual negotiation time after preparation is spent on the debate 
stage. At this stage we are, among other things, endeavouring to test our 
assumptions and find out what the other side wants.

In the course of the debate stage there will be discussion and argument. 
Ideally one should attempt to keep this as objective as possible. There are a 
number of important points to remember here:

■	 Debate, while promoting the negotiation process, can also, if not handled 
correctly, hinder or deadlock deals.

■	 You cannot negotiate arguments. No matter how often you argue and disagree 
with the other side, it does not help move forward the negotiation. We would 
advocate making proposals to overcome arguments. In other words, suggest a 
solution that could overcome the problem.

■	 Avoid destructive debate attacking/blaming the other side.
■	 Regular summarising during this stage helps to avoid later confusion.
■	 If the other side does not have an agenda, you could suggest one.
■	 Try to establish a rapport quickly with the other side – watch for the signals 

or body language that are indicative of how the other side feels and wishes to 
proceed.

■	Bargaining
During discussions we move on to the bargaining stage. This is the point when 
we convey the specific terms on which we would settle; for example: ‘If you 
reduce your price by 3 per cent we will increase our order by 10 per cent.’ Both 
the condition and offer are specific. Even at this stage, however, offers might 
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not be accepted; there could be problems that take the two sides back into the 
preparation stage.

■	Ploys in negotiation
During discussions, negotiators will from time to time be faced with one side 
using a ploy or tactic to try to gain advantage over the other.

Roy Webb of Negotiate plc, one of the better-known negotiating trainers in 
the UK, believes that such ploys are of limited value in long-term relationships. 
He comments as follows:

■	 All ploys have counters that a seasoned negotiator would be aware of.
■	 Reliance on ploys can often ruin a long-term relationship.
■	 Ploys, when recognised, can be disarmed.
■	 While a knowledge of ploys assists the negotiation, reliance on them 

exclusively should be avoided.

■	Examples of ploys
Nice guy/hard guy You are faced by two people, one difficult to deal with and aggressive, the other 

softer and conciliatory. The idea is that you become so afraid of the ‘hard guy’ 
that you make concessions to the softer negotiator.

Add-ons Basic deal only is negotiated. Everything else costs more money.

Deadlines Telling the other side the deal has to be completed by a certain time otherwise it 
is off, the idea being to pressurise the other side into making a quick rather than 
the correct decision.

Russian front Two choices are offered, of which one is so bad that you choose the second, less 
awful, option.

Empty larder Attempting to convince the other side by lying that you have little to offer so 
that they will reduce their demands.

 Telling the other side that anything you agree to over a certain amount will also 
have to be agreed back at base, the idea being to get the other side to agree to 
deals that do not require approval from a higher authority.

These are some of a large number of ploys that are used in negotiations and 
for which you should be prepared.

As one moves, however, towards building up long-term relationships with 
suppliers there is far less reliance and indeed positive avoidance of such tactics 
in an effort to enhance a strategic relationship between buyer and supplier.

Professor Gavin Kennedy (1991) argues that all ploys can be neutralised by 
the other side provided they have the necessary experience. Table 10.2 gives 
 examples to illustrate.

Approval from a  
higher authority

M10_BAIL6016_11_SE_C10.indd   329 4/8/15   7:25 AM



Chapter 10 • Negotiations

330

Agreement stage
If a bargain is accepted we have agreement and the negotiations are concluded. 
Once there is agreement it is advisable to record full details of what has been 
agreed and to circulate these details to interested parties.

The post-negotiation stage
The final stage in our model follows the negotiation itself. Like Rackham and 
Carlisle (1978), we have found that successful negotiators work to ensure that 
agreements are implemented. Less successful negotiators pay insufficient 
attention to this. It might be said that no negotiation is complete until what has 
been agreed is enacted.

Typically, skilled negotiators confirm with the other party what has been 
agreed. They also specify who is to do what, and by when, not only as between 
them and the other party, but also in their own organisation. Failure to perform 
will always have an adverse effect on relationships between the parties. It will, 
for example, result in a lack of trust or of belief in the other party’s abilities or 
authority. Consequently, if there is another negotiation (and many buying 
transactions involve long-standing partners), this will have a bearing on the 
behaviour of both parties. The reader need only consider their own feelings 
at being let down on a delivery promise by a supplier. How should the next 
negotiation with that party be approached?

Our prescriptive guidelines for the post-negotiation phase include:

■	 Produce the first draft agreement. Despite the fact that you are reporting, 
honestly, what you believe to have been agreed, it will be your version, 
developed from your viewpoint. In addition, the other party will be freed 
from doing the initial draft – a fact which will be appreciated by most people. 
Clearly, the draft should be sent to the other party with a request for comments 
and agreement. A sound piece of work can do much for ongoing relationships.

Table 10.2 
Manipulative  
techniques and 
ploys

Negotiation ploys Methods of dealing with ploys

Nice guy/hard guy Either match style or adopt contrast style.

Add-ons Carefully check what you are getting for your money before agreement.

Deadlines Avoid revealing what time you have to finish. Agree to meet another 
time.

Russian front Do not accept poor deals. What is your best alternative to a negotiated 
agreement?

Empty larder Ask for an explanation of any constraints in a deal. Offer what you can 
within those constraints.

Approval from  
a higher authority

Establish opposite number’s full authority before negotiation.
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■	 Ensure the commitment of people in your organisation to making the  
agreement work.

■	 Prepare official contracts in line with the agreement.
■	 Remember that no negotiation is successful until what has been negotiated 

is done.
■	 Find time to evaluate performance, first in negotiation, and second in 

enactment.

Competition and cooperation in negotiation
When a negotiation takes place it is usually assumed that there is some conflict 
of interest between the parties involved. The logic stemming from this is that 
because of this conflict the parties involved will oppose each other in order to 
achieve their preferred ends. The word ‘opponent’ is then placed in a ‘game’ 
context where one side will ‘win’ over the other, and their gain will result 
from the other’s loss. Yet the appeal of this thinking is bounded by a simplistic 
assumption that negotiation is a ‘zero sum’ process. That is, that there is a ‘cake’ 
of x units which is to be shared between the parties. In a buying context, for 
example, A wishes to sell to B 10,000 components at £x each, whereas B wishes 
to pay £x minus 10 per cent. An outcome in which B is obliged to pay £x for the 
items then places A as the ‘winner’. However, the price of the components may 
be only one of the points at issue. For example, the rate of delivery, batch size 
and point of storage could all change the ‘shape’ of the cost package from the 
point of view of both parties. Thus, by examining the many variables involved, 
the negotiators might be able to arrive at a more creative solution in which both 
parties gain.

It is, of course, a moot point whether one side will gain more than the other 
even then, and in a strictly quantitative sense have a larger share of the perceived 
‘cake’; however, the psychological drive of a negotiator seeking (and being seen 
to be seeking) mutually advantageous solutions can be considerable. This does 
not imply that either side should be ‘soft’ with the other. Rather it suggests that 
they may each gain greater advantage by collaborating rather than competing. 
Figure 10.5 contrasts the ‘zero sum’ perspective with the collaborative approach.

It is reasonable to argue that in some circumstances it will be difficult, perhaps 
incorrect, to follow this approach. For example, the behaviour (past or present) 
of the other party, or environmental pressures, may suggest more aggressive/
competitive behaviour. However, it is worthwhile making a further point which 
may influence the negotiator’s behaviour in such circumstances. Most major 
buyer–seller negotiations tend to result in longer-term relationships being 
developed or extended. Thus a ‘win’ for either party when circumstances favour 
their position will tend to the converse when, for example, the market position 
changes. Consequently, immediate benefits need to be weighed against those 

M10_BAIL6016_11_SE_C10.indd   331 4/8/15   7:25 AM



Chapter 10 • Negotiations

332

pertaining to the longer term, and to the level of motivation of both parties to 
perform against agreed norms. There is, too, the important issue of trust.

■	Zero sum or positive sum?
Most negotiations will include both elements that are adversarial and those 
that are collaborative. Remember that one of the definitions includes the 
words ‘bargain’ and ‘confer’. Bargaining implies that both sides are seeking 
to maximise benefit for themselves. This will often require concessions to be 
made and received. Conferring means exchanging views, and has a rather more 
‘warm’ feel to it than bargaining.

An important question to consider prior to any negotiation is, ‘Is this a zero 
sum, or a positive sum negotiation?’ A zero sum negotiation exists where there 
is a single issue to be negotiated, and a gain for one side represents a loss to the 
other. A frequently used example of the zero sum scenario is where two children 
are sharing an apple pie. If one child receives a bigger piece of pie, the other 
gets a smaller one. Each allocation of value is to somebody’s benefit, and to the 
other party’s disadvantage. On the face of it, many commercial negotiations fall 
into the category of ‘zero sum’, meaning that there is no value other than the 
price paid or received. We are probably all familiar with the process of buying or 

Figure 10.5 
Two views of the  
negotiation process
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selling a house or a used car. On the face of it these are zero sum negotiations, 
a pound into one side’s pocket is a pound out of the other’s. In reality, even 
these apparently straightforward negotiations can be turned into ‘positive sum’ 
exchanges, where some additional value is added. Imagine that you are buying a 
car, and you are anxious that it should be given a full mechanical service before 
you drive it. Imagine also that the seller is keen to keep the car for another week 
because the replacement does not arrive until then. The seller might reduce 
the price a bit if he can keep the car for a while, and you, the buyer, might pay 
a little more if it receives a service. There is potentially additional value in the 
negotiation if it can be discovered. If the seller keeps the car for a few days, and 
during that time has it serviced, he gets a better deal, and so do you. Part of the 
skill of the negotiator is in discovering this additional value.

Many negotiations between buyer and seller in the business context take 
place where there are complementary assets. Neither party can achieve what is 
desired without the other. Staying with apple pies: if one person in a block of 
flats has the ingredients and the skill as a cook to make pies, but no kitchen, and 
another has a kitchen but no materials or skill, then the implication is obvious. 
There are great benefits to be achieved through getting together and combining 
resources, which are of little value on their own. This is a classic positive sum 
scenario. Value is created or realised through negotiation. The apple pie example 
is an extreme one, but it is commonly the case that a commercial buyer needs 
the products or services of a particular supplier, and the supplier has, in turn, 
a strong need or desire to do business with that particular customer. They have 
complementary assets. In other words, the investments made by the seller in 
getting into business can only be realised with the involvement of the buyer. 
The buyer is in an equivalent, if opposite, position.

■	Game theory
 It helps to explain how people make decisions, knowing that other people’s 

decisions will have an impact on what happens in the end. Game theory applies 
mathematical models to decision making in order to predict the outcome of 
competition or cooperation. By analysing how people make decisions (games) 
when two or more people are involved (players), it is possible to predict the best 
course of action. Each player has to make suppositions about the plan of action 
(or strategy) of the other players; you have to anticipate how your opponent 
will react to your actions when you make a move.

For example: a supplier knows that if he lowers his prices, he can gain 
customers from other suppliers; but other suppliers, having lost their customers, 
will be forced to lower their own prices too, so that their customers return. In 
the end, all the suppliers are worse off (since they have lower prices and the 
same amount of sales).

One of the most popular ways in which game theory is explained is through 
the prisoner’s dilemma.

What is game  
theory?
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Suspect A

Talk Quiet

Suspect B Talk 4/4 1/8

Quiet 8/1 2/2

The table shows that if suspects A and B talk, they both get four years in 
prison. If suspect A stays quiet and suspect B talks, suspect A gets eight years in 
prison and suspect B gets one year. If suspect A talks and suspect B stays quiet, 
then suspect B gets eight years in prison and suspect A gets one year. If they both 
stay quiet, they get only two years each. Now, you might say, ‘Why don’t they 
both stay quiet? They’ll only get two years each.’ But, can they trust each other 
to stay quiet? In this case, their best strategy would be to talk because it is better 
for them to talk, just in case the other person does.

We are faced with a choice of staying quiet and risk being found out later, or 
owning up to admit we were involved.

We can also see the prisoner’s dilemma at work in a negotiation between 
suppliers and buyers. On one hand, if the supplier reveals his prices, the buyer can 
take advantage of this information and agree only to the supplier’s lowest price.

On the other hand, if the buyer talks and reveals his budget, the supplier 
knows the maximum price he can charge and still be within budget. And finally, 
if they both talk and reveal their positions, they will settle on a price somewhere 
in the middle.

The prisoner’s dilemma can help us understand basic negotiations. It assumes 
that the buyer and supplier meet only once to discuss the price. This is called 
a ‘single play’. The buyers may ‘win’ by getting the supplier’s lowest price. The 
game ends when the transaction is complete.

Most negotiations involve more than just a one-off discussion about price 
and take place over long periods of time, from the initial contracting process 
through to delivery during the contract term and then again at renewal.

Furthermore, both the buyer and the supplier have to perform against the 
contract, possibly over a number of years.

Mari Sako showed that identifying mutual expectation of repeated business 
is the only incentive for cooperation. Both the buyer and supplier are looking 
beyond the existing requirements and thinking about future requirements and 
how the other party might be involved.

With repeat plays, such as strategic collaborations, cooperation is more 
common (as is non-opportunistic behaviour) and it is actually maintained as 
each firm compares the immediate gain from cheating, or getting one over on 
their opponent, with the possible sacrifice of future gains that may result from 
violating an agreement. The longer the period over which repeated transactions 
are expected to occur, the less it pays to behave opportunistically due to the 

 Two suspects have been brought in for questioning, but the police have very 
little evidence, so they need to get them to talk. The suspects are taken to 
separate rooms and presented with this table:

The prisoner’s  
dilemma
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retaliation inherent in a ‘tit for tat’ strategy and the more advantageous it 
 becomes to risk betrayal and take the first move to cooperation.

Strategic collaboration and the positive behaviour that underpins such 
relationships can be further facilitated and enhanced through fulfilling 
promises  – ‘doing what you said you would do’ – investing the time and 
effort in effective communication and sharing timely, appropriate and useful 
information. All these actions serve to make the role of the other player easier 
in some way and, with increased predictability in the opponent’s moves, trust 
increases, which further reduces their incentive to behave opportunistically.

Sourcing for more complex products and services that are delivered over a 
long period of time (repeat plays) requires a different approach. Game theory 
shows us that it is worth taking the time during the contracting process to 
understand what the other party needs – both in terms of providing you with 
what you want and ensuring that they get what they need in order to fulfil 
it. Failure to understand that win–win dynamic may result in poorer supplier 
performance and, ultimately, early termination and will almost certainly limit 
the value from the wider relationship and contract.

■	Supplier management
Supplier management requires even greater levels of information sharing and 
cooperation to be truly successful. Buyers and supplier managers should give 
more consideration to the following:

■	 Accurate, timely and appropriate levels of information sharing are key to 
enabling effective communication, which improves the supplier’s ability to 
plan their business and has been shown for decades to facilitate trust between 
parties.

■	 Effective internal co-ordination of the key people on the part of the 
buying organisation will mean that everyone involved knows their role in 
the management of the supplier and subsequently communications are 
significantly enhanced.

■	 Maintaining a robust governance discipline underpinned by high-quality 
data metrics, rigorous annual objectives and accountability. Periodic 
involvement of senior management and executives also helps to maintain 
supplier visibility, confidence and strategic information sharing.

■	 Maintaining a dynamic and competitive environment; a long-term relationship 
built on positive repeat transactions will reduce the risks of complacency.

The result of greater levels of information sharing and consideration of the 
other parties’ interests can ultimately lead to greater value for both players – 
such as buyer and supplier working together to reduce total cost rather than just 
the supplier struggling to reduce price. Some of the best examples of this can 
be found in automotive manufacturing, where relationships with the critical 
tier-one suppliers are an integral part of the original equipment manufacturers’ 
long-term success.

M10_BAIL6016_11_SE_C10.indd   335 4/8/15   7:25 AM



Chapter 10 • Negotiations

336

■	Persuasion
Negotiation is necessary when two or more parties have different viewpoints or 
objectives. If neither party will move, the result is stalemate. Therefore, selecting 
the method of persuasion most likely to secure movement and agreement is 
critical for a successful outcome.

There are five main methods of persuasion that are commonly used in 
negotiation, although they do overlap. They are:

■	 logical persuasion;
■	 positional bargaining;
■	 concession pattern;
■	 threat, power and coercion;
■	 emotional persuasion.

Logical persuasion This involves using logic or reasoning. It requires skilful verbal and numerical 
reasoning, strong presentational skills and a lot of information.

First, seize the initiative by using positive statements to sound convincing. 
Think about the sequence in which you present your arguments. Putting 
reasons before proposals will encourage the other side to listen. Be selective 
with the information you provide. In-depth knowledge of the situation will 
allow you to link issues and appear rational and reasonable.

Procedures, rules and the like all give legitimacy to your case, so do not be 
afraid to use them. If discussions become confused or protracted, re-focus 
them with understanding, testing and summarising behaviour. Get the other 
side to work through their case item by item. Listen closely for inconsistencies, 
omissions and weaknesses. Don’t be intimidated by arguments, facts or cost 
information.

Positional bargaining The key to this, one of the most used methods of persuasion, is creating a 
perception of strength.

You have to start with a high position to give yourself room to offer 
concessions. This cycle often has three phases:

■	 forceful, assertive statements of position;
■	 direct confrontation of those positions;
■	 concessions made in the testing process.

Extreme positional bargaining can easily lead to personal attacks on negotiators. 
In defending a position, you become committed to it and inevitably ego gets 
involved. It is more effective to attack the position than the person. Maintain 
a position for as long as possible after you have adopted it. It is incredibly easy 
to signal to the other side that you are prepared to make concessions. Plan 
concessions and prioritise when and how to trade them. Move your position 
slowly and make any movement conditional on concessions. Make the other 
side work hard for concessions and do not respond hastily.
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If you have successfully created a perception of strength, you can force the 
other side to move to your position in exchange for minor concessions. A skilled 
negotiator will sell these minor concessions as major ones.

Concession pattern Remember to put what you want first and what you are prepared to offer second. 
If you don’t do this, the other side may accept your offer and give nothing in return.

Ask yourself three basic questions about the concession during the planning 
stage:

■	 What is it worth to your opponent?
■	 What will it cost you?
■	 What do you want in exchange?

A perfect concession is one that costs you nothing. Search for them in your 
negotiation preparations and never lose sight of the principle of linking and 
exchanging. If you have to make a concession, use: ‘if you could agree to this, 
then I could do that’, i.e. try to link it to something that you want.

 This is probably the most confrontational approach. An assessment of whether 
someone has power is invariably subjective – if you are weak and the other side 
is not aware of it, you have the power. You often have more power than you 
think. How, and to what extent, you use power to threaten and coerce the other 
party will determine its effectiveness. Sources of power can include:

■	 knowledge of such things as cost structures;
■	 the level of dependency;
■	 the trading performance and outlook of the other side.

Skill, body language and personality are all power amplifiers. For this approach 
to be effective, you need to be able to walk it and talk it. It may suit your style 
or the environment to proceed gently at first, so that people hardly notice. If 
appropriate, you can escalate this later by:

■	 moving up the authority scale;
■	 not being afraid of deadlock or impasse;
■	 direct attacks or threats;
■	 stating the effect of unresolved conflict;
■	 refusal to move;
■	 pressurising your opponent;
■	 stonewalling.

If you reach an impasse, it may help to take a break, park the issue or involve 
another negotiator from either side. Your relationship may deteriorate rapidly 
after coercion has been used, so it may be necessary to rebuild the relationship 
later if required, and assuming that it is not too late to do so.

Threat, power  
and coercion

 Because people negotiate with people, you need to recognise that conflict can 
often produce an emotional reaction. Insecurity, fear, guilt, anger and direct 
pressure can all be deliberately exploited.

Emotional  
persuasion
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Sales training places significant emphasis upon the use of emotion in 
developing relationships.

■	Positional bargaining or principled bargaining?
In their best-selling negotiation text Getting to Yes, Fisher and Ury discuss 
positional bargaining, which can be characterised as a process whereby the 
participants each adopt positions such as ‘I want £1000 for this machine’ or 
‘Your machine is not worth much more than £500’. And then an exchange takes 
place, each party talking then listening in turns and changing their position 
somewhat. Agreement might ensue; it might not. A danger is that the parties 
will entrench themselves, so that no further movement is easily possible, even 
though it might be desirable.

Positional bargaining can be undertaken by using a ‘soft’ or a ‘hard’ style, 
although it is argued that whichever style is used the approach has many 
disadvantages. Fisher and Ury advocate ‘principled’ bargaining. The ideas 
underpinning this approach are given in Table 10.3.

Table 10.3 
Principled  
bargaining  
contrasted with  
positional 
bargaining

Positional bargaining:  
which game should you play?

Change the game: negotiate 
on the merits

SOFT HARD PRINCIPLED

Participants are friends Participants are adversaries Participants are problem solvers

The goal is agreement The goal is victory The goal is a wise outcome 
reached efficiently and amicably

Make concessions to 
 cultivate the relationship

Demand concessions as a 
condition of the relationship

Separate the people from the 
problem

Be soft on the people and 
the problem

Be hard on the problem and 
the people

Be soft on the people, hard on 
the problem

Trust others Distrust others Proceed independent of trust

Change your position easily Dig in to your position Focus on interests, not 
positions

Make offers Make threats Explore interests

Disclose your bottom line Mislead as to your bottom 
line

Avoid having a bottom line

Accept one-sided losses 
to reach agreement

Demand one-sided gains as 
the price of agreement

Invent options for mutual gain

Search for the single 
 answer: the one they will 
accept

Search for the single 
 answer: the one you 
will accept

Develop multiple options to 
choose from; decide later

Insist on agreement Insist on your position Insist on using objective criteria

Try to avoid a contest of will Try to win a contest of will Try to reach a result based on 
standards independent of will

Yield to pressure Apply pressure Reason and be open to reason; 
yield to principle, not pressure

(Source: Fisher and Ury, 1982)
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Body language
While over the centuries people have become more articulate, they have also 
developed an ability to hide how they really feel in situations. Thus as negotiators 
you may consider that the other side is being honest and open, but this may not be 
true. Although you may feel the other side is happy, this also may not be the case.

As a negotiator you must watch for the body language. No matter what 
people say, how they really feel can often be picked up from their body positions 
and gestures during the negotiations. It is not our intention in this general text 
to go into any great detail in this area, but Table 10.4 lists a number of postures 
and what they might indicate.

One should, of course, be very careful in interpreting body language. You 
can get it wrong. Experienced negotiators, however, over a period of time get 
to understand the body language of the other side, which can contribute to 
increased effectiveness. A good negotiator must also be attuned to the way 
people answer and ask questions. From the other side’s tone you can quickly 
pick up signals such as anger, impatience, annoyance and agreement.

Negotiation strategies
How buyers negotiate with suppliers will be affected by their long-term interests. 
In the case of long-term strategic suppliers, it is far more likely they will consider 
their negotiating approach in terms of:

■	 How it will affect future negotiations – e.g. a short-term manipulative or 
tactical strategy at the supplier’s expense could jeopardise a long-term 
agreement.

■	 Developing a supplier – a major buying organisation may well make 
considerable concessions to influence suppliers in order to encourage their 
development. However, with other suppliers a more aggressive negotiation 
stance may be taken.

■	 Reducing the supplier base – the preferred supplier may be given totally 
different treatment from others.

Posture Possible meaning

Leaning forward when making a point Interested; wants to emphasise a point

Avoiding eye contact May be embarrassed; not telling the truth

Arms folded; body turned away from you Defensive; no compromise. Not interested

Body turned towards you leaning forward Interested; warming towards your comments

Looking away at watch or at a window Wants to leave or avoid any further discussion

Hands supporting head and leaning  
back in chair

Confidence

Stroking nose regularly with a finger –  
avoiding eye contact

May be lying

Good eye contact; fingers stroking face Interested in what you are saying

Table 10.4 
The interpretation 
of postures

M10_BAIL6016_11_SE_C10.indd   339 4/8/15   7:25 AM



Chapter 10 • Negotiations

340

Negotiation mix
As you will now begin to appreciate, negotiations can take on different styles, 
e.g. aggressive, assertive or submissive, or may be dominated by a manipulative 
as opposed to an assertive phased approach. During the negotiations body 
language will be studied. One cannot say definitely which is the best way to 
negotiate or which is the best style; much will depend on existing relationships 
and objectives. It is, however, argued by experienced negotiators that a purely 
short-term manipulative approach to negotiations based on I win – you lose 
leads to long-term problems. These days, particularly with a view to longer-term 
negotiation objectives, one finds a move towards more of a win–win approach 
based on trading wants and using a phased approach to reach a settlement.

Mini case study
A UK engineering group received a price increase notification from a key US supplier. 
It was felt that this was possibly unjustified. Working with a local university, the buying 
company studied the economics of the situation fully, and also paid attention to the 
 practice of negotiation, including the use of role-playing exercises to sharpen skills. Thus 
prepared, the buying team met with representatives of the US supplier and achieved, 
instead of the sought increase in prices, an actual price reduction.

Best practice negotiation
Without adequately defining your objectives, preparing your case and planning 
your strategy, your chances of achieving your ideal objectives in a negotiation 
are minimal.

The initial phase should incorporate objective setting, preparation and 
planning. Preparation is about researching your own precise requirements and 
latitude for movement, the market, the other party’s strengths and weaknesses, 
and making assumptions about their ideal and fall-back positions.

■	The importance of planning
Negotiation is just like a major sporting event. The game is usually won or lost 
in the planning and preparation stages. Negotiation plans should be prepared 
with company colleagues and should include details of the objectives, roles of 
the individuals in the team, assessment of the other side’s goals, concessions 
that might be demanded or given and an assessment of your own strengths and 
weaknesses. During the planning process, it is possible that data to support the 
negotiation or further planning will be identified. These data collection tasks 
and the timescale will need to be allocated during the planning process. Finally, 
be aware that many negotiations are ongoing processes, so creating the right 
expectations from the other side will be a major contribution to success in the 
negotiation itself.
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Key planning and preparation steps
Here are some key planning and preparation steps to consider:

1 Manage your time
In research, 62 per cent of the people questioned spent one hour or less 
 preparing for a negotiation, and 68 per cent admitted that better preparation 
for their last deal would have produced a better outcome.

It is during the planning phase that the stage is set and expectations 
 managed. Effective negotiators envisage a far wider range of potential 
 variables, openings and outcomes than the average negotiator. They also 
spend more time considering areas of common interest between the parties.

When preparing for a negotiation remember to:

■	 consider the impact on the business;
■	 consider how attractive this business is to the other party;
■	 select the location for the negotiation;
■	 plan the opening, testing and moving phases of the negotiation;
■	 state assumptions;
■	 list questions to test the assumptions;
■	 be creative – the longer and more creative the list of variables, the more 

 flexible your strategy will be.

2 Prepare open questions
Open questions demand more information, e.g. ‘How will you innovate 
for us?’

It is the person asking the open questions and listening to the responses 
who will be in control.

If you have planned properly, you will know what information you require 
and what assumptions you have made concerning you, your business and the 
other party.

3 Design a strategy route map
A negotiation has clear phases and these must be planned. Avoid entering one 
without having drawn up a careful map of the direction and destination of the 
meeting and any subsequent events.

4 Consider style and personality
Personality type, negotiation styles and interests are all key factors in 
 building rapport and managing behaviour during a negotiation, and must be 
 considered in the planning stage.

It is important to be unpredictable within a negotiation to prevent the other 
party reading you too well. When you are planning, consider the response the 
other party is likely to give.
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5 Define your targets
Another part of the strategy should be setting well-defined targets for each 
 issue or variable.

Setting objectives from ‘ideal’ to ‘realistic’ to ‘walk away’ is paramount. It 
controls the extent to which you move from your ideal settlement point and 
the cost implications of concessions.

Skilled negotiators know the specific objectives for each variable: What 
must they get? What might they achieve in an ideal world? And what is 
 realistic? Make sure that the ideal is a stretching objective and that you have 
clear targets for each variable.

6 List your tactics
There are more than 75 tactics that are used during negotiations. If you 
 continue to use a pattern of the same tactics in each negotiation, the other 
party will prepare to counter them next time. It is important, therefore, to list 
and carefully plan the tactics you will use in each negotiation.

7 Rehearse your opening statement
A clear, well-defined and well-rehearsed opening state is crucial in order to 
condition the other party and manage their expectations.

Without doubt, thorough preparation and planning will determine the 
outcome of all negotiations.

Best practice strategic negotiation – ‘ACCORD’ 
model
Collaborative relationships are most likely to be single sourced and when we 
have such a relationship, we need to adopt a longer-term strategy where the 
 relationship is ultimately more important than short-term positions or gains 
because that is how to achieve long-term benefit. In this scenario,  negotiations 
become strategic and more collaborative.

The following describes a number of factors to be considered in negotiation 
and we explain strategic negotiation below in greater depth with the six-step 
‘ACCORD’ model.

■	 A – Aims and objectives. Within a strategic context, the aims and  objectives 
become long-term guiding principles which must focus on joint benefits, 
or win–win. Consequently, a full understanding of each other’s business 
needs is vital if the relationship is to succeed.

From the buyer’s perspective, guiding principles could include  preferential 
access to innovation and capacity, as well as dedicated  resources and 
 expertise. The seller could be guided by access to new markets,  guaranteed 
turnover and development partnerships.
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■	 C – Conditioning. This is a critical element in tactical negotiations 
and, because of the ‘human element’, will often have a role in  strategic   
negotiations. It is worth noting that within strategic relationships there will 
be contact at all levels within the organisations, much of it operational. It is 
inevitable, during these interactions, that both parties will be  conditioning 
each other.

■	 C – Creating a wide range of options. The freer exchange of information in 
strategic negotiation is vital as swapping information can result in a  better 
appreciation of each other’s position, the identification of each party’s real 
interests and generating options jointly as a route to problem solving.

The scope of option generation for both problem solving and continuous 
improvement will include all aspects of the relationship, particularly:

■	 design and specifications for products and components;
■	 supply chain analysis and the implications for managing risk,  performance, 

cost and value improvement;
■	 technology analysis of raw materials, components and manufacturing 

processes;
■	 cost analysis of components and products.

■	 O – Strive for open behaviour. It is sometimes difficult for buyers and  sellers 
to adopt open behaviour, but in strategic negotiation it is a  prerequisite. 
Open discussion within the context of guiding principles will normally 
identify common ground and build trust.. This will necessitate discovering 
the real needs and interests of the other side and what they mean in practice.

■	 R – Robust and rigorous in approach. In strategic negotiation there 
should be an agreed set of guiding principles that form the basis of the 
 negotiation plan. One company went through this process with its supplier 
and mapped out more than 40 situations that it believed would pressurise 
the relationship, and agreed what course of action it would take in each, 
and the parties agreed to put preventative measures in place.

■	 D – Specified deliverables. These can be divided into tangible and 
 intangible deliverables. They must be tightly defined, so that there is a 
 common understanding. Tangible deliverables might include:

■	 per cent of all deliveries will be made within 48 hours of order placement;
■	 lead time for non-stock items will be no more than two weeks;
■	 resolution of problems will not take more than two days;
■	 introduce vendor-managed inventory (VMI) on the top 10 items, by annual 

value.

Examples of intangibles:

■	 access to technical innovation;
■	 dedicated sales support;
■	 staff training or expertise transfer.

It will be necessary to establish a structured process to drive continuous 
improvement in areas such as cost, value and performance, including a joint 
agreement to invest, resource, measure and correct.
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Summaries of other examples of best practice negotiation approaches
Early in this chapter, three criteria to differentiate the successful negotiator were 
introduced. In conclusion, we put forward a more comprehensive list, which 
itself is far from definitive. Negotiation is a complex, fascinating subject, which, 
since it involves people, contains many variables. This list and the related 
discussion are meant only to indicate the areas which we and other writers have 
noted as pertaining to successful negotiation. Those who negotiate successfully:

■	 Plan well.
■	 Can deal with pressure.
■	 Listen well.
■	 Understand people well.
■	 Observe well.
■	 Can handle confrontation.
■	 Have sound business judgement.
■	 Avoid excesses.
■	 Are creative thinkers.
■	 Are committed to their cause once established.
■	 Are skilled at dealing with risk.
■	 Are skilled at asking questions.
■	 Have higher aspirations.
■	 Can handle time effectively.

Finally, we complete this chapter with some practical hints derived from the 
experiences of major negotiators:

■	 Negotiation is concerned with trading, not conceding.
■	 Always trade something for something.
■	 Remember, if you help me, then I’ll help you.
■	 Attempt to educate the other side by putting a price on their demands.
■	 Listen to what they say.
■	 Avoid interrupting a proposal.
■	 Entry terms can influence the other side’s expectations; therefore, open 

credibly, trade concessions and do not fear deadlock.

Managing the relationship – factors that influence supplier relationships:

■	 Competence and skills
■	 Importance to the business
■	 Management attitude
■	 Required deliverables
■	 Nature of the market
■	 Common goals
■	 Expectations on performance.
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Summary

■	 Good preparation is a must for successful negotiations.
■	 Don’t tell lies, but there is no need to tell the other side about things that will 

give them an advantage.
■	 Avoid too many arguments; remember only proposals can be negotiated.
■	 Remember which phase you are in and act appropriately.
■	 Avoid sarcasm, blaming or point scoring.
■	 Agree an agenda.
■	 Avoid accepting the first offer.
■	 Test assumptions.
■	 Do not change the price; change the deal.
■	 Find out your best alternative to a negotiated agreement. It helps you to 

 decide whether to agree or walk away.
■	 Value every ‘tradable’ in the other negotiator’s terms.
■	 Identify your strategic objectives.
■	 Use ploys carefully and in a limited way. Remember if the other side feels 

on reflection after the negotiations that they have got a bad deal it may ruin 
future deals.

■	 At the end of negotiations write down what has been agreed and show it to 
the other side for approval.

Summary
 1  Negotiation may not always be the appropriate way to reach an agreement – 

persuasion, complete acceptance, coercion or problem solving may prove sound 
alternatives.

 2  The authors outline three broad phases in the negotiation process: preparatory – 
analysing information, setting of objectives and developing strategies; meeting – 
introductions, clarification and the reaching of an agreement; and final 
– implementation of the agreement.

 3  The chapter emphasises the importance of pre-negotiation preparation – evaluating 
the objectives, entry and exit points.

 4  A skilled negotiator considers a wide range of options; gives a great deal of atten-
tion to common-ground aspects; is flexible dealing with issues as they arise. 
They confirm what has been agreed in a ‘first draft’ agreement, which is then 
confirmed/commented upon by the other party.

 5  Negotiation style depends on the objective to be achieved – short-term gain 
may use an aggressive, assertive style. This approach tends to lead to long-term 
problems. A longer-term ‘win–win’ approach based on trading wants is far more 
likely to reap reward – while one party may concede on price, it may be gaining 
on delivery or payment terms.
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Introduction
This chapter will explore the characteristics of projects and project procurement, 
identifying the range of approaches in project contracting and procurement. It will 
indicate how procurement can contribute to meeting the project’s objectives. 
Comparisons will be made between differing approaches using recent examples 
of the Scottish Parliament Building, Wembley Stadium and the project for the 
construction of the Terminal 5 building at Heathrow Airport in London.

Objectives of this chapter
■	 To outline the key features of projects
■	 To understand how procurement adds value in project management
■	 To examine various success factors and how these impact on the procurement 

activity
■	 To examine the issues of project planning
■	 To appreciate the importance of procurement within project control
■	 To consider the various types of contract for major projects such as Wembley 

football stadium and the Terminal 5 Building at Heathrow Airport
■	 To appreciate the issues involved in subcontracting
■	 To outline network analysis
■	 To provide an overview of risk management and its benefits

Introduction to projects
A project is a set of activities which:

■	 has a defined start point;
■	 has a defined end state;
■	 pursues a defined goal;
■	 uses a defined set of resources.

11
Project procurement
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■	All projects have common elements
■	 An objective – definable end result, output or product.
■	 Complexity – large number of different tasks.
■	 Uniqueness – projects are usually ‘one-offs’.
■	 Uncertainty – projects are planned before they are executed, hence they carry 

an element of risk.
■	 Temporary nature – defined beginning and end.
■	 Life cycle – resources needs change during the life of the project.

Projects can be categorised according to:

1 Their complexity – in terms of size, value and the number of people involved 
in the project. Complex projects are not necessarily difficult to plan, but 
they can be difficult to control because of the large number of activities they 
involve.

2 Their uncertainty – in terms of achieving the project objectives of cost, time 
and quality. Uncertainty makes projects difficult to plan because it makes it 
difficult to define and set realistic objectives.

3 Project management is the process of managing the activities within a project 
by planning the work, executing it and co-ordinating the contribution of the 
staff and organisations that have an interest in the project.

Successful project management depends upon various factors:

■	 Clearly defined goals.
■	 Competent project manager.
■	 Top management support.
■	 Competent project team members.
■	 Sufficient resource allocation.
■	 Adequate communication.
■	 Control mechanisms.
■	 Feedback capabilities.
■	 Responsiveness to clients.
■	 Trouble-shooting mechanisms.
■	 Project staff continuity.

Project management and control consists of five stages:

1 Understanding the project environment – the internal and external factors 
which may influence the project. Procurement has a vital contribution in 
terms of knowledge of the marketplace and risk management.

2 Defining the project – setting the objectives, scope and strategy for the 
project.

3 Project planning – deciding how the project will be executed. This involves 
five stages.

■	 Identifying the activities within a project – work breakdown structure. The 
work project breakdown structure helps as projects are often too complex 
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to be controlled unless they are broken down into manageable portions. 
This is done by building a family tree which specifies the major tasks or 
sub-projects. Once this top-level family tree has been built, the major tasks 
are subdivided until a manageable ‘work package’ is ultimately defined. 
Once defined, each work package is allocated its own objectives in terms of 
time, cost and quality.

■	 Estimating times and resources for activities – essential to monitor 
 contactor’s progress.

■	 Identifying the relationships and dependencies between the activities – 
network analysis.

■	 Identifying the schedule constraints – resources and time.
■	 Fixing the schedule.

4 Technical execution – performing the technical aspects of the project.
5 Project control – ensuring the project is carried out according to the plan.

These stages are iterative, rather than sequential.

Project planning
Project planning is particularly important where complexity of the project 
is high. The interrelationship between activities, resources and times in most 
projects, especially complex ones, is such that unless they are carefully planned, 
resources can become seriously overloaded at times during the operation. The 
involvement of procurement throughout is imperative as indicated by the mini 
case studies in this chapter.

■	What techniques can be used for project planning?
Network planning and Gantt charts are the most common techniques. The 
former is particularly useful for assessing the total duration of a project and 
the degree of flexibility or float of the individual activities within the project. 
The most common method of network planning is called the critical path 
method (CPM). The logic inherent in a network diagram can be changed by 
resource constraints. Network planning models can also be used to assess the 
total cost of shortening a project where individual activities are shortened.

■	What is project control and how is it done?
The process of project control involves three sets of decisions:

■	 How to monitor the project – check its progress.
■	 How to assess the performance of the project by comparing monitored 

progress to the project plan.
■	 How to intervene in the project in order to make the changes to bring it back 

to plan.
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Earned value control assesses the performance of the project by combining 
cost and time together. It involves plotting the actual expenditure on the project 
against the value of the work completed, both in the form of what was planned 
and what is actually happening. Both cost and schedule variances can then be 
detected.

Project control
It is essential to monitor the project in order to check on its progress. The main 
objectives of any project are usually defined in terms of cost, quality and time. 
Hence these are the things that need to be measured. In the case studies in this 
chapter the level of control varied and contributed to massive cost and time 
overruns.

■	How to assess the performance of the project by comparing progress 
with the project plan

Time can be monitored by comparing progress to plan. The planned times can 
be found on the project schedule.

Expected costs can also be estimated using the schedule. Normally few 
activities can be started immediately as most are dependent on other activities 
being completed. As the project progresses, more and more activities can be 
started. Then, towards the end of the project, fewer and fewer activities remain 
to be undertaken.

■	Project management via earned value
The concept of ‘earned value’ can be very useful in controlling large, expensive 
projects.

What is earned 
value (EV)?
 The simplest way to think of EV is to equate it with physical progress. As the 

term implies, it is gained through some effort. In project management, this 
value is earned as activities are completed. EV is also a measure of progress and 
has three main attributes.

■	 It is a common and consistent unit of measurement for progress on a project 
or any sub-element of the project.

■	 It provides a consistent technique for analysis of project performance.
■	 It forms a basis for comparing cost performance across projects or 

sub-elements.

EV uses the units of time and money. It provides the basis for cost performance 
analysis. It is necessary to know the planned cost at any time and the cost of 
work completed to date.

M11_BAIL6016_11_SE_C11.indd   352 4/8/15   7:26 AM



Project control

353

How is EV used? There are four steps to the setting up of an EV control system for a project and 
four steps in its subsequent use. To set up the EV system:

1 Establish a work breakdown structure (WBS) that divides the project into its 
component activities (or simply into manageable portions).

2 Estimate and allocate a cost to each activity.
3 Schedule the activities over time.
4 Construct a schedule for the overall project to confirm that the plan is 

acceptable.

To use EV as a control process:

1 Calculate how much physical or intellectual work has been scheduled to be 
completed as the point of measurement. What was the budgeted value of the 
work scheduled?

2 Calculate how much of the scheduled work has actually been accomplished. 
What is the budgeted value of the work actually performed?

3 Calculate the costs which have actually been spent and/or incurred.
4 Finally calculate the ‘schedule variance’ which in EV is the difference  between 

our planned value scheduled and our EV achieved, and the ‘cost variances’.

Earned value Rather than measuring progress in terms of days of work completed, EV control 
measures the value of work done. There are three important measures associ-
ated with EV control.

■	 The budgeted cost of work scheduled (BCWS) – this is the amount of work 
that should have been completed by a particular time.

■	 The budgeted cost of work performed (BCWP) – this is the actual amount of 
work that has been completed by a particular time.

■	 The actual cost of work performed (ACWP) – this is the actual expenditure 
that has been incurred as a result of the work completed by a particular time.

From these three measures, two variances which indicate deviation from 
plan can be calculated:

■	 Schedule variance (SV) = BCWP minus BCWS.
■	 Cost variance (CV) = BCWP minus ACWP.

It is essential to intervene in the project in order to make the changes which 
will bring it back to plan. When intervening in the project it is important to 
be aware of interactions, and/or the knock-on effects of any interactions. 
 Figure 11.1 outlines earned value.

For partnering to be successful, it must be based on a sound contract and both 
parties must understand their responsibilities.

Valid claims at the end of the contract should be a thing of the past. For this 
to happen, the contract needs to provide for the contractor to be able to request  
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a variation. The monthly reporting procedure also needs to provide for the 
contractor to keep the client informed of the cost of any variations that have 
not been approved. With this procedure, valid claims at the end of the contract 
should only result from the client’s refusal to recognise the validity of the 
contractor’s request for a variation at the time of the event. Therefore, the 
contract must establish a recognised ‘variation to contract form’.

These techniques should not be regarded as being solely preventative 
measures and should encourage cooperation and assist in sustaining a 
partnering relationship.

■	Administration instructions
The use of administration instructions should be one of the key elements in 
claims avoidance strategy. The contract should require the contractor to provide 
a monthly report that addresses predetermined issues, including;

■	 highlights – problems, solutions, key events;
■	 volumes to date and forecast;
■	 financial information – variations priced and agreed, the estimated value 

of variations issued but not agreed and, crucially, the estimated value of 
requested variations considered to be outstanding;

■	 performance – in line with the basis of reporting stated in the contract;
■	 resource information;
■	 health and safety information.

It is difficult for the contractor to make a claim at the end of the contract if 
no relevant mention has been made in the monthly report during the contract. 
However, if concerns are raised and the client has not taken appropriate action, 
the monthly report will be used in support of the claim.

Figure 11.1
Earned value
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The correct use of the monthly report and monthly meetings, together 
with the prompt issuing of variations, goes a long way to reducing the need 
for endless point-scoring correspondence. The mini case study of the Scottish 
Parliament demonstrates how projects that are not effectively managed can 
result in the original project objectives of time and cost vastly exceeding budget.

Mini case study – Scottish Parliament: 
the £431m question
Scotland’s new parliament building cost more than 10 times the original estimate and 
opened three years behind schedule.

Official cost estimates changed 10 times and ballooned from the initial £40 million 
estimate to a final £431 million.

The procurement model chosen for Holyrood in early 1998 has emerged as the root 
of the problem. A fast-track contracting method known as construction management was 
used to build the parliament. It works by splitting a large building job into numerous 
smaller packages that are designed, tendered and let independently of one another.

Its main advantage is to speed up construction, because the overall design does not 
have to be complete before basic building work can begin.

It does not allow a client to know the total cost of a project until well after work has 
begun. It is considered risky for the client, which is responsible for running each individual 
package – in this case more than 60.

The project cost escalated from about £40 million in 1997 to £109 million in 1999, 
£241 million in 2001 and £294 million in 2002, and finally £431 million in February 2004.

There were 18,000 design change orders over the five years of construction, combining 
to form a three-year delay. Requests for design freezes on three occasions were ignored.

The reality is that construction management was the only contract option for a client 
wanting to make an early start on a project that was still at the design concept stage.

It is also clear that this was a classic case of procurement expertise being bypassed. 
The procurement department at the Scottish Office was not involved in the project. It was 
not consulted over the procurement model.

There is nothing wrong with construction management as a procurement route. It is 
best suited to high-quality, potentially high-cost projects, where the client is fully engaged, 
has a clear goal and works closely with the supply side team.

Some estimates put the money lost to delays and backtracking over design changes at 
as much as £100 million. If one trade contractor has a problem, it tends to ripple through 
all the others and cause delay and changes. The contracts are with the client, so the client 
picks up the cost of that.

However, between the extremes of fixed speedy construction management, a host of 
options exist under the heading of ‘conventional’ procurement. Their structures affect the 
risk and control over the final design that falls to the client.

The ‘design and build’ route would have seen the project management team drawing 
up a detailed design brief, which the main contractor then builds. It leaves the contractor 
footing the bill for cost overruns, but freezes the design as well.

A middle-of-the-road option, prime contracting, keeps design more open, but cuts the 
risk of costs going up if things go wrong. This is because a contractor joins the client’s 
project management team, and brings its entire supply chain of proven builders and 
suppliers along.

Then there is management contracting, where the client retains the design brief fully 
and splits up the project into small packages to be individually let, as in construction 
management. However, a professional intermediary runs all of the contractors on a daily 
basis, although they are still contracted to the client, which pays for design alterations.
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The following case study examines the project to build the new Wembley 
 Stadium in the UK. It is a prime example of adversarial procurement and project 
management, which Latham was recommending should be replaced by a 
partnering approach.

Management contracting may, it seems, have given a more stable framework to the 
project by introducing an industry expert to run the many contractors.

Construction management was not the most suitable procurement vehicle. Sir Michael 
Latham, whose influential 1994 report, ‘Constructing the Team’, called on the construction 
industry to move towards partnering in the supply chain, says that full partnering should 
have been used to share the risk between client and contractor.

Mini case study – Wembley Stadium
The completion of the £757 million Wembley Stadium project faced many delays after 
claims by main contractor Multiplex that client Wembley National Stadium Ltd (WNSL) 
had not begun some of the works required to achieve practical completion.

The delays by WNSL meant that Multiplex was unable to sign off the works for 
approval and reach practical completion.

Wembley Stadium firmly rejected Multiplex’s statement and refuted any claims made 
against them.

WNSL appeared to blame Multiplex 100 per cent for the delays.
Multiplex strongly disputed the claims and replied that design changes from the client 

were partly to blame.
Multiplex believed that the changes justified an extension of time.

Mini case study – Terminal 5 London Heathrow
The new £4.2 billion fifth terminal at London Heathrow Airport opened in 2008 and 
will boost Heathrow’s passenger capacity by around 50 per cent to more than 90 million 
annually. Unlike so many comparable high-profile construction projects, however, T5 was 
on time and to budget. In a sector where huge delays and vast overspends are commonplace 
(the £40 million Scottish Parliament building was years late and cost 10 times the original 
estimate), this is uncommon.

Suppliers were partners and were involved at a much earlier stage than is normally 
the case; usually there is a complete break between the consultants who design and the 
contractors who build – there is no meeting of minds.

By integrating the design-and-build processes with their requirements, BAA, the 
 British Airports Authority, avoided any adversarial approach . . . BAA’s new way of 
working was the contract, which tells them what to do to make things go right. Perhaps the 
most singular aspect of it is the fact that BAA shouldered all the risk. It was a bold move 
that ran counter to standard procedure (partnership deals usually involve shared risk), 
but has worked. Freed of concerns over who takes all the risk, contractors concentrated 
instead on doing a quality job.

This document was called the T5 Agreement. Instead of concentrating on apportioning 
blame and compensation after problems arise, the T5 Agreement aimed instead to 
encourage effective cooperation. The contractors elected to work in partnership, using the 
same offices, sharing information and resources and, crucially, any savings or overruns. 
Contractors were paid on a cost-reimbursable basis, with performance encouraged by 
offering bonuses for beating target costs and completion dates.
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It was a more proactive approach, working together with their contractors and solving 
the problem rather than apportioning the blame. Suppliers worked as part of an integrated 
team to mitigate potential risk and drive exceptional achievement.

The contractors actually stated that they wanted different behaviours. Basically they 
behaved with their suppliers as they would want them to behave with them, and created a 
problem-solving environment rather than a blame culture.

The whole T5 strategy was distilled into four statements: to build T5 on time, on 
budget, to high quality standards and to do it all safely.

‘The Contract’
The T5 Agreement is BAA’s response to a project whose sheer size and complexity 
defy traditional construction management techniques. Legally binding, in essence it is 
a contract in reverse. Instead of specifying what redress can be taken in the event of 
things  going wrong, it aims to stop problems happening in the first place. This is done 
by fostering constructive behaviour and a recrimination-free environment. Key features 
include:

Ownership of risk
In contrast to most so-called partnership deals, risk is not shared between client and 
contractors. BAA carries it all, allowing contractors to concentrate on delivering results. 
The focus is on managing out the cause of problems, not their effects if they do happen.

Complexity management
The task of building T5 is split into 16 main projects, plus 147 sub-projects of between 
£30 million and £150 million each. The agreement binds BAA and its 60 key  first-
tier suppliers only; these suppliers are themselves responsible for the appointment and 
management of second- and third-tier suppliers, who must also work within the spirit of 
the agreement.

Close supplier involvement
To avoid the traditional and potentially damaging demarcation between design and build, 
key suppliers were brought on board at a much earlier stage in the planning process than 
is usual. This enabled potential hitches to be spotted before designs were finalised and 
construction began.

Integrated teamwork
Both within and across teams, the concentration has been on proactive problem solving 
rather than the avoidance of litigation.

Shared values
Common induction programmes and regular communication initiatives help to ensure that 
all of the 6000 workers from 400 supplier companies who can be involved at any given 
time share the same values and objectives, which include being proud of working on T5 
and delivering the project on time, on budget, to quality and safely.
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One of the key critical success factors in project procurement is the effective 
management of subcontractors.

Subcontracting
Organisations of all kinds subcontract aspects of their activity, and subcontracting 
is often viewed as a means of augmenting limited resources and skills while 
enabling the contractor to concentrate on their main area of expertise. A main 
contractor in project engineering normally assigns part of the contract work 
to subcontractors, who are legally responsible to the contractor rather than 
the client even when the client has stipulated which subcontractor is to be used. 
The specialised subcontractor is better positioned to secure and maintain a grip at 
the leading edge of technological change and innovation (see Figure 11.2).

■	Selecting a subcontractor
Key questions in major subcontractor selection include:

■	 What is the company’s major specialisation? For example, are they general 
machinists, or are they capable of working to close tolerances?

■	 For whom have they worked? How long have they worked for these 
companies?

■	 What part of their capacity is on subcontract work? Can it be established 
whether the resources allocated to subcontracting will fluctuate in 
accordance with other sales?

■	 What is their capacity in terms of plant and output devoted to subcontract 
work?

■	 Have they a permanent and well-trained labour force?
■	 Are their quality-control procedures adequate?
■	 Are their engineering standards, procedures and controls adequate? How 

reliable is their forecast of availability of capacity?

There are two key innovations. This first is an ‘incentive fund’ which aims to provide a 
financial reward for getting things right in the first place. If time and cost targets are met, 
the fund is divided between the suppliers involved, so it is in everyone’s interests to work 
together to solve problems before they start costing money. Conversely, if a supplier fails 
to perform, everyone suffers because the incentive fund pays out to put things right and 
there is less at the end of the day for the suppliers to share.

Second, the working arrangements have been structured to encourage cooperation 
 between suppliers. Suppliers work together to targets agreed with the client.

A further benefit of the cooperation at the heart of the project is that it gives suppliers 
opportunities to work together to reduce costs through aggregated spending. Low-voltage 
electrical switchgear, for example, which would normally have cost about £22 million, 
ended up at £15 million. Lighting came in at £9.5 million against the £12 million it would 
have cost if bought separately by several suppliers. Typically, savings were 10–20 per cent.

BAA fundamentally changed the relationship between clients and suppliers.
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■	 Are their production-control procedures adequate?
■	 Are they adequately financed?
■	 What is the state of their order book, current and projected?
■	 If tooling is required, can they make the tools themselves?
■	 Do they own their own transport? Is it reliable? If they use a carrier, which 

will be used? Is it reliable?
■	 In higher levels of subcontracting, does the company itself employ 

subcontractors?
■	 What tools and skills are required for the contract?
■	 What tools will be provided by the subcontractor?

Construction projects are often very complex in nature and the contractual 
arrangements usually reflect and amplify the complexity. A very complex 
 construction project is often divided into phases which represent the major 
categories of work; for example, phase one would be ground preparation and 
foundations, and so on. The client may appoint one main contractor for the 
project or one for each phase. Sometimes the client nominates a particular 
subcontractor to complete one element of the project; in other cases the client 
issues a list of approved subcontractors. If the contractor seeks to appoint a 
subcontractor not included on the approved list, they will need to obtain the 

Figure 11.2
Subcontracting
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approval of the client. The client will appoint a project manager to supervise 
the project to ensure timely completion to cost and specification. Large-scale 
construction projects are notoriously difficult to manage. In spite of careful 
preliminary investigation and planning, many exigencies often emerge as the 
work proceeds. The project manager’s team incorporates specialists within 
the client organisation, but also includes members of the contractor’s and 
subcontractor’s organisations, all working within a common aim of completing 
the project. Precise and detailed definition of the work which the contractor is 
to carry out and be responsible for is necessary. Particular regard should be given 
to the subcontractor’s responsibility for making good other work, materials, 
equipment or access ways damaged in carrying out the services; omissions or 
ambiguity can be expensive.

Responsibility for the provision of facilities, plant, storage and receiving, 
power and other services (often such common services are provided by the 
main contractor) should be stated. If assistance is given, this should be allowed 
for in the price, and steps taken to make such facilities available when required. 
Locations available to the subcontractor for storage or work should be clearly 
defined, preferably before the subcontract is awarded. Subcontractors often 
cannot commence work until some previous stage has been completed, so it 
is important that schedules are realistic (part of the project manager’s role). If 
building and civil engineering work needs to be inspected and approved in the 
course of construction, it should be laid down which organisation is responsible 
for informing the inspector that the work is ready to be inspected. It must be 
made clear who obtains the permission to carry out work which may interrupt 
traffic flow or the passage of pedestrians. Care taken in defining requirements 
will simplify supervision and inspection during the course of the project, to 
 ensure that the subcontractor:

■	 works in accordance with the specification as regards materials and  
practice;

■	 does not use any material, equipment or facility without authority;
■	 observes safety regulations; and
■	 makes progress in accordance with the negotiated time and leaves the site or 

workplace cleared or ready for the next stage.

It is important to define the subcontractor’s liability for damage to  persons 
and property. The extent to which the main contractor is indemnified 
in  respect of claims must be stated. Care must be taken that the main 
contractor’s insurance policy provides adequate cover for the subcontract 
operation,  particularly as regards third-party liability. Careful records should 
be kept by all parties in relation to activities on site covering relevant factors 
such as: interruption of works – duration and reasons; exceptional weather 
conditions; hazardous  occurrences; variations to the contract. These records 
may prove valuable in  respect of a dispute or variations claim for additional 
payment.
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Network analysis
A group of techniques known as network analysis is often used to assist in the 
planning and control of certain types of project. Essentially, these are ways to 
organise and present certain information, such as what activities constitute the 
project, how these activities are related logically, their duration and cost and the 
demand they make on resources. Critical path analysis is the network analysis 
technique which determines minimum project duration, and this is the one we 
shall consider.

This technique can be applied to any collection of related activities which 
has a definite beginning and a definite end. In the classroom, for purposes of 
explanation, it can be applied to such simple ‘projects’ as making a cup of tea 
or dressing in the morning. In the real world, it is applied only to complicated 
projects, for example:

■	 constructing and equipping a new factory;
■	 launching a new product;
■	 setting up a new department;
■	 building and civil engineering contracts, for example, a new motorway, a 

new department store, a new town;
■	 major overhaul of a chemical plant or a blast furnace.

The word ‘new’ occurs frequently in these examples. Network analysis has 
notched up most of its successes on new projects rather than on the replanning 
of operations which have been carried out for a considerable time. One of 
the first successful applications to be described was, in fact, a very large-scale 
procurement project which was in several ways unprecedented. This was 
the design, development, construction, equipping, staffing and getting into 
operation of the first fleet of nuclear submarines armed with Polaris missiles by 
the United States Navy. Much as the existence of these frightful weapons may 
be deplored, and still more their proliferation, a detached view can still be taken 
of the way this gigantic project was planned and controlled. It was actually 
completed ahead of time.

Network analysis calls for the production of a visual representation of 
the project in the form of a network of arrows which show the activities. 
 Consecutive arrows stand for activities which must be carried out in sequence; 
parallel ones show activities which can be carried out simultaneously. Following 
this, the calculation of timing and, for certain applications, such other matters 
as cost,  resource allocation etc. is done. This part can be handled on a computer.

The following are the usual steps in the preparation of a critical path analysis 
of a project:

1 List the activities or jobs which have to be done to complete the project. Careful 
thought is needed as to what has to be done and how best to do it. A decision is 
also needed as to the level of detail to be shown. (Sometimes an outline network 
is prepared for top management, with detailed networks for operational use.)
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2 Sketch a rough arrow diagram on rough paper or a blackboard. For each 
 activity ask: Which activities must be completed before this starts? Which 
ones cannot start until this is complete? Arrows start and finish in junction 
points shown as circles or ellipses and known as nodes or events. Every 
 activity shown by an arrow going into an event must be complete before any 
activity shown by an arrow coming out of that event can start. Consequently 
an event is defined as: ‘A state in the progress of a project after the completion 
of all preceding activities but before the start of any succeeding activity.’

3 Find out how long each activity will take to complete and write its duration 
on the diagram.

4 Time the network, determining minimum project duration and critical path.
5 Re-draw the network, producing a neat version for circulation. Avoid crossed 

arrows and backward pointing arrows if possible. Earliest and latest dates can 
be shown in the event circles, which should also be numbered.

6 Re-plan if necessary to speed things up or to balance the use of scarce resources.

We illustrate this by the following example.

■	Project X: example of critical path analysis
An order has been received to make a batch of equipment. This involves 
preparation of detailed drawings and works orders, buying out parts and 
materials, machining components, assembling, testing and shipping. Activities 
involved and their durations in weeks are:

Detailed drawings and works order 3

Purchase castings 5

Purchase forgings 6

Purchase assembly parts 2

Purchase crates and packing 4

Draw bar stock from stores 0.2

Machine castings 3

Machine forgings 3

Machine bar 1

Assemble 2

Test 1

Pack and ship

Questions 1 Draw the network for the above.
2 If start time is week 0, what is the latest time at which castings could be issued 

for machining if the whole batch is to be completed on time?
3 In week 6 a serious fire at the crate manufacturer’s works destroys work in 

progress and means the procurement department have to find a new source 
for the crates. How much time have they got to get the crates in?

4 Draw a Gantt or other bar chart for the events and activities on the network.
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Figure 11.3 Arrow diagram for project X

Solution Figure 11.3 shows the diagram as it exists on completion of step 5. The initial 
activity, preparation of detailed drawings and works order, is shown by the first 
arrow, referred to as 1–2 because it connects event number 1 to event number 2. 
On completion of this activity, a number of others can be started: activities 2–3, 
2–4, 2–5, 2–6 and 2–8. Event 9 is the completion of the whole project.

Conventionally, the start date is at first shown as time 0. Since the first 
activity, 1–2, has a duration of 3 weeks, the earliest date for event 2, that is to 
say the earliest date at which activities 2–3, 2–4, 2–5, 2–6 and 2–8 can start, 
is the end of week 3, and this is shown in the top right-hand quadrant of the 
circle known as event 2. Since activity 2–4 cannot start until week 3, and has a 
duration of 6 weeks the earliest date for event 4 is 3 + 6, that is, the end of week 
9, as shown in the top right-hand quadrant of the corresponding event circle. 
Proceeding in this fashion we reach event 9 and find the project minimum 
duration to be 16 weeks.

In most cases, the minimum duration is also the maximum duration since 
completion is required as soon as possible. We have found the earliest date for 
event 9 to be week 16; we now say that this is also the latest date for event 9. The 
latest date is written in the lower right-hand quadrant. Activity 8–9 has a duration 
of 1 week. Since the latest date for its completion is week 16, the latest start date 
for it is week 15, which therefore becomes the latest completion date for event 8.

The critical path is the sequence of activities which determines minimum 
project duration because its total duration is longer than that of any other 
 sequence of activities in the network. Here it is activities 1–2, 2–4, 4–6, 6–7, 7–8 
and 8–9. In all the events on this sequence, earliest date is the same as latest  
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date, and the duration of each activity in the sequence is the same as the 
difference between dates for predecessor and successor events. The critical path 
is marked out by a heavy line.

Some activities, however, are not on the critical path, for instance, 2–3 and 
3–6 which have a week of ‘slack’ or spare time between them. In answer to 
question 2, we can therefore say that the latest date at which castings could 
be issued for machining is week 9, as shown in the lower right-hand quadrant 
of event number 3. This is because the machining takes 3 weeks and must be 
complete by week 12, the latest date for event 6. The answer to question 3 is also 
clear from the diagram. The crate purchase is shown as arrow 2–8, which has a 
latest completion date of week 15. The fire occurred in week 6, leaving 9 weeks 
to locate a new source and obtain the crates.

Two versions of the Gantt chart called for in question 4 are shown in 
 Figure 11.4. Gantt and other bar charts are often drawn for ordinary time-only 
networks at the stage where the critical path network is converted into a  detailed 
work plan. These charts show the expected duration of jobs by horizontal lines 
drawn against vertical divisions which represent time intervals; actual time 
taken is shown by differently coloured lines. They are useful for controlling 
relatively simple projects, but they become less useful as the project gets more 
complex, because they cannot easily show the relationship between the various 
jobs in a work package or project.

Another network application is to combine time data with cost data.
PERT/COST (PERT stands for Production Evaluation Review Technique) was 

developed not long after PERT/TIME and has been used for years on big US 
 defence contracts. Costed networks can be used right through a large contract 
from tendering stage to final payment. Costs can be attached to individual jobs, 
but it is usual to attach them to groups of jobs or work packages. Builders now 
request progress payments based on completed sections of networks, and this is 
said to be easier for the client to check as well as enabling job progressing and 
collecting payments, both to be done by the same method. Costed networks 
usually show:

■	 actual costs incurred to date;
■	 budget estimates for rest of project; 
■	 commitments for further expenditure, i.e. purchase orders outstanding.

Risk
Risk can be defined as: ‘The combination of the probability of an event and its 
consequences’.

In all types of undertaking, there is the potential for events and consequences 
that constitute opportunities for benefit (upside) or threats to success 
(downside).
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Figure 11.4 Bar charts for project X
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■	Risk management
Risk management is a central part of any organisation’s strategic management. 
It is the process whereby organisations methodically address the risks attaching 
to their activities with the goal of achieving sustained benefit within each 
activity and across the portfolio of all activities.

The focus of good risk management is the identification and treatment 
of these risks. Its objectives are to add maximum sustainable value to all the 
activities of the organisation. It marshals the understanding of the potential 
upside and downside of all those factors that can affect the organisation. It 
increases the probability of success and reduces both the probability of failure 
and the uncertainty of achieving the organisation’s overall objectives.

Risk management should be a continuous and developing process which runs 
throughout the organisation’s strategy and the implementation of that strategy. 
It should address methodically all the risks surrounding the organisation’s 
activities past, present and, in particular, future.

Figure 11.5 and Table 11.1 depict examples of internal and external drivers 
of key risks. Tables 11.2 and 11.3 can be used to facilitate the description and 
assessment of risks.

Organisation’s strategic objectives

Risk reporting (threats/opportunities)

Decision

Risk treatment

Residual risk reporting

Monitoring

Monitoring

Risk assessment

Risk evaluation

Risk analysis

Risk identification

Risk description

Risk estimation

Formal
audit

Figure 11.5
The risk 
 management 
process
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1. Name of risk

2. Scope of risk Qualitative description of the events, their 
size, type, number and dependencies

3. Nature of risk E.g. strategic, operational, financial, 
 knowledge or compliance

4. Stakeholders Stakeholders and their expectations

5. Quantification of risk Significance and probability

6. Risk tolerance/appetite Loss potential and financial impact of risk

Value at risk

Probability and size of potential losses/gains

Objective(s) for control of the risk and desired 
level of performance

7. Risk treatment & control mechanisms Primary means by which the risk is currently 
managed

Levels of confidence in existing control

Identification of protocols for monitoring and 
review

8. Potential action for improvement Recommendations to reduce risk

9. Strategy & policy developments Identification of function responsible for 
 developing strategy and policy

Table 11.1 
Examples of internal 
and external drivers 
of key risks

External risks

Financial risks
Interest rates
Exchange rates
Credit

Strategic risks
Competition
Customer changes
Industry changes
Customer demand

Operational risks
Regulations
Culture

Hazard risks
Contracts
Natural events
Suppliers environment

Internal risks

Financial risks
Liquidity and cash flow
Accounting contracts

Strategic risks
Research and development
Intellectual capital

Operational risks
Recruitment
Supply chain
Information systems

Hazard risks
Employees
Properties
Products/services

Table 11.2 
Risk description 
table
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(a) Consequences – both threats and opportunities

High Financial impact on the organisation is likely 
to exceed £x

Significant impact on the organisation’s 
 strategy or operational activities

Significant stakeholder concern

Medium Financial impact on the organisation likely to 
be between £x and £y

Moderate impact on the organisation’s 
 strategy or operational activities

Moderate stakeholder concern

Low Financial impact on the organisation likely to 
be less than £y

Low impact on the organisation’s strategy or 
operational activities

Low stakeholder concern

(b) Probability of occurrence – threats

Estimation Description Indicators

High (probable) Likely to occur each year or 
more than 25% chance of 
occurrence.

Potential of it occurring 
several times within 
the time period (for 
example – 10 years)

Has occurred recently.

Medium (possible) Likely to occur in a ten-year 
time period or less than 25% 
chance of occurrence.

Could occur more than once 
within the time period (e.g. 10 
years)

Could be difficult to con-
trol due to some external 
influences

Is there a history of 
occurrence?

Low (remote) Not likely to occur in a ten-
year period or less than 2% 
chance of occurrence.

Has not occurred

Unlikely to occur.

(c) Probability of occurrence – opportunities

Estimation Description Indicators

High (probable) Favourable outcome is likely 
to be achieved in one year or 
better than 75% chance of 
occurrence

Clear opportunity which can 
be relied on with reasonable 
 certainty, to be achieved in 
the short term.

Medium (possible) Reasonable prospects of 
favourable results in one year 
of 25% to 75% chance of 
occurrence

Opportunities which may be 
achievable but which require 
careful management.

Low (remote) Some chance of favourable 
outcome in the medium term 
or less than 25% chance of 
occurrence.

Possible opportunity which 
has yet to be fully investi-
gated by management

Table 11.3 
Risk estimation
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■	Risk identification techniques – examples
■	 Brainstorming
■	 Questionnaires
■	 Industry benchmarking
■	 Scenario analysis
■	 Risk assessment workshops
■	 Incident investigation
■	 Auditing and inspection
■	 HAZOP (HAZard and OPerability studies)

■	Risk analysis methods and techniques – examples
■	 Market survey
■	 Test marketing
■	 Research and development
■	 Business impact analysis
■	 SWOT analysis (Strengths, Weaknesses, Opportunities, Threats)
■	 Event tree analysis
■	 Business continuity planning
■	 Real option modelling
■	 PESTLE (Political Economic Social Technical Legal Environment)
■	 Threat analysis
■	 Fault tree analysis
■	 FMEA (Failure Mode and Effect Analysis)

■	Find your weakest link
The importance of effective supply chain risk management is increasing all the 
time because the very strategic businesses employ to maximise efficiency and 
strip out costs – including outsourcing, supplier consolidation, globalisation 
and low-cost-country sourcing – are also making supply chains more vulnerable. 
As a result, accidents and disasters in one country can cause a knock-on effect 
on supply chains that resonate worldwide.

Ultimately, whether your supply chain is local or global, one principle 
remains: the longer the supply chain, the more that can go wrong. A supply 
chain is only as strong as its weakest link – making effective supply chain risk 
management all the more important.

But many businesses fail to manage the risks associated with supply chains. 
Risk management is often perceived as running counter to a firm’s core business 
culture and strategy. Rather than leading to the pursuit of a strategy that yields 
the best returns, it’s seen as a brake on profit generation.

This is borne out by attitudes to supply chain risk. Research has shown that 
90 per cent of firms fail to carry out a risk assessment prior to outsourcing.
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Many do little more than generate an annual risk register, often as a result of 
a request from an insurance company. While a register stimulates some activity, 
it can become little more than a paper or spreadsheet exercise and does not 
constitute effective supply chain risk management. ‘Paying lip service to the 
principle of supply chain risk management increases the devastating impact of 
supply failure – consequent losses can run into billions.’

The solution is to go beyond the reactive annual risk register and adopt a 
system of proactive supply chain risk management.

Incorporating risk considerations into what have historically been highly 
cost-focused analyses requires a shift in thinking and organisational behaviour. 
While procurement teams remain focused on price reduction, waste reduction 
and supplier performance measures – rather than engaging fully with the 
ever more important issue of supply chain risk – opportunities for total cost 
reduction are ignored and the prospect of serious supply failure is increasing.

Best practice risk management
Risk identification
Your business probably already has a risk register and the procurement and 
quality teams, in particular, should have a proactive approach to identifying 
where supply chain risks lie.

Reworking the risk register is a multi-functional process, which needs the 
collaboration and experience of colleagues throughout the business in quality, 
planning, forecasting, operations and logistics.

Risk valuation and prioritisation
It s not just a matter of prioritising the risks according to potential impact and 
likelihood. The key step is to calculate a credible financial value for the risks, 
where value = cost of failure * likelihood (probability) of the event occurring. 
Once the risks are valued, they are easy to rank and prioritise.

Make sure that you appreciate the true cost of failure. Procurement/supply 
chain management should think in terms of cost, but also the value to the 
business should be measured in lost profitability.

Establish contingencies and controls
Risk management is the process of taking actions to reduce the likelihood and/
or impact of the event. For each important risk, control measures should be 
identified and given to a risk owner.

The impact of each control measure can be forecast and valued. This vital 
step will help you allocate the correct resources to address the most important 
risks. Measurable actions can be added to personal objectives; individuals can 
be held accountable and rewarded.
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Summary

■	Risk management benefits
It is a source of competitive advantages, enabling companies to pursue 
rewarding strategies, with confidence that they are able to manage the 
attendant risks.

It enables you to involve individuals and departments and reward them 
 according to the impact their actions have on supply chain risk.

Summary
 1  Project management is the process of managing the activities within a project 

by planning the work, executing it and co-ordinating the contribution of the 
staff and organisations that have an interest in the project.

 2  Project planning is particularly important where complexity of the project is 
high. The interrelationship between activities, resources and times in most 
 projects, especially complex ones, is such that unless they are carefully planned, 
resources can become seriously overloaded at times during the operation. The 
involvement of procurement throughout is imperative.

 3  Project planning – network planning and Gantt charts are the most common 
techniques. The former is particularly useful for assessing the total duration of a 
project and the degree of flexibility or float of the individual activities within 
the project.

■  The most common method of network planning is called the critical path 
method (CPM).

■  The logic inherent in a network diagram can be changed by resource 
constraints.

■  Network planning models can also be used to assess the total cost of 
 shortening a project where individual activities are shortened.

 4  The concept of ‘earned value’ (EV) can be very useful in controlling large, 
 expensive projects. Rather than measuring progress in terms of days of work 
completed, EV control measures the value of work done. There are three 
 important measures associated with EV control.

■  The budgeted cost of work scheduled (BCWS) – this is the amount of work 
which should have been completed by a particular time.

Measurement and monitoring
Once you have identified and valued the risks and produced the action plan, 
the final step is to monitor and measure progress. By monitoring reviewing and 
enhancing managing potential supply chain problems becomes an  ongoing 
and sustainable process.
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■  The budgeted cost of work performed (BCWP) – this is the actual amount of 
work which has been completed by a particular time.

■  The actual cost of work performed (ACWP) – this is the actual expenditure 
which has been incurred as a result of the work completed by a particular time.

 5  Case studies of the Scottish Parliament, Wembley Stadium and Terminal 5 for 
London Heathrow Airport are included to demonstrate the varying approaches 
towards project procurement involving adversarial and partnership approaches.

 6  Organisations of all kinds subcontract aspects of their activity, and  subcontracting 
is often viewed as a means of augmenting limited resources and skills while 
 enabling the contractor to concentrate on their main area of  expertise. A main 
contractor in project engineering normally assigns part of the contract work to 
subcontractors, who are legally responsible to the contractor rather than the 
 client even when the client has stipulated which subcontractor is to be used.

 7  A group of techniques known as network analysis is often used to assist in the 
planning and control of certain types of project. Essentially, these are ways to 
organise and present certain information, such as what activities constitute the 
project, how these activities are related logically, their duration and cost and 
the demand they make on resources. Critical path analysis is the network 
 analysis technique which determines minimum project duration, and is the 
one this chapter considers. This technique can be applied to any collection of 
related activities which has a definite beginning and a definite end.

 8  Risk management is a central part of any organisation’s strategic management. 
It is the process whereby organisations methodically address the risks attaching 
to their activities with the goal of achieving sustained benefit within each 
 activity and across the portfolio of all activities.

The focus of good risk management is the identification and treatment of these 
risks.
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12
Procurement of commodities

Introduction
The primary commodities are natural products rather than manufactured  products. 
This affects the prices at which they are sold, even though they  normally enter into 
trade in processed or partly manufactured form rather than just as harvested or 
mined. Cocoa, coffee and sugar, for instance, are processed before they reach 
the market. Many primary commodities are bought and sold locally without 
entering into world trade. This chapter is mainly concerned with those primary 
commodities that are in worldwide demand, and are traded worldwide, so that 
organised commodity markets have developed to facilitate that trade.

Objectives of this chapter
■	 To identify the different soft and hard commodities and their impact on the 

material costs of producers incorporating them
■	 To evaluate the different short-term and long-term price stabilisation techniques
■	 To consider the risks of speculation and measures undertaken to reduce them
■	 To appreciate that modern futures markets trade only in titles or rights to 

commodities rather than actual goods
■	 To consider various procurement techniques
■	 To demonstrate the ‘price of indifference’
■	 To show how to insure against fluctuating prices by placing call and put options

The main procurement problem in buying commodities is the large fluctuations 
in price which occur, often in short time periods. Coping with this price 
variability presents a real challenge to any purchaser needing large quantities 
of commodities to support production in factories whose products are sold at 
prices that cannot be varied in the same way. It can also have serious effects 
on the material costs of producers using secondary products that incorporate  
price-variable primary commodities.

For instance, cable manufacturers buy copper; chocolate manufacturers buy 
cocoa; some carpet manufacturers buy wool; tyre manufacturers buy rubber; 
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battery manufacturers buy lead; and some food-container manufacturers buy 
tin. All these materials – copper, cocoa, wool, rubber, lead and tin – are traded 
on organised commodity markets which offer facilities for hedging by means 
of futures contracts. Specialist commodity buyers are experts in these markets. 
Other buyers, however, who are not specialists and do not have the opportunity 
to become experts, still have to make occasional purchases in these markets, 
or buy products at prices which are affected by the cost of the commodities used 
in their manufacture. They also need to understand why commodity prices 
fluctuate and to have some appreciation of the buying strategies that can be 
used in such conditions.

The principal commodities

Aluminium This metal has been traded as a commodity since 1978 when the London 
Metal Exchange (LME) introduced aluminium contracts. The rather recent 
introduction of aluminium contracts is probably due to the fact that 
production is controlled by a few companies – Alcan, Kaiser, Reynolds and 
Alcoa. The tonnage of aluminium produced had overtaken the production of 
copper by the late 1970s.

Cocoa A very volatile commodity, with frosts, disease and other factors having a fairly 
unpredictable effect on the supply and hence prices. Main producing countries 
are Brazil, Ivory Coast and Ghana. The main cocoa markets are in New York and 
London, though Ivory Coast cocoa is traded in Paris.

Coffee Coffee is produced in many tropical countries, though Brazil is by far the biggest 
producer, with Colombia some way behind. As with cocoa, the two main 
markets are in New York and London.

Copper The London Metal Exchange (LME) is the most important copper market, and 
its prices are adopted as the world reference price. Only a very small proportion 
of the world’s copper is handled through LME trading, but producers and 
consumers often use the LME price as their basis for direct contracts. The 
Commodity Exchange (COMEX) in New York is the major pricing influence in 
the United States, though in practice prices on all exchanges are closely related.

Cotton Cotton provides half of the world’s textile requirements, and is traded in Hong 
Kong, Liverpool, London and New York.

Gas oil Gas oil is a generic term covering a fraction of the products resulting from 
refining crude oil. In the United States it is often called heating oil, and in Europe 
diesel is the usual name. It is traded on the New York Mercantile Exchange 
(NYMEX) and the International Petroleum Exchange (IPE) in London.
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Gold Until the 1960s, gold prices were fixed by governments on an international 
basis. This practice was abandoned in the 1960s and in 1982 the London gold 
futures market was established.

Grains Wheat, barley, corn (maize), rye and oats are the important cereals, and the trade 
in these commodities is dominated by North America. The main exchanges are 
in Kansas City, Minneapolis, Winnipeg and Chicago.

Lead Today the main application of lead is in the manufacture of batteries, and, 
to a lesser extent, it is used in the construction industry. Former important 
applications, such as plumbing, in pigments (as an oxide) and as a fuel additive, 
are all declining. Supplies are relatively plentiful, and much lead is recycled. 
Because of this, price movements tend to be limited.

Nickel Introduced on the LME in 1979, nickel is mainly used in the production of 
stainless steel. Prices have changed dramatically in recent years.

Rubber Rubber is an interesting commodity in that there is a synthetic substitute 
interchangeable with natural rubber for most applications. By far the greatest 
market is for the manufacture of tyres. Though traded in several places, the 
most important market for rubber is the Malaysian Rubber Exchange in Kuala 
Lumpur.

Silver The price of silver can be erratic because it is both an industrial metal and a 
medium for investment. Industrial materials tend to attract fewer buyers when 
the price is rising, but the opposite is true if the purchase is for investment. 
The LME is a market for silver, but the COMEX in New York occupies the key 
position.

Soya beans There has been a good deal of speculation in soya beans in the past, though by 
the early 1980s the market had become rather more stable. The main markets 
are as foodstuffs (soya bean oil for cooking and margarine manufacture) and as 
animal feeds (soya bean meal). Soya bean meal is 47 per cent protein, and hence 
a very high-value commodity.

The prices of these commodities are reported widely. Figure 12.1 is an extract 
from the ‘Prices and Cost Indicators’ pages in the journal Supply Management, 
published by the Chartered Institute of Purchasing and Supply.

Why do commodity prices fluctuate?
Anyone who buys food for a household or a restaurant is familiar with the way 
prices for farm products change. In Britain, the first new potatoes, Jersey Royals 
perhaps, appear in spring at very high prices. Potato prices fall as the months 
pass and keep lowering as the main crop of potatoes reaches the market, until 
by autumn old potatoes are selling for less than a tenth of the price of the first 
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Why do commodity prices fluctuate?

new potatoes in spring. The first asparagus reaches the market at astronomical 
prices; there is not a lot to sell, but at those prices there are not many who are 
willing to buy. Supply and demand are brought into equilibrium by means of 
these price changes. Price also changes from year to year; in some years potato 
prices stay high all year because the weather or some other reason has resulted 
in a major shortfall in supply.

These factors affect the prices at which ‘soft’ commodities trade on 
commodity exchanges, but there are additional considerations. As well as 
producers and consumers, participants in these markets include speculators, 
dealers and jobbers. Prices react continually to expectations of present and 
future supply, of present and future demand, of stock situations, etc.

Even though some commodity prices stay much the same for long  periods 
of time, many commodity prices change by much larger amounts, and 

Figure 12.1 
Commodity prices, 
2002 and 2003

(Source: Barclays)
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in much shorter periods of time, than the prices of manufactured goods. 
Also commodity prices move down as well as up, unlike most manufactured 
goods prices.

Soft commodities (agricultural raw materials) often fluctuate in price by 100 
per cent, and sometimes by 500 per cent, in just one season. Price fluctuations 
of such amplitude are unwelcome both to consumers and to producers. A major 
cocoa consumer had to confess in the mid-1970s that procurement staff had 
made ‘transactions in the company’s name on the cocoa terminal market 
which were not disclosed to the Board’ – and which led to trading losses of 
£32.5m.

Hard commodities such as copper can also increase in price by 300 per cent in 
a year, only to be cut in half in a few months. Consumers and producers would 
both prefer more stable prices. This is generally agreed, although the actual level 
of price may not be so easy to agree. Price stability, however desirable, has not in 
practice proved easy to achieve.

Flood, drought, plant disease and crop failure can result in a shortfall of 
agricultural produce, while exceptionally good harvests can produce a glut on 
the market, and the natural outcomes are high prices and low prices respectively. 
Wars, strikes, revolutions and changes in government policy have also had 
serious repercussions on the supply of commodities. Changes in economic 
activity in the industrialised countries, which are the main customers, have 
immediate effects on demand, and changes in taste or technology or the 
availability of substitutes have long-term effects on demand.

In the case of many commodities, the effect on price of any changes in 
supply or demand is increased by the length of time it takes for any attempt to 
adjust supply to demand to take effect. Newly planted coffee, rubber and cocoa 
trees take years to come into full production. Small changes in metal output can 
be made with existing facilities, but a large increase in output might require a 
lengthy process of reopening old mines, or digging new mines and providing 
housing, transport and shipping facilities to exploit them. A large reduction 
in output is equally difficult to achieve because of the serious effects on 
employment and export revenue that would result.

Price stabilisation schemes
It might at first appear easy for producer and consumer to agree on a stable 
price if this is what both parties want. There is considerable use by large 
manufacturers of direct contracts with the producer, the producer’s agent or 
the shipper. Although the commodity markets provide a medium for hedging 
and speculation, a means for buying and selling commodities and a consensus 
of trading views on market conditions, reflected in market price, the fact is 
that a large part of the world trade does not pass through these markets. If both 
buyer and seller prefer a stable price, surely they are free to negotiate a fixed-
price contract.
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In practice, however, if a price gets too much out of line with world prices it 
becomes almost impossible to resist the pressure to renegotiate. Prices payable 
under direct contracts between producer and consumer are usually referred to 
the basis price set by the commodity markets for this reason. Prices for major 
individual contracts can be stabilised in general only if the world market price 
can also be stabilised.

A number of schemes have been successful in damping down short-term 
price fluctuations on commodity markets, although long-term changes are a 
different matter. Short-term fluctuations tend to occur about a mean, until a 
change in the supply/demand ratio triggers off an upwards or downwards trend.

A typical scheme would be administered by a governing body, such as 
a producer cartel, or possibly a council with representatives appointed by 
consumers as well as producers. This governing body would appoint and finance 
a buffer stock manager and fix floor and ceiling prices between which to operate. 
The buffer stock manager buys for stock when price tends to fall, and sells from 
stock when price tends to rise; and if operating on sufficient scale the result is to 
stabilise market price. Such market operations have worked well for appreciable 
periods of time, but they break down once a definite upward or downward trend 
develops. They cease to work in the case of rising price when the warehouses are 
empty and the buffer stock manager has no more to sell and in the case of falling 
price when the financial reserves are exhausted and there is no money to buy.

For long-term price stabilisation to be successful the governing body needs 
also to monitor world demand and to make appropriate changes in output 
in order to keep the tonnage that reaches the market in line with market 
requirements. This is much more difficult to achieve than short-term buffer 
stock operations, because output is affected by unplanned events. Planned 
changes cannot in many cases be implemented quickly, and governments 
of some producer countries may feel that a change that is agreed to be in the 
general interest does not advance their own particular interest.

The role of the speculator
All futures markets offer opportunities for speculation, which is, of course, a very 
high-risk activity. Speculation will not normally be entered into by the producers 
or consumers of commodities, although there have been some spectacular 
windfall gains and unplanned losses made through the speculative activities 
of individual buying decision makers, sometimes without the knowledge or 
consent of top management. Most manufacturing and service organisations 
claim that speculation is at least discouraged, and is often forbidden, and it is 
common to find that procedures or policy manuals contain guidance to this 
effect.

However, professional investors or institutions may well have a proportion 
of their capital which they are prepared to put at risk in the hope of a very 
high return. The contribution of these speculators is essential for the smooth  

M12_BAIL6016_11_SE_C12.indd   379 4/8/15   7:28 AM



Chapter 12 • Procurement of commodities

380

operation of the commodity markets. The speculators help to ensure the 
 liquidity of the market, and ensure that the risks which the hedger is seeking to 
avoid are taken up.

Hedging with futures contracts
Both consumers and suppliers of commodities thus find themselves exposed to 
serious risk of loss (as well as of windfall profit) because of unpredictable changes 
in price. It is the sort of risk that might be insured against, in the same way as 
insurance is taken out against the risk of loss through fire, theft or flood, if this 
were feasible. Unfortunately, it is not feasible. Insurance is based on the fact that 
only a small statistically predictable minority of those at risk will actually suffer 
loss in a given period. Consequently, compensation can be paid to them from 
a fund which is provided by premiums collected from all those insured and 
calculated according to the degree of risk. Fire insurance is feasible because only 
a few of the buildings insured actually catch fire in a given period, but market 
changes affect all those trading in the market, not just a small minority.

Although normal insurance is not available, a different form of risk reduction 
technique is possible because, while price changes affect all traders, they affect 
some adversely and others favourably. Some stand to lose and others gain if the 
price rises, for instance, and those who stand to gain if it rises are also at risk of 
loss if the price falls. In either case the risk can be reduced by hedging, which 
in this context means balancing a trading position by making compensating 
transactions in futures contracts.

Futures contracts should not be confused with, for instance, a construction 
contract to be completed in two years’ time, or an order for castings to be 
delivered two months in the future. They are a special kind of commodity 
contract which originated in the nineteenth century as world trade expanded 
and the markets developed arrangements whereby traders could agree on the 
sale or purchase of standard quantities of goods to standard descriptions for 
completion at a stated future date and at a fixed price. These contracts were made 
alongside the physical transactions in which actual goods were sold by sample 
and description for immediate delivery and constituted a facility whereby 
traders were able to reduce the risk of trading loss. Modern futures markets trade 
in titles or rights to commodities rather than actual goods (known as actuals, 
physicals, spot or cash). Futures contracts do not normally lead to actual 
deliveries of goods (although this is technically possible on some markets); they 
are closed out before completion by means of a reverse transaction.

How this works may best be seen by example. Suppose that, on 1 January, a copper 
cable manufacturer sells a quantity of cable containing 100 tonnes of copper and 
agrees that the price paid by the customer will be based upon the prevailing value 
of copper at the time of delivery of the cable to the customer. It will take three 
months actually to manufacture the cable, so on 1 January the manufacturer  

M12_BAIL6016_11_SE_C12.indd   380 4/8/15   7:28 AM



Hedging with futures contracts

381

has to buy 100 tonnes of copper in order to start manufacturer work. The 
manufacturer pays £1700 per tonne for this copper, the prevailing LME price  
on 1 January.

If the manufacturer does not take precautions, there is now the risk of the 
copper losing value because of the changing market price. If the market price 
goes down, it will not be possible for the manufacturer to recover what was paid 
for the commodity. The price could, of course, go up. However, the company is 
in business to make cable, not to speculate, so it decides to hedge. On 1 January, 
as well as buying 100 tonnes of copper for production, it sells a commitment to 
deliver 100 tonnes on 1 April (a three-month futures contract). It does not yet 
own this copper, and does not need to. It will be sufficient to get hold of the 
copper on 1 April in time to make delivery.

Figure 12.2 shows what happens if the price goes down to £1500 per tonne. 
The company will lose £20,000 on the physical copper. It paid £170,000 for it, 
and it is now worth only £150,000, but the hedged position saves the company. 
On 1 April it can buy 100 tonnes of copper for £150,000 to meet its obligations 
under the futures contract. Receipts under that contract are £170,000, so the 
compensating gain here is £20,000.

The result would be the same if the price movement were £300 per tonne, 
or any other figure. The gain on one contract would be compensated by a loss 
on the other. If the price went up instead of down, the profit on the physical 
copper would be balanced by a loss on the futures contract.

This is a simplified illustration, and as such is a perfect hedge. For technical 
reasons, the spot price and the futures price may differ from each other, but 
they are seldom far apart. It is quite feasible to avoid most of the risk associated 
with owning a commodity by hedging in this way.

Figure 12.2 A simple ‘buyer’s hedge’: the two transactions made on 1 January compensate each other
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Some buying techniques
Time budgeting or averaging is a cautious policy which ensures that the cost of 
commodities consumed is the same as the market price. No expert knowledge is 
required and no risks are taken. The exact quantity required is purchased at the 
time of requirement and no stocks are held. If stocks have to be held, as is often 
the case, this simple policy cannot be used.

An ingenious formula approach, known as £-cost averaging or budget buying, 
does even better by ensuring that the cost of commodities consumed is less than 
market price, provided that average market price can be predicted successfully 
and that actual prices fluctuate in random fashion about this average. The idea 
is to spend a standard sum based on the average price at regular intervals of time. 
This ‘budget’ amount buys a larger amount when actual price is below average 
and a smaller amount when price is above average. Let us suppose that we require 
1 tonne of a commodity each week; the average market price is £100 a tonne, and 
in three successive weeks, actual market price is £150, £50 and £100. With the back-
to-back or averaging policy, 1 tonne would have been bought each week; but with 
the budget-buying policy £100 would be spent each week, the budget amount to 
obtain 1 tonne at the average market price. In the first week, £100 would buy two-
thirds of a tonne at £150 a tonne. In the second week, it would buy 2 tonnes at £50. 
In the third week, it would buy 1 tonne. Over the three-week period, budgeted 
buying would have resulted in 3.66 tonnes being bought for £300, at an average 
cost below the average market price. The averaging policy would have resulted in 3 
tonnes being bought for £300, at cost equal to the average market price.

A more sophisticated approach developed by operations research workers is 
known as dynamic programming. To illustrate this technique, let us suppose 
that we require 100 tonnes a week of a commodity whose price fluctuates 
randomly between £200 and £300 a tonne, and that the buyer is authorised to 
purchase up to 10 weeks’ supply (1000 tonnes). We will also assume that futures 
contracts are not available. Having found a method of determining each week 
how much to buy, we will then reconsider these simplifying assumptions.

In order to establish a yardstick by which we can measure how well the 
dynamic programming technique works, let us first see how well we could buy if 
we knew in advance what the market price would be each week. Over a 50-week 
period, let us assume that prices each week are going to be as shown in Table 12.1.

Mini case study – Nestlé Research Centre
Using the tools of cryopreservation and rapid multiplication of cells, the Nestlé Research 
Centre in Tours (France) is building a collection of cell cultures and seedlings containing a 
large number of coffee plant species selected on the basis of quality criteria.

These species are being evaluated for field performance and product quality traits. The 
promising clones will be distributed to farmers to improve their planting materials for 
Arabica coffees in Thailand and China, and for Robusta coffees in Mexico, Thailand, the 
Philippines and Malaysia.
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Assuming we start with no stock, we must buy 100 tonnes in the first week to 
meet the first week’s requirements, but as price is falling we buy only one week’s 
supply. The same applies in weeks 2 and 3, but in week 4 the price of £209 is 
the lowest until week 8, so we buy 400 tonnes to last until week 8. In week 8 the 
price of £202 is the lowest that is going to apply for a considerable time, so we 
buy 10 weeks’ supply, the maximum authorised. Each week we look 10 weeks 
ahead and buy as little as necessary to meet requirements until we can stock up 
at a low price. With the advantage of advance knowledge of price we would be 
able to supply the 50-week requirement at an average price of just below £210 a 
tonne, as shown in Table 12.2.

If, on the other hand, we took no chances and had no advance knowledge, 
and simply bought 100 tonnes a week at the going price, the average cost would 
be £248 a tonne.

Weeks Weekly prices in £/tonne

  1–5 277 265 220 209 280

  6–10 234 246 202 205 204

11–15 215 240 206 287 288

16–20 217 218 277 266 214

21–25 268 227 285 211 217

26–30 226 295 268 297 273

31–35 275 264 227 245 201

36–40 287 220 202 219 236

41–45 245 242 296 272 298

46–50 278 281 252 231 288

Table 12.1 
Actual market 
prices

Week number Opening stock Price paid Amount bought Total expense

1 Nil 277 100 27,700

2 Nil 265 100 26,500

3 Nil 220 100 22,000

4 Nil 209 400 83,600

8 Nil 202 1000 202,000

10 800 204 200 40,800

13 700 206 300 61,800

20 300 214 100 21,400

24 Nil 211 1000 211,000

25 900 217 100 21,700

35 Nil 201 1000 201,000

38 700 202 300 60,600

39 900 219 100 21,900

49 Nil 231 200 46,200

Totals 5000 tonnes £1,048,200

Average price paid = £209.64/tonne

Table 12.2 
Actual cost
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Indifference prices
In order to decide a buying rule for the practical situation in which advance 
knowledge of market prices is not available, the procedure is to determine a 
price of indifference at which it does not matter if an order is placed or not. If 
market price is above the price of indifference, no order will be placed, and if 
it is below the price of indifference, we make a further calculation to decide 
how much to buy. Clearly the price of indifference is affected by the amount 
of stock in hand; with nil stock we cannot afford to be indifferent but must 
buy whatever the price. We will denote the prices of indifference by P0, P1, 
P2 . . . P10, where the subscript denotes the number of weeks’ stock in hand. 
These prices can easily be calculated on the simple assumptions we have 
made; that:

1 demand is 100 tonnes a week;
2 orders are for multiples of 100 tonnes;
3 maximum stock is 1000 tonnes; and
4 price varies randomly and evenly from £200 to £300 a tonne.

With nil stock we must buy whatever the price; but as price will not exceed 
£300, P0 is £300.

With one week’s stock, the price of indifference is determined by the fact that 
we must buy next week if we do not buy this week. Next week’s price we do not 
know, but on the average will tend to be halfway between £200 and £300, so we 
should buy this week if the actual price is below £250, and this gives the value 
of P1 as £250.

With two weeks’ stock, the situation is more complicated. If we do not buy 
this week, next week we will be down to one week’s stock and P1 =  £250. The 
chances are even that next week’s price will be below £250, and if it is on the 
average it will be £225. Consequently,

P2 =   (probability of price being below P1) * (expected price if it is)  
+  (probability of price being above P1) * P1

 =  0.5 * 225 * 0.5 * 250
 =  £237.5

With three weeks’ stock, a similar calculation can be made:

P3 =   (probability of price being below P2) * (expected price)  
+  (probability of price being above P2) * P2

Since prices are assumed to be evenly distributed, if the price is below P2 it will 
on the average be halfway between £237.5 and £200, so:

P3 =  0.375 * 218.75 +  0.625 * 237.5
 =  £230.5
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Proceeding in this way we obtain the following prices of indifference:

P0 =  £300
P1 =  £250
P2 =  £237.5
P3 =  £230.5
P4 =  £225.8
P5 =  £222.5
P6 =  £220.0
P7 =  £218.0
P8 =  £216.4
P9 =  £215.0
P10 =  £214.0

These are shown in graphical form in Figure 12.3.
Now we can work through the 50 weeks’ prices previously given once more. 

In week 1, with nil stocks, P1 applies and we must buy. The quantity to buy is 
also derived from the above list; if market price was £218, equivalent to P7, we 
should buy enough to supply seven weeks’ requirements. But in week 1, market 
price is £277.5, higher than P2, so we buy just one week’s supply. In week 2 we 
again buy just 100 tonnes. But in week 3, price is £220, corresponding to P6, so 
we buy six weeks’ supply, in addition to our requirement for the current week. 

Figure 12.3 
Indifference prices
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Week number Opening stock Price paid Amount bought Total expense

1 Nil 277 100 27,700

2 Nil 265 100 26,500

3 Nil 220 700 154,000

4 600 209 400 83,600

8 600 202 400 80,800

9 900 205 100 20,500

10 900 204 100 20,400

13 700 206 300 61,800

16 700 217 100 21,700

20 400 214 500 107,000

24 500 211 500 105,500

33 100 227 300 68,100

35 200 201 800 160,800

38 700 202 300 60,600

48 Nil 252 100 25,200

49 Nil 231 200 46,200

Total 5000 tonnes £1,070,400

Table 12.3 
Buying record

Proceeding in this way, by the end of the year our buying record is shown in 
Table 12.3.

It can be seen that the 5000-tonne requirement would have been bought 
for an average price of £214 a tonne. This is much better than the average 
market price of £248, which is the best that could have been achieved by 
the  risk-reducing policy of averaging, or in this case buying 100 tonnes a 
week. Although it is not quite as good as the average price of £210, which is 
the  best obtainable with complete advance knowledge, it really is quite close 
to it.

It may be objected that anyone can set up a simplified illustration and devise a 
winning strategy; how applicable is this to the real world? Well, the simplifying 
assumptions that demand was a fixed 100 tonnes a week, that prices varied once 
a week and that buy decisions were made in multiples of 100 tonnes are made 
only for ease of explanation and can be relaxed without affecting practice. The 
assumption that a maximum of ten weeks’ supply could be bought reflects 
the fact that in reality some limit must always be set to the buyer’s discretion 
and that authority must be sought from higher management if it seems that 
commitments can with advantage be made beyond that limit. Finally, it was 
assumed that price distribution was rectangular, or flat between the two limits 
stated. In practice a price forecast with its likely error distribution could be used 
instead. Kingsman (1975) has given a fuller account of this technique, which he 
says can also allow for futures contracts as a less expensive alternative to holding 
stock.
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Traded options
One way in which a buying organisation may protect itself against fluctuating 
commodity prices is by means of traded options. These are, in essence, 
insurance policies. The party requiring insurance cover pays a premium to 
another party who is willing to provide the cover. In this process the buyer of 
an option acquires a right (but not an obligation) to buy or sell a commodity 
under certain conditions in exchange for a premium. It follows that the 
holder of the option may or may not exercise the right, though the seller of 
the option must meet his or her obligations if called upon to do so by the 
buyer.

An option conferring the right to buy is known as a ‘call’ option; a ‘put’ 
option is one which confers the right to sell. It is sometimes erroneously said 
that ‘put’ and ‘call’ options are opposite sides of the same transaction. This is 
not the case – the markets for the two kinds of option are entirely separate from 
each other. A ‘put’ option provides protection against declining prices; a ‘call’ 
option protects against rising prices.

The use of options may provide protection for a manufacturer whose 
raw materials are commodities, and who has to quote prices for their 
manufactured goods, but knows neither whether they will be awarded a 
contract, nor the price they will have to pay for the raw materials should their 
bid be accepted. Hedging will not be appropriate in these circumstances, as it 
requires the manufacturer to take delivery of the physical commodity, though 
they are, as yet, unaware as to whether their bid will be accepted. The problem 
can be overcome by using a traded option. The company should purchase call 
options, which confer the right to buy. If the offer is accepted by the customer, 
the company can take up the option and enter into a standard futures hedge, 
but if the offer is declined or rejected, the company either will simply not 
take up the option, or may trade against it and possibly make a profit from 
doing that. In short, options allow those employing them to delay making a 
commitment to the actual acquisition of a commodity until it is appropriate 
to so do.

We conclude with a brief glossary of commodity market terminology.

Glossary
Arbitrage Buying in one market, e.g. London, and selling in another, e.g. New York, 

in order to profit from price anomalies. This in fact smoothes out the anomalies.
Backwardation Exists when the futures price is lower than the spot price.
Basis Difference between cash price and futures price.
Bear One who speculates for a fall in price.
Bear market A market in which the price is falling.
Broker One who buys or sells for others in return for a commission.
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Bull One who speculates for a rise in price.
Bull market One in which price is rising.
Call option An option which confers the right to purchase a particular futures contract 

at a specific price.
Commission Charge made by a broker for buying or selling contracts; rates of 

 commission are fixed by market authorities, and brokers are not allowed to depart 
from them.

Contango When the spot price is lower than the futures price.
Forwardation Same as contango.
Long Owning physical commodities or futures contracts which are not fully hedged.
Put option An option which confers the right to sell a particular futures contract at a 

 specific price.
Premium The ‘price’ of the option; the amount of money transferred between buyer and 

seller for the benefits and rights conferred by the option. The premium represents the 
maximum amount that the option buyer can lose.

Prompt date The day on which delivery against a declared option contract must be 
made.

Short Selling physical commodities or futures in excess of what is owned.

Summary
 1  Soft commodity prices can fluctuate by 100–500 per cent in one season due to 

weather conditions. Commodity price is also affected by speculators; dealers 
and jobbers; expectations of present and future supply and demand.

 2  Supply is affected by drought, flood, strike, war and revolution, while demand 
can change with economic activity, changes in taste and the advances of 
 technology bringing alternative materials to the market.

 3  Suppliers and buyers may agree to a direct contract in order to stabilise price, 
avoiding the commodity market. This will work if the price is in line with the 
market price. In the short term, producer cartels can control price by 
 administering a ‘buffer stock’. This works until there is a definite upward or 
downward price trend, in which case the stock or the money to service it is 
exhausted. Long-term price stabilisation requires the monitoring of world 
demand and the alignment of output to meet it.

 4  The chapter illustrates various buying techniques – time budgeting (no risk and 
no stock), cost averaging/budget buying (undercutting market price) and 
dynamic programming (complex operational research approach).

 5  Traded options incur a premium to insure against fluctuating prices. A ‘put’ 
option protects the supplier against declining prices and a ‘call’ option protects 
the buyer against rising prices. Manufacturers bidding for work use this 
 technique of conferring the right to buy should their bid win the tender. 
 (Hedging would not be an appropriate strategy at the bid stage.)
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Introduction
A substantial amount of goods are imported into the UK every year, and as more 
companies decide to outsource manufacturing this trend continues to grow. 
The same value for money objectives are pursued and much the same range of 
methods and systems are employed in this pursuit. Exactly the same problems 
need to be thought about and overcome, though, of course, additional problems 
also need to be dealt with, and these form the main theme of this chapter, 
including the decision to onshore.

Objectives of this chapter
■	 To define international and global sourcing
■	 To appreciate why it is necessary or preferable to source internationally
■	 To outline the stages of international sourcing development
■	 To highlight the growth in international sourcing
■	 To consider the problems associated with international sourcing
■	 To provide a briefing on ‘Incoterms’
■	 To explain countertrade as a form of barter
■	 To outline the role of the European Union
■	 To provide an overview of the decisions to onshore
■	 To outline a guide to sourcing from China

Global sourcing and international procurement
Global sourcing (sometimes called global procurement) and international 
procurement are similar concepts and can be distinguished as follows.

13
International and 
global sourcing
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■	Global sourcing/procurement
Global sourcing is often used when what is meant is international procurement/
sourcing. Some textbooks whose titles include such expressions as ‘global 
purchasing’ or ‘global sourcing’ have subtitles which indicate that they 
really mean international purchasing and that is often the majority of the 
content.

Global sourcing is more of an approach born of the globalisation of large 
multinational conglomerates within a range of industries and services. Due to 
the globalisation of corporations, phrases such as ‘global purchasing’ or ‘global 
sourcing’ have become common but they are, as yet, without a totally clear 
definition. There have been various suggestions such as:

■	 using local suppliers, controlled locally, but under the wider direction of a 
central corporate structure;

■	 using local suppliers controlled from a central corporate site;
■	 a contract between multinational organisations to service the needs of the 

contract worldwide on a local basis.

A clear definition comes from John Stevens (1995): ‘Global Sourcing is the 
integration and coordination of procurement requirements across the world-
wide business units, looking at common items, processes, technologies and 
suppliers.’

It is only practised by large corporations as they have the need and leverage 
to gain competitiveness from global sourcing, and also the facilities around 
the globe to enable them to apply the process. They are usually contractually 
bound to other large corporations who have the ability to supply products to 
the globally located sites of the multinational purchaser. A good example of this 
is the agreement Volvo has with Meritor Automotive Inc. to supply axles to all 
Volvo plants.

■	International procurement
International procurement is the purchasing, from another country, of the 
products and/or services required for the organisation. In other words it is 
importing.

All organisations can practise international purchasing. What it does not 
 require or involve is the global integration and co-ordination of the buying 
 organisation’s demand with the supplier’s global ability to supply.

It would seem therefore that global procurement requires a globally located 
purchaser and a globally located supplier. There often needs to be a strong 
element of co-location, i.e. both supplier and purchaser often need to be located 
in the same place or at least in the same region. Figures 13.1 and 13.2 summarise 
the key differences.
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Figure 13.1
Definitions of 
 international and 
global sourcing

International purchasing

Global sourcing
The integration and co-ordination of

Mini case study – Diageo/EMI
International drinks company Diageo is scaling back its global procurement group and 
refocusing on more regional buying.

The main driver is a recognition that global deals for things like facilities management 
have not worked. This raises two key issues. How is a global strategy defined? And 
does the organisation have purchasers with enough experience to put one into effect and 
manage the complex relationships between different countries and cultures?

On the first issue, defining a global strategy is where many problems start, according to 
several heads of global procurement. By definition, the strategy does not mean buyers at 
central office need to hammer out deals for their company’s regions and territories.

The central organisation is mostly contract management, general due diligence that 
allows local or regional purchasers to negotiate deals. This set-up may not be called a true 
global procurement function, simply a central contracting resource.

EMI Recorded Music agrees that a global procurement department at head office need 
not be the deal maker for a series of worldwide contracts.

A global strategy is not necessarily about one supplier in a given area taking care of 
your needs worldwide – EMI has found there are probably no more than eight to ten 
categories that are truly global.

EMI has centralised globally its key production materials such as polycarbonate and 
plastics components, for which there is a global supply base. The company buys from 
regional suppliers but deals with purchasing in a co-ordinated way.

Figure 13.3 depicts the development of international sourcing into global 
sourcing. It portrays the stages that companies move through as they become 
more involved in international and global sourcing. However, it is by no means 
the natural order that all companies will become truly global in their sourcing, 
as it is only multinationals that can achieve this. Moreover, as the next case 
study demonstrates, even multinationals find that they have to be selective 
with their global strategies.
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Why source internationally?

Why source internationally?
The principle of comparative advantage is of relevance here. The basic idea is that 
if one country has an advantage, for whatever reason, as an efficient producer of 
one good, and another country has an advantage in a different good, then it 

Figure 13.2
Global sourcing

Figure 13.3
International v 
global sourcing

procurement needs

international purchasing
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is in their interests to trade. Exchanging these goods leads to greater efficiency 
for both. As an example of this, consider the relationship between the UK and 
Saudi Arabia. Saudi Arabia produces oil at a lower cost than Britain can from 
the North Sea. Britain has advanced manufacturing capabilities; Saudi Arabia is 
developing in this area. While both countries could pursue self-sufficiency, it is 
beneficial to both to export those items for which they are efficient producers, 
and import those where they are less efficient.

So why has international trade increased dramatically? Figure 13.4 depicts 
the considerable increase in international trade globally as GATT/WTO rounds 
of tariff reductions encouraged trade and reduced protectionism.

In addition to the initiatives by those organisations to boost international 
trade, reasons for the growth in international sourcing include the following:

1 The buyer may be compelled to go abroad to get what is required. Many raw 
materials are not produced at all in the UK: for instance cocoa, coffee,  cobalt. 
The UK traditionally imported raw materials and exported manufactured 
goods. Some countries, on the other hand, export raw materials and 
import manufactured products that are not produced by their domestic  
industries.

2 The buyer may prefer to purchase from a foreign source which offers features 
not available on domestically produced goods of a similar type.  Technological 
innovation occurs all round the world.

3 Although goods of the type required are produced domestically, domestic 
 capacity may not be enough to meet demand, so the gap has to be filled from 
abroad.

4 There may be strategic reasons for international purchases, for instance, to 
 improve supply security by having a second source in another country.

Figure 13.4
GATT/WTO
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5 It may be possible to buy equivalent goods more cheaply abroad, because of 
larger quantities, lower wages, better productivity, better plant or the rate of 
exchange (China is a good example).

6 Countertrade may compel your firm to buy abroad. Sometimes it is not 
possible to win an export order without agreeing to a reciprocal import order.

Increases in offshoring
It can cost less than €1 an hour to pay workers in China, compared to €15–25 in 
Germany and around €6 an hour in the Czech Republic. Given the freight to labour 
ratio for products, it would take a drastic increase in fuel prices to cut the incentive. 
Skilled labour is readily available in that one in ten Chinese graduates have what is 
required to work for an overseas company, and in India the ratio is one in four.

Problems with international sourcing
The main problems associated with international sourcing are as follows.

■	Communication problems
These arise not just because of language difficulties, but also because of time 
differences between countries, and differing meanings attaching to trading 
terminology and technical vocabulary. Consensus ad idem, agreement on the same 
thing, is fundamental to a valid contract. It is therefore important to  ensure that 
understanding is mutual. Even though both parties may be employing English 
or some other shared language in conducting their business, it is possible that if 
one party is less familiar with the language than the other, differing meanings 
may be attached to words or contract terms. Difficulties arise in connection with 
interpretation when contracts are entirely domestic; the probability of problems 
of this kind arising is much increased in international contracts.

Best Practice – Lloyds TSB
Whenever you are putting in place an outsourced contract offshore, you need to conduct 
a full risk assessment before you finalise it, considering potential risk areas, and have 
negotiated appropriate mitigation strategies in place – be they contractual or transition.

Much of that process can be assisted by taking the time to fully understand the offshore 
business before becoming entrenched in it. The Lloyds TSB team spent time talking to 
third-party suppliers both in the UK and in India in order to appreciate the outsourcing 
environment more thoroughly. Once they had done that, they listed the attributes of those 
suppliers on a number of risk criteria before reducing their list to just four or five partners 
and making their choice from there.

They spent a long time developing an understanding with their partners before they 
introduced offshore operations. Having multiple sources of production or supply was also 
a key factor for many companies to consider.

Finally, while it is cheaper for overseas suppliers to source goods, businesses also need 
to factor in import charges, customs duties, transport surcharges and lead times, in order 
to establish the true total cost of ownership of their decisions.

Offshoring is just one part of the equation and its benefits will not be fully realised 
unless businesses analyse it as part of the wider supply chain.
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■	Culture
What is culture? Culture is ‘the collective programming of the mind which distinguishes the 

 members of one category of people from another’ (Hofstede, http://geert- hofstede 
.com/national-culture.html). The category may be a nation or ethnic group, a 
 social class, a profession or an organisation: each may have its distinctive way of 
thinking and doing things. These are sometimes called ‘spheres’ of culture.

Culture operates on three levels (Hampden-Turner and Trompenaars, 1998). 
The most easily recognisable elements are outward expressions:

■	 Behaviour: norms of conduct; customs and rules about the kinds of 
behaviour that are acceptable or unacceptable within the group.

■	 Artefacts: products of the culture such as its music, writing and art; its myths, 
heroes and symbols.

■	 Rituals: patterns of behaviour which have symbolic or traditional value, such 
as social formalities, ceremonies and rites of passage.

Organisation culture Organisation culture is ‘a pattern of beliefs and expectations, shared by the 
 organisation’s members, which produce norms which shape the behaviour of 
individuals and groups’.

The cultural web is one way of representing ‘the taken-for-granted 
assumptions, or paradigm, of an organisation’ (at the centre of the web) and 
‘the  behavioural manifestations of organisational and culture’ (symbols, rituals 
and routines, power structures, control systems and organisation structures: 
 clustered around the paradigm). These elements can be used as a framework to 
analyse organisational culture in a wide range of settings.

Harrison divided organisations into four types, differentiated by their 
structure and management methods – creating distinct cultural features. A 
power culture is centred in a key figure, controlled through direct personal 
communication with few formal rules or procedures.

A role culture is a classic bureaucracy: formalised, impersonal and 
conformity-seeking. A task culture is results focused, team and project based and 
collaborative. A person culture serves the interests of individuals (e.g. barristers 
working through chambers).

Some writers argue that cultural strength is a powerful tool for organisational 
success. ‘Strong’ cultures are those in which key values are widely shared and 
 intensely held, and in which employees allow themselves to be guided by them.

Cultural change in organisations requires: consistent expression and modelling 
of the new values by top management; changing values and beliefs, through 
communication, education and involvement of employees; and use of HR systems 
(e.g. selection, reward, appraisal and training) to reinforce the changes.

National culture Different countries (or world regions) have different cultural norms, values 
and assumptions, which influence how they do business and manage  people. 
 Distinctive national features may be a source of competitive advantage in 
 domestic and international markets (because of ‘fashions’ for the products or 
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management techniques of particular cultures, and because of the synergy 
that may arise from diverse viewpoints and skills). However, they may also be 
a source of difficulties in cross-cultural business relationships and marketing 
( because of failure to understand underlying needs and expectations).

The Hofstede Model describes four key dimensions of difference between 
national cultures: power distance (the extent to which unequal distribution 
of power is accepted); uncertainty avoidance (the extent to which security and 
control are preferred to ambiguity, uncertainty and change); individualism 
(the extent to which people prefer to live and work in individual rather than 
collective ways); and masculinity (the extent to which gender roles are distinct).

International  
cultural  
management

 There has been increasing demand for managerial competence in working with 
(or within) different cultures in order to be able to assess the potential impact of 
culture on performance and respond flexibility to cultural issues.

At the organisational level, there should be programmes to encourage: 
awareness of areas of cultural difference and sensitivity; behavioural flexibility 
(ability to use multiple-solution models rather than ‘one best way’ approaches) 
and constructive communication, conflict resolution and problem solving. As 
with any major policy initiative in an organisation, this will require systematic 
planning and implementation.

Cultural differences may raise issues for team working (e.g. differences in 
 social customers or individualism); communication (e.g. language barriers); 
participation and involvement (e.g. cultural norms about questioning or 
offering ideas to people in authority) and conflict resolution (e.g. different 
norms of assertiveness, consensus-seeking, competition and so on).

Workforce diversity has increased, in terms of: national and ethnic 
backgrounds; wider representation of women; variety of educational 
experiences and legislative support for the recognition of workers’ rights to 
equality of opportunity.

A ‘managing diversity’ orientation argues that an organisation should 
proactively seek to understand, appreciate and manage the needs of a diverse 
workforce. This may mean: supporting tolerance of individual differences; 
taking diversity into account in reward and development programmes; adjusting 
work processes and environments to allow for diverse family responsibilities 
and disabilities and enhancing employee communications.

Research – Culture
Two clear threads emerge that in order to succeed at low-cost-country sourcing (LCCS), 
procurement must overcome cultural differences and internal prejudice. The importance 
of  understanding the local culture has been emphasised repeatedly by many companies as 
follows:

Manufacturing firm Georg Fischer (GF). GF has substantial experience of sourcing 
in China and the company purchases £32.3 million worth of goods and services from the 
country every year. For them, the Chinese culture is the ‘diametric opposite’ to that of the 
West, with huge differences in the political structure, legal systems and market conditions. 
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■	Currency differences
The conversion of one currency into another does not, of itself, pose any great 
difficulty if the currencies are ‘convertible’, but it does cost money for the 
conversion to take place. More importantly, the extent to which exchange 
rates fluctuate does cause considerable problems. The risk and uncertainty 
associated with the change in relative values between the exporter’s and the 
importer’s currencies have to be taken into account and managed. This is not 
an easy task. The rate at which one currency exchanges for another tends to 
change continuously because of changes in the demand for and supply of each 

This usually presents itself in the way contracts operate. For example, when a contract is 
signed in Europe it signifies the start of an already agreed deal, while in China it represents 
the beginning of a second round of negotiations. GF noted that quality issues can cause 
significant setbacks. The company says: ‘People who deal in China need to get into the 
network and have personal relationships with suppliers to succeed. You need to spend time 
in the country.’

The European Aeronautic Defence and Space Company (EADS) desired to 
capitalise on growing engineering services in India but warned that it is wise to be wary 
of vendors who quote inflated prices. EADS said that it takes experienced, diplomatic 
negotiators with an understanding of the local culture to succeed in bringing costs down. 
The aviation firm is ‘very much in favour’ of local purchasing offices staffed by buyers 
with a good understanding of local culture who can deal with price issues, giving the 
opportunity to treat each contract as a ‘special case’, and work with partners to develop a 
strong relationship and the vendor’s skills.

Others such as Bosch say it is important to hire locals, not just to place good buyers 
in the locality, believing that it is vital to have a contact in the country who can speak 
the language, understand the culture and grasp the technical requirements of the product 
 being sourced.

Manufacturing services firm Kurdziel Industries states: ‘You need to do the 
groundwork and partner with local people who have the know-how, then build from there.’ 
 Language differences were highlighted as a particular stumbling block when sourcing 
from Eastern Europe. Countries such as Poland, Romania and Slovakia were all listed as 
regions of high opportunity, but visitors to these regions were warned not to assume that 
suppliers would speak English.

Siemens states: ‘It is naive to think you can do business with Eastern European 
countries only in English or German, especially when you are sending requests for 
quotations. It is very important to have someone who can speak the language.’ It is not 
only external cultural differences that buyers have to overcome. For many organisations, 
LCCS also involves a change of culture internally to manage the purchasing strategy 
successfully, especially by securing stakeholder support.

Unilever states that when broaching the subject of low-cost country sourcing, buyers 
must be ready to overcome any preconceptions colleagues might have about what this 
means and the potential risks of doing so.

Construction firm Skanska states that purchasers must first identify an opportunity 
and build a strong business case, which should involve gaining an understanding of lead 
times and identifying potential risks. Obtaining input from other internal departments – 
such as those that look at finance or risk management – could help to boost their case. 
The company argued that creating a well-defined strategy is a good starting point for 
persuading stakeholders that low-cost country sourcing is commercially attractive.

Lastly, post-contract, it is important that financial and supply security risks continue to 
be properly monitored and managed.

M13_BAIL6016_11_SE_C13.indd   398 4/8/15   7:29 AM



Problems with international sourcing

399

 currency. These  exchange rate fluctuations can and do affect international 
transactions in the same way as price changes.

For instance, suppose a British firm buys an American machine tool on three 
months’ delivery for $10,000. The rate of exchange is $1.50 = £1 when the 
purchase is made, so the customer sees the price as about £6666. During 
the  three-month delivery period, the exchange rate alters to $1.60 = £1, and 
so the amount payable becomes £6250. This looks like a price reduction to the 
purchaser, although the seller still gets the price in dollars as quoted. If the rate 
altered the other way, the buyer would suffer the equivalent of a price increase, 
although the seller would not benefit from it.

It may be possible for the buyer to eliminate this uncertainty as to the amount 
payable by stating the contract price in the buyer’s currency. This puts all the 
uncertainty on the seller. The buyer knows exactly what will have to be paid, but 
the seller does not know how much will be received. Naturally, there may well 
be reluctance on the part of sellers to contract in this way.

Sometimes contracts are negotiated in which the risk is shared equally; for 
instance, a clause might be included such as this:

 The amount payable will be calculated by converting the agreed dollar price to sterling 
according to the formula:

£1 = ($x + $y)/2

 where $x is the dollar value of £1 at the date of the contract, and $y is the dollar value 
of £1 at the date payment is due.

Prices can also be stated in a third currency, acceptable to both parties.
The standard way purchasers cope with currency risks is to make a forward 

purchase of the amount of foreign currency required to settle the bill. The banks 
provide a marketplace in which these purchases can be made. On a large scale, 
currency futures are traded in the same way as commodity futures (discussed 
in Chapter 12). They are even sometimes traded in the same markets, such as 
the Chicago Board of Trade, perhaps the biggest marketplace in the world for 
transactions of this kind. Forward rates are quoted in the newspapers. Whether 
forward rates are at a premium or at a discount against spot rates, once the 
purchaser has made the forward currency purchase the amount payable is certain.

A multinational business which buys components in Singapore and Japan to 
manufacture goods in the UK for sale in Germany and is controlled financially 
from the USA is exposed to a combination of exchange risks, which might best 
be handled by a small central group of foreign exchange experts.

■	Payment
The international transfer of funds poses its own difficulties, and a third party, 
usually a bank, will probably need to be involved to facilitate this process. Of 
course, this service will cost money, a cost not applicable in domestic sourcing. 
Most transactions in the domestic market are on open account (credit terms). 
Typically the customer is allowed a month from the invoice date, or the date of 
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delivery, whichever is the later, to settle the account. More precisely, net monthly 
account terms mean that the account must be settled by the end of the month 
following the month of delivery or invoicing, whereas net cash 30 days means 
that the account needs to be settled within 30 days of delivery or invoicing.

Trade within the EU is frequently conducted on open account, although 
sometimes the delay and expense associated with international cheque 
payments make it preferable to use telegraphic transfers, mail transfers, banker’s 
drafts or international money orders to settle the account. Telegraphic transfer 
is an instruction by telegraph from the buyer’s bank to the seller’s bank to 
transfer to the seller’s account a stated sum of money. Mail transfer is a similar 
 instruction sent by post. Banker’s drafts are issued in any currency by banks, and 
the seller can usually pay them into an account at a local bank. International 
money orders are useful for small amounts.

Major international transactions outside the domestic market of the EU are 
frequently settled by bill of exchange or letter of credit. There is a basic conflict of 
interest between seller and buyer, which assumes greater significance when the 
 relationship is an international one. Basically the problem is that the seller will not 
wish to release their goods to the buyer until payment has been made, or they are 
certain that payment will be made. The buyer, of course, is in a similar position. It is 
unlikely that the buyer will release funds until in possession of the goods, or at least 
a guarantee of their delivery. Because of these conflicting interests the contracting 
parties will usually employ the services of an intermediary, usually a bank, which 
will make payment only when evidence of performance is produced, but can be 
relied on actually to make the payment under such circumstances. The essential 
difference between a bill of exchange and a letter of credit is that in the case of a bill 
of exchange the bank is looking after the interests of the exporter, whereas in the 
case of a letter of credit the importer has the greater protection from the bank.

A bill of exchange is ‘an unconditional order in writing addressed by one 
person to another signed by the person giving it requiring the person to whom 
it is addressed to pay on demand, or at a fixed and determinable future time 
a sum certain in money to, or to the order of, a specified person or to bearer’. 
There are two principal types of bills of exchange:

1 Documents against acceptance (DA), meaning that the importer accepts the 
documents giving title to the goods and signs a bill of exchange drawn on 
them, which is to be met at a given future date. With this form of bill of 
 exchange a certain amount of deferment can be attached to payment, while 
making as certain as possible the fact that the importer will pay.

2 Documents against payment (DP), which means that the importer is obliged to 
pay before the documents are released.

■	Letters of credit
A documentary letter of credit is a promise in writing by a bank to an exporter 
that the goods will be paid for providing that the exporter complies exactly with 
the terms and conditions laid down. The promise is, of course, made on behalf 
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of the importer. The bank will naturally need to be sure that the importer has 
the necessary funds (see Figure 13.5).

There are three types of letter of credit, namely:

1 A revocable letter of credit, which means that the importer may instruct their 
bank to revoke it at any time prior to payment becoming due. Such letters 
are rarely used these days, as the degree of trust necessary between the two 
parties would mean that a direct payment might be made.

2 An irrevocable letter. Once one of these has been raised it cannot be  
withdrawn under any circumstances. If the exporter performs their 
obligations they are virtually certain of payment.

3 A confirmed irrevocable credit provides dual protection. A bank in the  exporter’s 
country agrees to pay if the importer’s bank fails to do so (see Figure 13.6).

Figure 13.7 outlines the flow of the letter of credit procedure.

Figure 13.5
Documentary  
letters of credit

Figure 13.6
Three main types of 
letters of credit

Both buyer and seller can cancel

Irrevocable
Issuing bank agrees to pay seller
upon presentation of documents

conforming to requirements
in letters of credit

Confirmed irrevocable
Seller receives undertaking from confirming

bank as well as issuing bank that he will be paid
if documents presented match letters of credit
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■	Differing legal systems
When purchasing internationally it is important to establish whether the 
courts of the exporter’s country, those of the importer’s, or the courts of a third 
country have jurisdiction in the event of a dispute. In the case of a contract 
made in England or Wales, and in the absence of an express term to the contrary 
in the contract, the English courts will normally assume jurisdiction.

There remains, however, the question as to which law is the proper law of 
the contract. If the law of another country is relevant, then the applicable rules 
will have to be established by an expert witness. It is quite possible to have a 
situation where matters relating to the form of the contract may be liable to be 
 decided by the legal system of one country, and matters to do with performance 
fall to be decided by the legal system of another.

The proper law of the contract is the law which the parties stipulate. Under 
English law the parties are free to stipulate in their contract the legal system  
which is to be applied. Sometimes the legal system of a country not connected 
with either contracting party is specified, for example, because the goods are 
likely to pass through several owners in the course of trade, and a particular 
 legal system is the generally accepted one in that particular trade.

It is sometimes the case that parties neglect to stipulate their intention as to 
which law shall be applied. When this is the case then the courts will infer the 
proper law from the contract and the circumstances surrounding it.

Consider the not unlikely scenario of a consignment of goods of Japanese 
design, manufactured in Malaysia and shipped from Singapore. The goods 
are sold by a British agent to a customer in France, and are to be shipped in a 

Figure 13.7
Letters of credit 
procedure
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Norwegian-owned ship, registered in Liberia. The goods are to be paid for in US 
dollars. Obviously, the questions of jurisdiction and the prevailing law can be 
quite complex.

Of course, most buyers from overseas will buy through agents, and even 
where direct purchases are made the buyer is likely to employ an appropriate 
specialist to advise on or, more likely, organise such matters as shipment, 
insurance, handling, clearance, payment and other related matters.

Case Study – AstraZeneca
A transformation programme had begun and ‘stalled’, resulting in  ‘frustration 
from within the function and the customer base’. The changes include a 
new structure for the procurement department (with buyers closer to their 
 customers), a capability review of all current core purchasing staff and roles 
(with some departures inevitable) and some ‘challenging but achievable’ 
 savings targets.

AZ produces drugs to help combat serious illnesses, including cancer, heart, 
respiratory diseases and neurological disorders. Its global operations include 
major research and development (R&D) sites in the UK, USA and Sweden.

There are about 690 purchasing staff in 70 countries but in some cases 
 procurement is a small support function. Its vision of ‘developing medicines 
that improve people’s lives’ lacked clarity in that in the past, procurement had 
a myopic view – and was not aligned with the rest of the organisation.

Procurement had to make sure that they had a deep understanding of what 
the different business areas are trying to achieve, how they operate, where 
some of the disconnects are and how that plays into the procurement function.

Procurement wanted to develop an understanding of what procurement can 
deliver. Which is? ‘A world-class procurement function at AZ, not just one that 
produces savings to be reinvested into R&D, but one which can also improve a 
drug’s time to market, risk management, expand the company’s global reach.’

Now procurement is aligned with the business areas, and resources have 
been assigned to them so that procurement is embedded and close to the 
 business areas.

To complement this, they have developed a structure of category experts. 
Their knowledge of particular markets will help the company spot savings 
opportunities and means that they will be able to advise where outsourcing 
would be more appropriate.

There is also the increased speed of generics into the marketplace. There 
is pressure on pharmaceuticals to get more products to market faster, so to 
 manufacture and distribute products as efficiently as they can is critical.

Extracting value – based on costs, savings, facts and data – is one of three 
‘work streams’, which forms part of the production manager’s plan to 
 transform procurement. The other two areas are ‘people and organisation’ and 
 ‘processes and technology’.
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Incoterms 2010
The International Chamber of Commerce (ICC) publishes International 
 Commercial Terms (Incoterms). This document is a valuable aid to negotiators in 
that it provides standard terminology, clarifying the responsibilities of buyer 
and seller in international trade. Incoterms are a set of three-letter standard trade 
terms most commonly used in international contracts for the sale of goods. First 
published in 1936, Incoterms provide internationally accepted  definitions and 
rules of interpretation for most common commercial terms.

The parties need to negotiate and agree which term to use, of course, but their 
meanings are clearly explained. There have been, over the years, several editions 
of this document; the one current at the time of writing is Incoterms 2010.

Turning to ‘value’ first, some parts of the business were decentralised, so 
that procurement lacked a central bank of spend information.

They were fairly bureaucratic, more focused on strategy and process than 
 delivering results, and there was an absence of facts and data. They did not 
know what their spend was on, and why, and procurement did not have 
enough knowledge of supply markets to have credibility with the businesses.

Now, they can have business planning discussions, renegotiate with 
the  incumbent supplier because we are spending too much, look at the 
 specification or volume control if we are buying too much of something, and 
make more strategic changes, including insource versus outsource decisions or 
changing suppliers.

They will help control cost before it’s expended rather than just being 
 reactive, in order to drive a bigger financial return.

Progress has been made over deals on packaging, IT hardware, information 
systems and travel.

They have produced a new working culture which involves buyers spending 
two days a week with customers, two days with suppliers and one at their desk, 
because they state that if you are not with customers or suppliers how can you 
deliver change?

It will also hold supplier forums for each business area to communicate to 
suppliers what AZ believes world-class suppliers look like.

Not just financial savings but things such as innovation as well.

Mini case study – Courts UK
Courts UK plc is a large furniture and furnishings distributor, with retail outlets in 
 Singapore, Malaysia, five other Far Eastern countries and 11 Caribbean islands. Courts 
has ‘leveraged’ purchasing by working with just a small number of global suppliers. The 
company distributes outside the UK through two hubs, one in Singapore, the other in 
Miami.
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■	Revised rules
The revised rules, originally designated ‘Incoterms 2010’, contain a series of 
changes, such as a reduction in the number of terms to 11 from 13. The DAF, 
DES, DEQ and DDU designations have been eliminated, while two new terms, 
Delivered at Terminal (DAT) and Delivered at Place (DAP), have been added. 
 Incoterms 2010 also attempt to better take into account the roles that cargo 
 security and electronic data interchange now play in international trade.

Incoterms inform the sales contract by defining the respective obligations, 
costs and risks involved in the delivery of goods from the Seller to the Buyer, but 
by themselves do not:

■	 constitute a contract;
■	 supersede the law governing the contract;
■	 define where title transfers; nor,
■	 address the price payable, currency or credit terms.

These items are defined by the express terms in the sales contract and by the 
governing law.

Incoterms are grouped into two classes.

■	 EXW – Ex Works
The Seller’s only responsibility is to make the goods available at the Seller’s 
premises (named place of delivery). The Buyer bears full costs and risks of 
moving the goods from there to destination.

■	 FCA – Free Carrier
The Seller delivers the goods, cleared for export, to the carrier selected by 
the Buyer (named place of delivery). The Seller loads the goods if the carrier 
pickup is at the Seller’s premises. From that point, the Buyer bears the costs 
and risks of moving the goods to destination.

■	 CPT – Carriage Paid To
The Seller pays for moving the goods to destination (named place of   
delivery). From the time the goods are transferred to the first carrier, the 
Buyer bears the risks of loss or damage.

■	 CIP – Carriage and Insurance Paid to
The Seller pays for moving the goods to destination (named place of 
 destination). From the time the goods are transferred to the first carrier, the 
Buyer bears the risks of loss or damage. The Seller, however, purchases the 
cargo insurance.

■	 DAT – Delivered At Terminal
The Seller delivers when the goods, once unloaded from the arriving means 
of transport, are placed at the Buyer’s disposal at a named terminal at the 
named port or place of destination. ‘Terminal’ includes any place, whether 
covered or not, such as a quay, warehouse, container yard or road, rail or air 
cargo terminal. The Seller bears all risks involved in bringing the goods to and 
unloading them at the terminal at the named port or place of destination.

1. Terms for any  
transport mode
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■	 DAP – Delivered At Place
The Seller delivers when the goods are placed at the Buyer’s disposal on 
the  arriving means of transport ready for unloading at the named place of 
 destination. The Seller bears all risks involved in bringing the goods to the 
named place.

■	 DDP – Delivered Duty Paid
The Seller delivers the goods – cleared for import – to the Buyer at  destination 
(named place). The Seller bears all costs and risks of moving the goods to  
destination, including the payment of customs duties and taxes.

■	 FAS – Free Alongside Ship
The Seller delivers the goods to the origin port (named port of shipment). 
From that point, the Buyer bears all costs and risks of loss or damage.

■	 FOB – Free On Board
The Seller delivers the goods on board the ship (named port of shipment) 
and clears the goods for export. From that point, the Buyer bears all costs and 
risks of loss or damage.

■	 CFR – Cost and Freight
The Seller clears the goods for export and pays the costs of moving the goods 
to the named port of destination. The Buyer bears all risks of loss or damage.

■	 CIF – Cost, Insurance and Freight
The Seller clears the goods for export and pays the costs of moving the goods 
to the named port of destination. The Buyer bears all risks of loss or damage. 
The Seller, however, purchases the cargo insurance.

2. Maritime-only  
terms

Best practice
Be specific
If you use Incoterms in the Sales Contract or Purchase Order, you should identify the 
appropriate INCOTERM Rule [e.g. FCA, CPT,], state ‘Incoterms 2010’ and specify the 
place or port as precisely as possible.

Recognise where the risk or loss transfers
A common misconception when the Seller pays the freight is that the Seller has the risk 
of loss until the goods are delivered to the place or port specified on the bill of lading or 
airway bill. Actually, when using Incoterms CPT, CIP, CFR or CIF, risk transfers to the 
Buyer when the Seller hands the goods over to the carrier at origin, not when the goods 
reach the place or port of destination.

Understand who has responsibility for loading/unloading charges
DAT obliges the Seller to place the goods at the Buyer’s disposal after unloading at the 
named terminal at port or place of destination.

DAP and DDP oblige the Seller to place the goods at the Buyer’s disposal on the 
delivering carrier ready for unloading at the named place of destination.
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Arbitration
Litigation between buyer and seller is generally a complicated and expensive 
business, and is to be avoided if at all possible. This is particularly true in the 
case of international transactions. Fortunately, there is an alternative in 
the form of arbitration. This is relatively inexpensive and much quicker, and 
involves a panel of independent arbitrators examining the case with a view 
to finding a solution that reflects the rights and interests of both parties. 
The International Chamber of Commerce in Paris is the leading body for the 
provision of arbitration services in connection with international trade, and 
has a set of rules for conciliation and arbitration. Arbitrators can be appointed 
for any country by the court of arbitration in Paris. The London Court of 
Arbitration of the  London Chamber of Commerce and Industry also offers 
arbitration services, as do some other chambers of commerce. Panels of expert 
arbitrators are maintained and advice is available on arbitration clauses suitable 
for use in international contracts.

Importing
Importing involves a more distant supplier with extended transit lead times. As 
lead times are one of the critical components when deciding how much to order 
from suppliers, knowledge and control of this lead time are necessary.

However, what often happens is that many UK buyers decide to import on 
CIF or CFR terms and their organisation leaves to the supplier the organisation 
of the transit. Effectively, therefore, the associated lead time is also externalised. 
Importing companies will then often spend time expediting and checking 
where the goods are and when they will arrive.

Delays in transit times can also cause potential product shortages, with 
many impacts, for example, customer service levels and not satisfying customer 

CPT, CIP, CFR or CIF, on the other hand, require the parties to identify as precisely as 
possible the point at the agreed port of destination because the costs up to that point are 
for the account of the Seller.

Under FCA terms, the seller satisfies his obligation to deliver when he has handed 
over the goods, cleared for export, into the charge of the carrier named by the buyer at 
the named place or point. The buyer is responsible for inland freight, unloading at port of 
embarkation and loading on ocean carrier/airline.

Determine the importance of supply chain visibility
When CPT, CIP, CFR or CIF are used the Seller fulfils its obligation to deliver when it 
hands the goods over to the carrier, not when the goods reach the place of destination.

When DAT, DAP and DDP are used the Seller fulfils its obligation to deliver at the 
named destination. The Seller has no obligation to provide transit status updates.
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It is possible to better control the imports by switching to Ex Works (EXW) or 
Free on Board (FOB) terms. By doing this the following benefits will be realised:

■	 Control and knowledge of exactly what is happening; management needs to 
recall here that the management cycle not only involves planning, organising 
and directing but also controlling.

■	 Visibility and knowledge of exactly where the products are during the transit, 
as the transit is now in your control.

■	 Cheaper freight costs as your company is now paying them directly. Importers 
and buyers need to understand that suppliers are more than likely to have a 
margin on the actual freight costs they have paid.

requirements. With regular repeat orders, any delayed transit times will 
 inevitably add to increasing stockholding, as the buying company will have to 
hold stocks to protect against the uncertainty of the supplier’s lead time.

Benefits of  
changing to  
EXW/FOB terms

■	 Ask for the supplier’s EXW price.
■	 Negotiate freight terms, possibly by going out to tender.
■	 Check on the track/trace system to be used. This can be a simple key-point 

reporting with spreadsheet recording, or an instant on-demand access to a 
carrier’s system.

■	 Assess the risk of changing; for example, possibly extra management costs, 
insurance cover and freight variation rate exposures. It is important to ensure 
a like-for-like comparison with the current methods as many of the current 
costs may well be hidden.

■	 Compare and contrast.
■	 If deciding to change, and effectively changing the buying strategy, please 

ensure that the internal structure supports the changes.

A useful place to start is to understand some of the aspects of total supply chain 
management, for example:

■	 What are your costs of holding inventory?
■	 What supply lead time is required?
■	 What part of the supply lead time is the transit lead time?
■	 What would be the effects of reliable and consistent on-time in-full receipts 

and how does this compare to your current situation?

Answers to these questions are always revealing and show how, often, the 
 internal structure is fragmented and unorganised to undertake effective 
 importing. Answers will also provide the basis for accessing the benefits of 
changing.

The next steps 

How to change

Starting out
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 There is much evidence to support that the changes detailed above are 
worthwhile.

A major food retailer had spending of £1200 million on imports via third-party  wholesalers 
and £500 million on direct imports. For example, home and leisure products were  ordered 
through UK agents who arranged everything to DDP. Meanwhile, beers, wines and spirits 
were bought EXW works or FOB with freight arranged through various forwarders. 
A change in management identified that the company had:

■	 no systems;
■ no cost visibility;
■	 no economy of scale;
■	 poor product availability;
■	 an internal fragmented structure; for example, 

■	 trading on product selection, negotiations, selection of suppliers and ordering; 
■	 finance on letters of credit, payments; 
■	 logistics on order quantity and phasing into supply chain.

The company tendered and then outsourced to one forwarder but maintained and 
determined carrier selection when appropriate. The reported results were:

■	 freight costs fell by 8 per cent;
■	 duty charges reduced by 10 per cent;
■	 fuller visibility of supply chain;
■	 reduced stock levels.

The previously fragmented internal control was centralised as a new structure following 
the new strategy.

A major clothes retailer with nearly 200 stores had 70 per cent of products imported, 
mainly from the Far East. It identified the following problems:

■	 no accurate data, therefore no visibility;
■	 orders arrive ‘unexpectedly’;
■	 40 per cent of time spent checking;
■	 paid high demurrage/rent port costs;
■	 restricted on buying currency forward;
■	 poor quality control.

The solution was to:

■	 change from CFR to FOB and use one UK forwarder;
■	 set up a simple database tracking on transfer points: purchase order (PO), confirmed, 

tariff heading, cargo booked, authorise shipment, confirm shipment, documents 
banked, documents received, arrival time, clearance time, arrival at customer’s 
 destination (DC), QC checked, released/available;

■	 integrate all internal systems.

The benefits reported were:

■	 lower demurrage costs;
■	 improved warehouse efficiency due to scheduled arrivals;
■	 improved finance due to forward currency buying;
■	 quicker customs clearances;
■	 better product availability.

What others  
have done
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Transport
All five basic modes of freight transport – road, rail, air, water and pipeline 
– are used in international transactions. More than one mode may be used 
in delivering goods: a consignment may make part of the journey by road 
and the next part by air. The Channel Tunnel now provides more choice and 
competition in road and rail haulage to and from Britain. Severe delays occur 
in the transport arrangements for some international transactions. Strikes and 
congestion at ports in the Middle East and in Africa have led to ships queuing 
for months to be unloaded. One way to counteract these delays is to hold stocks 
in the country of import. This can be expensive. A big selling point of airfreight 
is that buffer stocks can be low because of the ‘lead-time economics’ of air travel: 
fast delivery, in effect.

Customs
Import and export procedures between countries that are members of the EU 
are being considerably simplified with the single market and the abolition of 
import taxes. For purchases from countries outside the EU, however, careful 
 administration is needed to avoid unnecessary expense.

It is important to reduce the length of time goods are in customs. Every day’s 
delay can add to costs. Inaccurate, incomplete or incorrect information on 
documents such as invoices, waybills, import licences and letters of credit causes 
delay. Sometimes information must be given in connection with consignments 
of goods from different sources combined for one destination. ‘Consolidation’ 
is the term used for airfreight; groupage for overland transport.

A major air forwarder may have as many as 100 consolidation routes to airports 
around the world, with agents meeting consignments on arrival and breaking 
them down into packages for delivery to individual addresses.  Consolidation 
enables customers to benefit from bulk rates, with up to 50 per cent  reduction in 
cost. Airlines also benefit from these arrangements, and over 80 per cent of UK 
airfreight is handled by forwarders.

Groupage is used in overland transport to enable several consignors to share 
the journey cost. Consignments from several sources, which are going to the 
same destination, are collected together to make a unit load. This can delay 
things while the load is being accumulated, although it does reduce transport 
costs. Substantial differences occur between the prices quoted, so buyers would 
be well advised to obtain several quotations. In one instance five quotations 
were obtained for transport, insurance and documentation of a consignment 
of 2500 lb ball valves door to door from Perth to Hamburg. The highest 
quote was 64 per cent above the average while the lowest was 51 per cent 
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 below the average. Of course, price is not the only thing to consider, but when 
price differentials are as large as this, non-price differences must be considered 
with care.

Countertrade
Countertrade is a form of barter. It takes place whenever goods are traded 
 internationally, not in exchange for cash or currency, but for other goods. 
Countertrade is widely practised in international business, and facilitates 
transactions with countries that are unable or unwilling to export in a more 
conventional manner, perhaps for one or more of the following reasons:

■	 One or both trading partners has no (or limited) foreign exchange.
■	 A country wishes to promote exports, and is prepared to accept goods rather 

than hard currency in payment to facilitate this.
■	 There may be political pressure to balance trade between two countries.

The most straightforward form of countertrade is the full compensation 
arrangement, where a single contract is established between two parties, and 
goods are exchanged for other goods. Of course, it is unlikely that a coincidence 
of wants will be experienced in practice, and one party to the transaction 
is likely to need to sell the goods received under the contract. When British 
 Aerospace supplies military aircraft to Saudi Arabia in exchange for oil from that 
country, or a European car maker sends vehicles to a South American country 
in exchange for sheepskins, it does not mean that the supplying company is 
likely to have a use for the materials exchanged. What happens under a full 
compensation arrangement is that the goods are valued in money, and the 
party that wishes to liquidate the materials received will do so by arranging for 
the sale of goods, usually with the assistance of an experienced third party.

Counter-purchase arrangements, where two separate contracts are formed 
 simultaneously, are also widely employed. A company in country A agrees with 
a company in country B to ship goods from country A to country B in exchange 
for money. At the same time, agreement is made that country B will ship goods 
to country A, also in exchange for money. Although the two contracts balance 
each other, so that the net effect is simply that an exchange of goods has taken 
place, it is easier to manage two conventional contracts, to assign rights and 
 responsibilities, to arrange insurance and so on.

There are, in practice, many kinds of arrangement under which countertrade 
exchanges may be made, some of them extremely complex. The arrangements 
have in common the fact that the outcome results in one of the parties 
discharging some or all of their obligations by supplying goods or services 
rather than by paying money (see Figures 13.8–13.13).
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Figure 13.8
Countertrade

Figure 13.9
Barter trade

Figure 13.10
Switchtrading
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Figure 13.11
Full compensation

A frozen food company made an arrangement
to supply frozen spinach to an Eastern

European country in return for non-frozen
preserved fruit over a period of years

Figure 13.12
Compensation  
with buy-back

Figure 13.13
(a) Counter purchase
and (b) offset
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Latest developments

■	Onshoring
At the time of publication of this edition (2015), onshoring is becoming 
increasingly attractive. Companies have proudly announced the return of 
manufacturing to the UK and large retailers are considering sourcing their 
goods from the UK.

Marks and Spencer has unveiled a ‘Best of British’ range, featuring clothes 
made in the UK, while John Lewis wants to boost sales of UK sourced goods. With 
reports that production costs are on the rise in China, difficult communication, 
rising prices, quality, long lead times and large minimum orders were the most 
frequently encountered problems of sourcing from China.

Other firms have moved their sourcing closer to home, including 
Symington’s, the makers of Pot Noodle, which announced it will be bringing 
manufacturing of the snack to Yorkshire from China. Increasing costs and long 
lead times were given as reasons. Following difficulties with its supply chain, 
model train maker Hornby announced that it was bringing production of its 
Humbrol paint brand back to the UK.

Electronics group Premier Farnell, the maker of Raspberry Pi, the credit card– 
sized computer, has also moved production from China to the UK, to a Sony 
production facility in Wales.

As a result of different time zones (China is 8 hours ahead), one day a week 
was lost in hands-on, day-to-day communications. (Onshoring has given them 
greater flexibility at a time when demand has outstripped supply, despite an 
 increase in manufacturing.)

Production costs in China are rising as a result of increases in labour, 
overheads and the exchange rate costs, and this increased total costs.

Research has found that if a company is working in the UK and sourcing 
from China, it must expect difficult communication, long lead times and larger  

Figure 13.13
(Continued) 
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minimum orders. However, double-digit inflation in labour costs has been 
matched by double-digit improvement in productivity, and some commentators 
say that although people like to talk about onshoring, the good commercial 
case is to move part of the production process offshore.

UK manufacturers’ organisation EEF says that there is a ‘slow trickle’ of 
firms bringing production back to the UK, drawn by flexibility, closer customer 
collaboration and more visible supply chains, and about driving value for the 
customer, providing a range of services on top of the product.

‘There were disruptions for companies in terms of their own production. 
It was taking up time. If parts of the supply chain feel unpredictable, that’s 
difficult to manage, particularly if your demand outlook is challenging.’

It appears that supply chain visibility is a key reason which influences firms 
to bring production back to the UK and Europe, in order to make the whole 
supply chain resilient.

Natural disasters and the threat they pose to supply chains also play a part in 
the decision.

Jaeger has continued a policy of onshoring some manufacturing to the UK. 
The company stated: ‘Along with the UK, Jaeger will also look to source products 
from other countries such as Turkey, Italy and Portugal which will help improve 
quality and the speed at which clothing becomes available to the customer.’

Research – Onshoring
According to a survey of 1124 businesses by Versapak, 67 per cent of respondents said 
they would consider a return to the UK or Europe for manufacturing if the market forces 
were right.

Thirty eight per cent of respondents who were considering such a move said they 
were ‘already in discussion’ to return to the UK or Europe for manufacturing, citing the 
unreliability of overseas production.

The five most frequent problems experienced with the manufacturers in the Far 
East were:

■	 difficult communications – 48 per cent;
■	 rising prices – 48 per cent;
■	 long lead times – 40 per cent;
■	 poor quality of production – 35 per cent;
■	 large minimum order quantities – 32 per cent.

Onshoring research
In a survey of contract manufacturers, Gartner found that while 44 respondents were 
seeking to expand their sourcing into the traditional low-cost markets of Brazil, Russia, 
India and China, the number looking to expand within the US or Western Europe was 
nearly equal, at 43.

The move was in part because manufacturing buyers were trying to become more 
 flexible in response to changing demand in their home markets.
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Time to market was one key factor in this trend. ‘Speed in certain industries is 
 absolutely critical. By offering regional manufacturing capability you allow yourself 
speedier access to a market.’

It also gave companies the ability to react to changing demand more rapidly. ‘If you are 
receiving fairly frequent demand changes, then perhaps it’s easier to meet those demand 
changes when you are closer to the end consumer.’

Meanwhile, rising costs of labour, fuel and transportation were also causing 
manufacturers to rethink their offshore sourcing strategies. ‘There is no getting away from 
the increase in cost. If you use Asia as a one-stop shop, then those costs are going to get 
you, so in response to those increases companies are re-evaluating their strategies.’

Case study – Offshoring/onshoring – total cost 
of ownership (TCO)
Suppliers in China and India often offer direct cost savings, but procurement 
often fails to examine the full total cost of ownership (TCO) implications of 
outsourcing from overseas.

What is TCO?
TCO can be defined as a holistic view of all costs, both direct and indirect, 
 involved with an item over its useful life. This total is usually divided into 
three categories: acquisition costs, ownership costs and post-ownership costs. 
(Please also see Chapter 9 for a detailed analysis of TCO.)

The TCO may include tariffs, duties, expedited freight, supply chain 
 interruptions (natural disasters or political instability), incoming  inspection, 
costs of defects, inventory risk, foreign regulations and procurement 
 transaction costs of analysis of tier-two or tier-three suppliers.

Often data may lack integrity, or there may be problems with the  availability 
of real-time data and ease of data retrieval, meaning that sourcing decisions are 
made without full information.

Critical to a TCO analysis is the unbundling of costs using activity-based 
costing (ABC).

A large US-based multinational corporation decided to outsource some of 
its items to China.

After more than five years, anticipated benefits had not been realised and 
other hidden costs had arisen, in that direct cost savings were not as strong 
as anticipated. Second, lead times were increasing. Third, there were some 
 unanticipated problems: In one case, parts were sent from the US for  processing 
in China, processed, sent back to the US and then returned to China for some 
 final work, adding costs.

Before the TCO calculation, they did not have a formal tool in place to 
uncover true total costs. The costs in question involved acquisition, ownership 
and post-ownership of outsourcing: the cost of incoming inspection, transport 
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costs – and the changes in this cost as a result of changes in fuel prices, material 
handling, lead time, inventory storage costs, quality, warranty and rework. To 
assess these, procurement needed a formal tool.

Designing the TCO tool
The tool had to be user-friendly, measurable in objective, quantitative 
terms that were meaningful and it had to relate directly to, and support, the 
 company’s strategic objectives. Lastly, it had to be simple to understand, apply, 
teach, measure and implement.

After taking these factors into account, they developed the TCO pilot for 
procurement to apply so that they could understand all costs of doing business 
with a particular supplier. Benefits include:

■	 a supplier evaluation tool to improve validity of supplier performance 
in comparison with other suppliers;

■	 help with clarifying and defining supplier performance expectations, 
allowing prioritisation;

■	 improvement in procurement’s understanding of supplier 
 performance issues and cost structures;

■	 excellent data for negotiations;
■	 an opportunity to trade off higher costs based on improved quality, 

 resulting in lower long-run total cost;
■	 a long-term TCO focus, rather than price alone.

By applying the TCO, the sourcing decision can be validated using full 
 information, so procurement can determine if a company should insource, 
outsource or offshore.

Lessons learnt
Firstly, such a tool does work and it can provide insight into costs not 
 previously calculated. Secondly, most accounting information systems are not 
 organised to support the implementation and use of TCO, so that much of the 
data needed for a TCO is often not calculated or collected.

In this case, the pilot TCO identified that the company should move 
 product back to the US for internal manufacturing, resulting in annual savings 
of $490,000.

Case study – How to source from China
1 Information gathering
What products are you going to source? The biggest savings to be made from 
China are where there is high labour content in the product. Unless you are 
making savings of at least 10 per cent on the total acquisition cost (TAC), 
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including holding stock, lead time increases, additional administration and 
freight, is the risk going to be worth the reward?

Ensure that your requirements and specifications are unambiguous, clear, 
concise, understandable and agreed upon, including packaging and shipping 
specifications. Do not make assumptions that the supplier will know these, 
as although it may be industry standard, it might not be standard in China or 
with that supplier.

In China there are clusters of the same industry suppliers based in the same 
location; therefore, it will be a risky strategy to source from a supplier who is 
2000 km away from the next potential back-up vendor.

2 Making contact
First, make all communication in email in simple, easy to understand  English, 
asking them questions about what accreditations and customers they 
have, what similar products they already supply, what their manufacturing 
 capabilities are, what services they do in-house and what they outsource.

Make sure your suppliers already export to the UK or at least Europe, as 
in that case they should know the language, quality, customs regulations 
and logistics requirements. Acquire references from their customers in the 
UK/ Europe, how much they buy, whether they are reliable, how good their 
 customer service is and what learning curves they can help you avoid.

Ask the supplier for samples of similar products so that you can see the 
 quality of what they produce. You should now be able to shortlist a small 
 number of suppliers in whom you will have confidence. Ensure that you  obtain 
a non- disclosure agreement (NDA) signed by the owner of the companies.

Next, obtain quotes from the suppliers, benchmark them against each other 
and work out what the market rates are. Does it look like you are going to make 
the savings needed to make the sourcing in China worthwhile? If so, move on 
to the next stages.

3 Planning your visit
This is the first time you have visited these suppliers, so you need to know 
that they have what it takes to meet all of your requirements. Ensure you 
spend enough time on the shop floor, following the process from goods in 
to  dispatch. This can be time-consuming but it will be very costly if you have 
 chosen the wrong supplier and you have a container of products that are not 
fit for purpose.

4 Meeting your suppliers
If you are happy with the supplier and they have signed the NDA, you should be 
able to talk in technical terms about your requirements and show any  confidential 
drawings and so on that you wish them to quote on, ensuring that everything 
you agree is in writing. Agree the next steps and put a roadmap  together so that 
everybody is clear on timeframes if you award the business to them.
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5 Making a decision
Once that you have all your suppliers’ total acquisition costs (TACs) in a 
 benchmark spreadsheet, and you have all your visit reports rating each of 
the suppliers in terms of ease of communication, quality control, previous 
 experience, references, capability and capacity, it is time to make a decision.

First, is this project really viable enough to buy these products from China? 
Are you going to make the savings you require? Have you managed the risk 
as much as possible? Have the suppliers provided you with samples of your 
requirement?

Are you going to single or dual source? What are the shipping terms – free 
on board (FOB), cost, insurance and freight (CIF), delivery duty paid (DDP)? 
Make sure you know what the options are and which suits you best.

Once you have all the information lined up and a strategy in place, get signed 
contracts and agreements in place with your chosen supplier/s and contact them 
regularly with a project plan to ensure what you have requested will happen.

6 Supplier relationship management
One big difference between dealing with your local supplier and one in China 
is what happens once a contract is signed. You have agreed a price,  specification 
and delivery plan, so sit back and relax, watch the products coming in and out 
and the savings you have generated.

Cost creep is the process by which your supplier will tell you that one of 
the materials in your product has gone up. What do you do then – accept the 
 increase? Or do you say you are not going to accept and the supplier refuses to 
ship the order, leaving you in a difficult situation?

Make sure you explain to the supplier that you will not be willing to increase 
the price for a set period of time, but you will have price discussions, looking 
at both decreases and increases at set periods in time, for example every 6 or 12 
months. Make sure you know what is happening to the prices of the  materials 
in your product in the marketplace – you need to have the knowledge to 
 contest these and show, with evidence, that you disagree with such unfounded 
price increases.

Quality fade, meanwhile, is the process in which the supplier will substitute 
specified materials or processes with inferior ones to gain more profit from 
your orders. If you are not having regular visits and inspections of the supplier 
and your deliveries, the chances are that this will happen over time. You need 
to manage the supplier proactively so that this is not the case. There are many 
quality control companies in China that will go in and visit your supplier and 
conduct audits based on your specifications if you cannot afford to send your 
own people out there.

Make sure the supplier is meeting the service level agreements and 
 contractual obligations. Hold regular meetings to go through these, either on 
Skype, using video or teleconferencing. If suppliers are proactively managed, 
the risk of something going wrong is dramatically reduced.
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Summary
 1  Communication problems (language, time difference, interpretation) 

 complicate foreign trade. Exchange rate fluctuations can be dealt with by 
 making a  forward purchase of the amount needed in the same way as a 
commodity.

 2  International payment may take several forms. Within the European Union, 
payment will normally involve the transfer of funds by telegraphic means, mail, 
banker’s draft or international money orders. Outside the EU, bills of exchange 
or letters of credit, which require an intermediary, are used.

 3  There are two types of bills of exchange – documents against acceptance 
 (allowing deferment of payment) and documents against payment (importer is 
obliged to pay before the release of the documentation). The three types of 
 letters of credit are revocable, irrevocable and confirmed irrevocable.

 4  The use of Incoterms can reduce the possibility of conflict or confusion in 
 international trading.

 5  In the event of a dispute, it is important to establish which court has   
jurisdiction. Matters relating to the form of the contract and matters relating to 
performance may be decided by separate courts (sometimes the court is of a 
country not connected with either contracting party).

 6  Countertrade may be a straightforward single contract between two parties 
‘swapping’ goods or it may be performed using two separate contracts 
 simultaneously, each assigning rights and responsibilities.

 7  Onshoring is becoming increasingly attractive to companies as a result of a need 
for improved flexibility, closer customer collaboration, more visible supply 
chains, and a desire to drive value for the customer.

 8  A guide to sourcing from China was introduced, highlighting pitfalls to avoid 
and best practice.
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14
Capital procurement

Introduction
Some organisations have historically appeared to believe that they need not 
involve their procurement professionals in the acquisition of capital equipment. 
In such cases, engineers and production staff have tended to be closely involved. 
Procurement staff were drawn in simply to sign the contract or get a discount. 
Yet the commercial implications of capital purchases are as important as the 
commercial implications of production materials or components. The main 
emphasis of this chapter, therefore, is on explaining the role of procurement.

Objectives of this chapter
■	 To identify procurement’s contribution to the acquisition of capital equipment
■	 To outline the differences between the procurement of capital and non-capital 

goods
■	 To appreciate leasing and hiring as a means of employing capital goods
■	 To appreciate the importance of ‘performance’ specifications and how dealing 

with them can be simplified by tabulation
■	 To involve procurement from the earliest stage of identifying a need through 

the process of supplier selection, commercial input into contract clauses and 
appraisal of after-sales service

■	 To discuss the concept of lifetime cost
■	 To assess the various methods of investment appraisal

The acquisition of capital equipment
It is evident that operators, and production and finance staff, need to be involved 
in making buying decisions concerned with capital equipment. Depending 
upon the type of capital purchase, each may have a significant part to play in, for 
example, identifying the type of equipment required,  examining the alternative 
sources that may be able to provide that equipment, and in  specifying the 
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performance specification and budget factors that are involved. However, in our 
experience, decisions made by such a group without purchasing/commercial 
input frequently lead to contractual difficulties; for example, the equipment 
does not function to the level that the supplier’s specification promised. In 
many such cases the buying company is obliged to seek compensation from the 
supplier, with little commercial leverage other than, say, 10 per cent of purchase 
price retention. In our view, proper participation of the buying professional 
would help to ensure that such circumstances were avoided. Even where the 
outcome is the same, effective pre-contract negotiation can ensure that the 
buyer is protected, at least to some degree.

We are sometimes asked for advice from purchasing personnel who feel that 
it is necessary to convince users that the purchasing function can contribute 
to the making of appropriate decisions in relation to the acquisition of capital 
equipment. In this respect, Table 14.1 is used to stimulate discussion on the role 
and contribution of purchasing.

This chapter comments on the role that the buying professional has to play 
in buying capital equipment or in making other types of capital purchase. 
Procurement executives who aim to make a useful and constructive contribution 
to the capital expenditure decision, and one that will be recognised as such by 
other members of the decision-making unit, need diplomacy as well as top 
management backing. Alternative assets differ in their features, and technical 
assessment of these features is required. This technical assessment, followed 
by a financial assessment – Will it pay? Can we afford it now? – is usually the 
main part of the investigation, but examination of commercial aspects can 
also be very rewarding, and here astute procurement people can make a real 
contribution.

Because the equipment will have a working life of several years, it is important 
to consider such matters as product support, availability of spares, after-sales 

The acquisition of capital equipment – procurement’s contribution

●	 Location of sources

●	 Vetting of suppliers

●	 Negotiating (active role/consultancy)

●	 Cost–benefit analyses

●	 Life-cycle costing

●	 Advice on residual values

●	 Organisation of product trials

●	 Establishment of total supply cost

●	 Lease/hire/buy comparison

●	 Contract drafting

●	 Contract management

●	 Provisioning of support materials

●	 Co-ordination of procurement team

Table 14.1 
The role and 
 contribution of 
purchasing
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service, the financial soundness and management stability of the supplier. Cost 
of use after service is important, and is affected by reliability and the possibility 
of downtime.

Contract price is negotiable, as are payment terms. In addition, it does not 
necessarily follow that a request by the supplier for stage payments needs to be 
accepted. It may well be the normal terms of trade of a particular manufacturer 
to charge X per cent with order, Y per cent when ready for dispatch, Z per cent 
upon delivery, with the balance being paid a stated number of months after 
commissioning. However, depending upon, for example, the state of the 
order book, the supplier may well be prepared to forgo any payment prior 
to commissioning. Indeed, we have been involved with one company in the 
printing industry where a Swiss supplier agreed to give the buyer 18 months’ 
credit against a 10 per cent deposit. This is not to say that such arrangements can 
always be negotiated. Rather it is to emphasise that such negotiations should be 
undertaken in a manner that seeks the best commercial and technical outcome 
from the buyer’s viewpoint. Frequently this involves challenging the apparent 
‘givens’ of a tender for capital equipment.

The buyer should always seek some level of retention; for example, 10 per cent 
of the purchase price may be retained by the buyer until, say, one month after 
the equipment has been demonstrated on a production run as meeting its 
specified performance level. Contract terms of this kind can be negotiated by 
purchasing in the more straightforward cases. In more complicated cases (e.g. 
involving trade-offs between technical alternatives as well as commercial and 
financial alternatives), negotiating teams are set up with representatives of the 
various specialist functions.

What are capital items?
Buying capital goods, such as buildings, plant and machinery, and computers, 
differs in several ways from the purchase of non-capital goods. Unlike 
merchandise, production materials or office supplies, capital goods are not 
bought for current needs, to be used up in a short time, but are bought for long-
term requirements, to be used for the production of goods or services. Capital 
goods have, as a rule of thumb, working lives longer than one year.

Capital expenditure is treated differently for taxation purposes and 
in accounting. Special tax allowances or cash grants may be available for 
investment in new equipment or for factories in certain areas of the country. 
Consequently, tax considerations, usually ignored in non-capital purchases, 
can be significant in capital purchase decisions; they can affect timing, they can 
make a big difference to the expected return, and they can be crucial in deciding 
whether to go ahead with the purchase.

Often the initial price is high, so that commitment to one capital project 
means that rival proposals have to be rejected. Even if initial price is not high 
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compared with current expenditure, capital goods tend to be highly specific 
so that the cost of a wrong decision could be much higher than for current 
expenditure items. Alternative uses of a high-bay automatic warehouse, a 
crankshaft transfer line or a special-purpose machine tool may be negligible. 
If stocks are built up to meet increasing sales that fail to occur, stocks can be 
run down by selling back to suppliers or by deferring further purchases; but if 
specialised plant is procured to cope with the sales increase, it will not be so easy 
to dispose of it.

Most capital expenditure is postponable. Individual consumers would not 
last long if they stopped their intake of food and drink, and manufacturing 
organisations that stopped acquiring parts and material for production would 
soon be out of business. Individual consumers can, however, postpone the 
replacement of consumer durables such as a car or refrigerator with no great 
loss of amenity so long as the existing equipment works, and manufacturers 
in the same way can defer the replacement of old plant until prospects look 
brighter or the financial situation improves. This has unfortunate consequences 
for capital equipment suppliers; their order books alternate between feast and 
famine. When their customers experience a minor recession they suffer a major 
recession; the business cycle hits them in amplified form, with some time lag.

Leasing and hiring of capital equipment
Leasing and hiring can be taken together, in that they are closely related 
approaches employed where the ownership of an item, usually a piece of capital 
equipment, remains with another organisation, and in exchange for payment 
the client organisation enjoys possession and use. The two terms are frequently 
employed as though they are synonyms, but there is, strictly speaking, a 
difference. Normally, equipment is hired from a business that exists to supply 
that class of material to those who wish to use it from time to time. We might 
hire a chain saw or cultivating machine from a local tool hire company if the 
need arises; the same kind of thing might be done by a business requiring a 
crane or piece of earth-moving machinery for a short time. The hire company 
will gladly take the equipment back into their possession on completion of the 
period of hire, and will then be able to lend it to another customer on similar 
terms. Leasing is normally a financial transaction, and usually what happens is 
that the user organisation enters into a contract with a finance company, and 
agrees an arrangement whereby the finance company assists in the purchase 
and provides the using company with the relevant equipment. Ownership is 
retained by the leasing company, but the reason for this is rather similar to the 
reasons why a bank may wish to retain security for a loan. The leasing company 
does not wish to possess physically or have custody of the asset, merely to own it. 
The benefits that can be gained from leasing or hiring include the fact that if an 
item is required for a short time only, it may well be cheaper to hire than to buy,  
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cash flow might be conserved, and there is more business flexibility inherent in 
a situation where nothing is owned. It may surprise some students to learn that 
many of the word’s leading airlines lease a proportion of their fleet of aircraft.

Capital requisitions
Because of their high costs, special procedures are commonly used for capital 
purchases. In small- or medium-sized organisations, all capital expenditure 
has to be authorised by the board. In larger organisations, authority to approve 
capital expenditure up to a specified cash limit is delegated to local directors, 
division or area managers, profit centre managers or others below main board 
level; but above this limit the projects that make large demands on organisation 
finance, or affect capacity and method of working for a long time, are still 
referred to the main board even in large organisations.

Most capital decisions will be influenced by a range of interests. Figure 14.1 
suggests some of the interests that may contribute to the acquisition of a fork-
lift truck.

Delay in obtaining authorisation for capital expenditure resulting from 
such procedures can lead to excessive haste to get on with the work once 
authorisation is forthcoming. The requisitioner may have been waiting months 
for approval, and as soon as it is obtained may telephone the chosen supplier 
with the good news, chivvy purchasing to get the order off before contractual 
details are finalised, and generally ignore commercial aspects in the natural zeal 
to get the equipment installed.

In such circumstances the buyer is forced to negotiate from a disadvantageous 
position. The seller, having been told that the order is theirs and that delivery 
is required as a matter of urgency, is in an extremely strong position from 

Figure 14.1 
Contributors to 
capital equipment 
decisions
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which to negotiate. The professional buyer should seek to ensure that company 
procedures are in place to obviate such difficulty. It is our view that their 
involvement should begin at the earliest stage when a need is defined, and 
that, in conjunction with their technical and financial colleagues, they should 
undertake the market search for qualified suppliers and suitable equipment. 
After all, commercial as well as technical negotiations commence in those 
early stages and while engineering colleagues would be primarily focused upon 
technical issues, the buyer would be concerned with the many commercial 
issues as they unfold.

The purchase department needs to insist that enough time be allowed 
to negotiate contract details. Where possible, it is better for purchasing to 
participate at an earlier stage so that commercial as well as technical aspects are 
agreed and are included in the proposal put up for approval.

As an example of difficulties that can be encountered if these things are 
neglected, a case occurred in which a company ordered a new design of 
production equipment costing over £1 million. Engineers in the buying 
company had been assured that the equipment would be fully installed and 
operational in six weeks and would reach target output by week 8. Nine 
months after delivery, actual output was less than half of target output, 
which caused embarrassment with customers whose orders were held up. The 
company had inserted a 5 per cent retention clause in the contract, but apart 
from that was unable to obtain compensation from the equipment supplier. 
When negotiating a contract for production equipment that is wanted 
because of its indicated performance, it is necessary to include performance 
criteria in the contract and to relate payment, at least in part, to achievement 
of the agreed output norms.

Specification of capital equipment
In an article in Purchasing and Supply Management, Nigel Moore (1993), writing 
on the theme of specification of capital items, said:

Sometimes specifications are improved by being split into a general requirements 
 section that is changed infrequently and a particular requirements section that is 
customised to each individual order or contract. [The particular requirements section 
forms the basis of the tabular format specification shown in part in Figure 14.2 and 
comprises three main sub-sections]:

1 section on the required equipment, services or works.
The entries are kept short and must be read in conjunction with the information 

in the vertical columns, Table A, Table B and Inspection.

Table A This is completed by the specifier to show what is required.
Table B This is completed by the vendor to show what is being offered.
Inspection  This is completed at the time an inspection of the works or   

equipment is carried out.
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2 A site details section (not shown). Relevant details and factors about the location 
that could affect the design and performance of the plant, equipment, services or 
works.

3 A section on additional information that is required from the vendor (not 
shown).

The general or ‘wordy’ specification can remain to support this particular 
 requirements specification. It could be updated to provide further clarification of 
terms and to ensure that they cannot be misinterpreted. The tabular format can have 
wide application as the contractual and specified requirements are not changing. The 
only departure from the traditional is the way the information is presented. It can 
be used for supply of equipment or services and scope of works on site. Usually the 
 information is presented in a logical order of importance. Often this is based on the 
cost and difficulty for the vendor to comply with as part of fulfilling the subsequent 
contract. Typically this could include:

■	 Scope of supply including any extra items (for example, tests).
■	 Overall performance requirements.
■	 Any specific design requirements.

The detail can be made as comprehensive as desired or kept to the minimum. 
 Consequently the specification can comply with EN 29000 by stating functional or 
performance requirements.

Table A is pre-printed to show the standard practice. The specifier needs only to 
complete the remainder and he or she is prompted on what information to provide. 
This can entail, for example, filling in a blank line or crossing out the options that 
do not apply. Consequently his or her job is made easier. Often all the vendor has 
to do is enter a ‘Yes’ to confirm compliance, although data can be written in where 
appropriate.

When the completed documents are returned from potential vendors, it is a simple 
task to compare their offers with the specification. The bid tabulation merely requires 
lining up the Table Bs. It takes little extra time to compare offers even if there is a large 
number of tenderers or alternatives. Possible copying errors or difficulties extracting 
information from the vendors’ offers are removed.

At the tender evaluation stage, differences are highlighted and can be resolved 
before the order is placed. Even meetings with vendors are made easier as the 
 specification forms a convenient agenda and when photocopied on to a larger sheet 
can be used to record the minutes. The process of issuing enquiries, evaluating tenders 
and placing orders is consequently speeded up.

The vendor also benefits. There is much less paperwork to look through and try 
to understand. The major part of the vendor’s price and costs can be worked out by 
just examining a few sheets, instead of reading many pages. This is especially useful as 
tendering departments are often overworked and tender submissions are against tight 
time limits. Alternative offers can be submitted with greater confidence that they will 
be seriously evaluated.

Perhaps the greatest advantage to both specifier and vendor is that when the 
 order is placed, there are markedly fewer opportunities for extra costs through 
 copying errors, mistakes, misunderstandings and omissions. They also have a simple 
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document to refer to during the contract and the last column can be used at any 
time by the specifier or the vendor to check that what has been agreed is actually 
being provided. Typical uses are for drawing checks and final inspection before 
 dispatch or handover.

Note: Table A lists specified requirements. The information provided in Table B forms the basis of the vendor’s technical offer. 
Comments in brackets provide clarifications of information required.

Abbreviations: RWT = Return with Tender; VTA = Vendor to Advise; incl = including the following; m = minute; min = minimum 
value; max = maximum value.

(Source: Adapted from Moore, 1993)

Figure 14.2  
Format of a 
particular 
requirements 
section of a 
specification
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The project approach
Whatever the size of the company, any purchasing professional worth their 
salt ought to be seeking to make an effective contribution to the control and 
management of capital purchases as suggested earlier. The person concerned should 
be the one who searches the market to locate suitable sources for the equipment. 
This presupposes that the requisitioner has developed a preliminary specification. 
Too often this is not written in sufficient detail to allow proper research to be done. 
The specification should indicate desirable performance criteria and delivery date 
as well as any special requirements, such as safety and other legal requirements in 
the country where the equipment is to be used. The buyer could then:

1 Draw up a list of potential sources – worldwide if appropriate.
2 Obtain relevant data about sources.
3 Get names of current users of the suppliers’ products for possible use as 

referees.
4 Obtain prices for alternative equipment, including ex-works price, transport 

and installation cost.
5 Find out lead-time details – ex works, delivered, installed, operational and 

up-to-target output.
6 Establish expected equipment life, recommended spares and maintenance 

schedules.
7 Obtain statements of operating costs and performance criteria.
8 Find out what after-sales service suppliers are prepared to provide.

Next, the team can consider available alternatives and where feasible draw up 
a short list of companies able to meet technical and commercial requirements. 
Each company will be appraised individually, as well as being made aware of 
the terms and conditions applicable. Detailed discussions with short-listed 
sources may be necessary to ensure that they understand what is required, when 
and how it will be done and what criteria will be used to assess performance. 
Suppliers and referee customers may be visited in this stage.

Finally, one supplier is selected and the contract is negotiated. It should 
state the responsibilities of both parties and the procedures to follow in 
commissioning the equipment. It may well be the whole team which negotiates, 
but the purchasing professional, whether or not designated as team leader, 
should play the key role in commercial and contractual matters, and in 
communication between customer and supplier about the contract.

In these negotiations many issues need to be covered. Among the commercial 
issues the most obvious is price. What does the price include, what is excluded? 
Is it a delivered price or an installed one? If there are to be extras, what is the 
means by which their value will be calculated? In what currency is the purchase 
to be made? If a stage payment agreement has been made, it is necessary to 
specify under what circumstances the price may be varied. If there is a long lead 
time and the supplier wishes to be protected in an inflationary period, it may be 
necessary to negotiate the application of a formula, for example BEAMA.
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As far as specification is concerned, leading companies are moving towards 
a functional rather than product specification; for example, that a particular 
machine should be capable of producing N widgets every minute over a period 
of Y hours’ continuous running. Where that is the case, many buyers are 
seeking to agree contracts where the buyer retains a substantial percentage of 
the purchase price until the equipment performs as specified. Others agree 
payment against a performance bond where money is held, as it were, in trust 
until the equipment meets the specified output figures.

Other important areas for consideration include warranty terms and a clear 
understanding as to when title passes. Also, given the assumption that title does 
not pass until satisfactory commissioning, who is responsible for insurance 
relating to associated risks and liabilities until that time?

Time, of course, is always an element and in some major capital negotiations 
can be of fundamental importance. Suppose a retail organisation decides 
to refurbish one of its stores; each day that passes without trading results in 
lost sales. Consequently time becomes a major focus given the extent of the 
opportunity costs associated with the store not trading.

Spares provision, training of operators, a clear understanding of what 
facilities (e.g. electricity, water, cranage) are to be provided by the buyer, safety 
and arbitration arrangements are further considerations.

Lifetime costs
It should be remembered that capital items are likely to be employed over a 
substantial period of time, and that cost implications arise at the main lifetime 
stages of specification, price, purchasing, installation, operation and disposal 
(see Figure 14.3).

Figure 14.3 Some elements of the lifetime cost of a capital item
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Investment appraisal
In a sense, almost any expenditure can be seen as an investment: the immediate 
expenditure procures a return which is not entirely immediate but extends 
some way into the future. A comparison can be made between what is likely to 
happen if the expenditure is made and what is likely to happen if it is not made: 
if, for instance, the money is spent on something else. Such ‘appraisals’ are 
more important when the amount to be spent is larger because, in committing a 
larger proportion of available resources, the expenditure cuts down the options 
that remain open. The individual consumer is likely to give more thought to 
the purchase of a house or a car than to the purchase of a shirt or a drink for this 
very reason.

Capital expenditure of the sort we are considering is concerned with the 
acquisition of permanent physical assets used in the production of goods or 
services, and thus very definitely represents an investment. To appraise properly 
the costs and benefits associated with a particular proposal requires the life-
cycle cost approach referred to above. The standard procedure is to prepare a 
detailed statement of the net cash flow per period throughout the life cycle 
(which may be the end of the project or asset life, or else up to a planning 
horizon). Net cash flow is the difference between cash received and cash paid. 
Positive cash flows, which increase available cash, may include payments from 
customers, savings in operating costs, reductions in the tax bill and tax refunds. 
Negative cash flows, which reduce available cash, may include payments to 
suppliers and employees’ wages and salaries, interest on loans and repayment 
of loans, and tax on profits attributable to the project. The sequence of net cash 
flows for the life cycle is the earnings profile – a term used particularly when 
there are substantial differences between earnings (or profits, or savings) in 
different parts of the life cycle.

Complete accuracy is unattainable even for the simplest proposal, such as 
the replacement of worn-out machinery. For more complicated projects such 
as launching new products or opening up world markets, great uncertainties 
exist in estimating the future streams of costs and benefits which constitute the 
earnings profile. Nevertheless, the attempt must be made, since without some 
 figures to work on most investment decisions would just be leaps in the dark.

Once the cost–benefit analysis or earnings profile has been prepared, a 
decision has to be taken as to whether to go ahead with the project. Even 
if it looks likely to be profitable, most organisations have many calls on 
available resources. A number of other paying proposals may be put forward, 
some of which have to be turned down because resources (financial, human, 
management) are limited. The process of calculating or estimating earnings 
profiles for investment proposals and applying various criteria to assess their 
profitability is known as investment appraisal.

The criteria applied to assess investment projects include payback period, 
average rate of return and discounted cash flow methods, of which the two most 
widely used are net present value (NPV) and discounted cash flow (DCF) yield or  
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internal rate of return. Since the procurement executive who is involved in 
the capital expenditure decision may encounter any of these, we will explain 
them all with the aid of examples which may point to the shortcomings of 
some of them. In most of the examples there is no specific reference to tax 
because this is the province of the accountant – not because it is unimportant. 
Taxation incentives in a development area could treble the expected yield of 
an investment in plant and machinery; taxation is also an important factor in 
deciding whether to buy or lease a facility.

Investment appraisal criteria
The payback criterion, popular because of its simplicity, consists of calculating 
how long the investment will take to pay for itself: the time taken for savings or 
profits (net positive cash flow) to accumulate to an amount equal to the initial 
outlay (negative cash flow). Its disadvantage can be seen from an example. 
Suppose the choice is between Project A and Project B, both requiring an initial 
outlay of £3000. Project A earns £1000 a year for three years, £600 in the fourth 
year and nil after that. Project B earns £750 a year for eight years. The payback 
criterion would prefer A, which pays for itself in three years, to B, which takes 
four years to pay for itself, even though B continues to earn money for twice as 
long as A.

The crude ‘rate of return’ criterion is applied in several ways. Typically, the 
average annual earnings are calculated and then expressed as a percentage of 
the capital invested. For instance, Project A has total earnings of £3600 over four 
years; therefore the average annual return is £900; as a percentage of the capital 
invested, £3000, this is a 30 per cent rate of return. Project B earns £750 a year, a 
25 per cent rate of return. This criterion would also prefer A because B gives a lower 
rate of return. The fact that it earns it for a longer period is left out of account.

More accurate appraisal techniques take account of the fact that a pound 
received today is worth more than a pound that will not be received for two 
years. The present value of money receivable in the future can be calculated 
quite simply. The procedure is the inverse of the compound-interest calculation 
by which the future value of money invested today can be worked out.

For instance, if £100 is invested for three years at, say 10 per cent  interest, it 
will amount to £100 + 10 per cent at the end of the first year, i.e. £110. At the 
end of the second year it will amount to £110 + 10 per cent, i.e. £121. By the end 
of the third year it will be worth £121 + 10 per cent, i.e. £133.10. Now if we can 
say that £100 invested today at 10 per cent interest will be worth £133.10 at the 
end of three years, we can also say that if £133.10 is due three years from now, 
it must be worth £100 today, using a discount rate of 10 per cent.

Published tables show interest factors: we could have looked up 10 per cent 
for three years and found the factor of 1.331. Multiplying £100 by this factor 
would immediately have given the future value of £133.10 which we worked out 
longhand. Similar tables are published for discount factors: 1/1.331 = 0.751, the 
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discount factor for three years at 10 per cent. If the future value of £133.10 is 
multiplied by this factor of 0.751, we have the present value of £100. Table 14.2 
gives such factors.

■	Some problems on present value (ignoring inflation)
Example 1
Would you rather be given £100 now or £200 in five years’ time, given that the 
current interest on a safe investment is 10 per cent?

The present value of £200 in five years’ time is 0.62 × 200 = £124.
The present value of £200 in five years’ time is greater than £100, and if present value 
were the only consideration I would rather have £200 in five years’ time.

Table 14.2 Discount factors for DCF calculations
(This table shows the present value of 1 discounted for various numbers of years at various rates of discount)
Rate of 
discount 5% 6% 7% 8% 9% 10% 11% 12% 13% 14% 15% 16% 17% 18% 19% 20%

Year

0 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000

1 0.952 0.943 0.935 0.926 0.917 0.909 0.901 0.893 0.885 0.877 0.870 0.862 0.855 0.847 0.840 0.833

2 0.907 0.890 0.873 0.857 0.842 0.826 0.812 0.797 0.783 0.769 0.756 0.743 0.731 0.718 0.706 0.694

3 0.864 0.840 0.816 0.794 0.772 0.751 0.731 0.712 0.693 0.675 0.658 0.641 0.624 0.609 0.593 0.579

4 0.823 0.792 0.763 0.735 0.708 0.683 0.659 0.636 0.613 0.592 0.572 0.552 0.534 0.516 0.499 0.482

5 0.784 0.747 0.713 0.681 0.650 0.621 0.593 0.567 0.543 0.519 0.497 0.476 0.456 0.437 0.419 0.402

6 0.746 0.705 0.666 0.630 0.596 0.564 0.535 0.507 0.480 0.456 0.432 0.410 0.390 0.370 0.352 0.335

7 0.711 0.665 0.623 0.583 0.547 0.513 0.482 0.452 0.425 0.400 0.376 0.354 0.333 0.314 0.296 0.279

8 0.677 0.627 0.582 0.540 0.502 0.467 0.434 0.404 0.376 0.351 0.327 0.305 0.285 0.266 0.249 0.233

9 0.645 0.592 0.544 0.500 0.460 0.424 0.391 0.361 0.333 0.308 0.284 0.263 0.243 0.225 0.209 0.194

10 0.614 0.558 0.508 0.463 0.422 0.386 0.352 0.322 0.295 0.270 0.247 0.227 0.208 0.191 0.176 0.162

11 0.585 0.527 0.475 0.429 0.388 0.350 0.317 0.287 0.261 0.237 0.215 0.195 0.178 0.162 0.148 0.135

12 0.557 0.497 0.444 0.397 0.356 0.319 0.286 0.257 0.231 0.208 0.187 0.168 0.152 0.137 0.124 0.112

13 0.530 0.469 0.415 0.368 0.326 0.290 0.258 0.229 0.204 0.182 0.163 0.145 0.130 0.116 0.104 0.093

14 0.505 0.442 0.388 0.340 0.299 0.263 0.232 0.205 0.181 0.160 0.141 0.125 0.111 0.099 0.088 0.078

15 0.481 0.417 0.362 0.315 0.275 0.239 0.209 0.183 0.160 0.140 0.123 0.108 0.095 0.084 0.074 0.065

16 0.458 0.394 0.339 0.292 0.252 0.218 0.188 0.163 0.141 0.123 0.107 0.093 0.081 0.071 0.062 0.054

17 0.436 0.371 0.317 0.270 0.231 0.198 0.170 0.146 0.125 0.108 0.093 0.080 0.069 0.060 0.052 0.045

18 0.416 0.350 0.296 0.250 0.212 0.180 0.153 0.130 0.111 0.095 0.081 0.069 0.059 0.051 0.044 0.038

19 0.396 0.331 0.277 0.232 0.194 0.164 0.138 0.116 0.098 0.083 0.070 0.060 0.051 0.043 0.037 0.031

20 0.377 0.312 0.258 0.215 0.178 0.149 0.124 0.104 0.087 0.073 0.061 0.051 0.043 0.037 0.031 0.026

21 0.359 0.294 0.242 0.199 0.164 0.135 0.112 0.093 0.077 0.064 0.053 0.044 0.037 0.031 0.026 0.022

22 0.342 0.278 0.226 0.184 0.150 0.123 0.101 0.083 0.068 0.056 0.046 0.038 0.032 0.026 0.022 0.018

23 0.326 0.262 0.211 0.170 0.138 0.112 0.091 0.074 0.060 0.049 0.040 0.033 0.027 0.022 0.018 0.015

24 0.310 0.247 0.197 0.158 0.126 0.102 0.082 0.066 0.053 0.043 0.035 0.028 0.023 0.019 0.015 0.013

25 0.295 0.233 0.184 0.146 0.116 0.092 0.074 0.059 0.047 0.038 0.030 0.024 0.020 0.016 0.013 0.010
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Example 2
Capex Ltd is trying to decide whether to replace an old machine. The purchase 
price of a new one is £10,000 and it is estimated that it will result in a saving of 
£3000 per year for five years in operating costs. Should Capex Ltd go ahead with 
the purchase? Use a discount factor of 10 per cent.

Year Cash flow (£) Present value (£) (discounted at 10%)

0 −10000
1 +3000 +2727
2 +3000 +2478
3 +3000 +2253
4 +3000 +2049
5 +3000 +1863

+11370

In present value terms, the new machine will save £11,370 in operating costs over the 
next five years. Purchase of a new machine at a price of £10,000 is justified.

Example 3
To pass its annual inspection, Mr Jones’s old car will need repairs costing an 
estimated £200. He has been offered a 10-year-old Volvo (with a new MOT) for 
£500. He estimates that the ‘new’ car will save him £80 a year for five years in 
fuel and repair costs. He could sell his old vehicle for £80. Should he buy the 
‘new’ car if he can borrow the money he will need this year at an interest rate of 
12 per cent?

£

Purchase price of new car −500

Selling price of old car +80

Cost of repairs for MOT +200 (saved by purchase of new car)

Net cost of purchase −220

Year Net cash flow (£) Present value (£) (discounted at 12%)

0
1 +80 +72
2 +80 +64
3 +80 +56
4 +80 +50
5 +80 +46

+288

By purchasing the new car, Mr Jones would save £68 on present value terms.
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Example 4
Project A can now be compared with Project B on a more rigorous basis. Using a 
10 per cent discount rate we obtain the following figures:

Year Project A Project B

Cash flow (£) Present value (£) Cash flow (£) Present value (£)

0 −3000 −3000
1 +1000 909 +750 682
2 +1000 826 +750 619
3 +1000 751 +750 563
4 +  600 410 +750 516
5 +750 466
6 +750 423
7 +750 385
8 +750 350

−3000 2896 −3000 4004

Project B is obviously much more profitable than Project A. This was not shown by the 
payback and crude rate of return criteria applied earlier, which indeed suggested the 
opposite.

Example 5
In fact, in the last example, Project A is not profitable, since the present value of 
the earnings, £2896, is less than the initial outlay to obtain the earnings, £3000. 
One factor in determining the present value of the earnings is the discount rate: 
if a lower discount rate were applied, the present value would be higher. What 
discount rate would show Project A as breaking even?

As we have only four figures to consider, the effect of various discount factors 
can easily be calculated. The one that comes nearest to breaking even is 8 per cent:

Year Cash flow (£) Present value at 8% (£)

1 +1000 926
2 +1000 857
3 +1000 794
4 +  600 441

3018

Would Project B still be the more profitable at this lower discount rate?

Example 6
Project C and Project D each require an initial investment of £2600 and each has 
a three-year life. While C produces earnings of £2000 by the end of the first year, 
£1000 by the end of the second year and £200 by the end of the third year, D has 
quite a different earnings profile: £200 in the first year, £1000 in the  second and 
£2000 in the third year. After the third year there are no cash earnings either for 
Project C or for Project D.
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On the payback criterion, C is preferable since it pays for itself sooner. On the 
crude rate of return criterion, there is nothing to choose between them since 
they both produce average earnings of £1066 a year, or 41 per cent. If present 
value is created at a discount rate of 10 per cent, we see that D actually loses 
money:

Year
Discount 

factor
Project C 

earnings (£) PV (£)
Product D 

earnings (£) PV (£)

1 0.909 2000 1818 200 182
2 0.826 1000 826 1000 826
3 0.751 200 150 2000 1502

2794 2510

The net present value, when the initial investment of £2600 has been deducted from 
the PV of the earnings, is minus £90 for Project D, and plus £194 for C.

■	The discount rate
The present value of future payments depends on how much they will amount 
to, how far away in time they are located, and the discount rate that is used. The 
amount and the timing of the payments are estimates of facts, but the discount 
rate is not factual in this sense; it is a matter for decision.

Financial experts see it as a technical decision, at least as complicated as 
such technical questions as the life of electronic components or the strength of 
embankments. It may sometimes be the cost of capital finance, although this 
is multi-valued; firms raise finance from several sources at various costs. Risky 
projects may be thought of as calling for risk capital while virtually risk-free 
projects can be funded at safe rates.

The two most popular DCF criteria for investment appraisal are: net present 
value and internal rate of return (IRR) or DCF yield. In example 2 above, the 
gross present value of the savings of £3000 a year is £11,370, a positive cash flow; 
the negative cash flow required to buy the machine is £10,000. Consequently, 
the NPV, the difference between the two, is £1370. Similarly, in example 3, the 
NPV of the car purchase is £68.

The IRR criterion is to find what discount rate would make the NPV equal 
to zero. In example 5, we saw that a discount rate of just over 8 per cent would 
make the present value of the earnings equal to the initial outlay, giving a 
zero NPV. This is the rate of return which the investment will actually earn. 
It can thus be seen as a more rigorous version of the crude ‘rate of return’ 
criterion used by some firms. It can also be regarded as showing the actual 
cost of capital finance at which the project would break even; for instance, 
if Project A in example 5 could be financed by a loan at 7 per cent, it would 
show a small profit. The method of finding this discount rate, which will 
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determine the DCF yield by making the NPV zero, is basically trial and error, 
but short-cut methods have been developed, which reduce it to a quick and 
simple routine.

A common reaction to DCF methods is that they are too complicated; they 
lend a spurious appearance of precision to estimates which are basically far from 
precise. As the economist J M Keynes wrote in the 1930s, ‘The outstanding fact 
is the extreme precariousness of the basis of knowledge on which our estimates 
of prospective yield have to be made’. The contemporary economist Paul 
Samuelson writes: ‘The world as it is today was predicted by nobody’ – so how 
can we expect to succeed in our life-cycle costing exercises? What is the point 
of taking our earnings profiles, riddled as they must be with assumptions, pious 
hopes and power ploys, and putting them through the DCF calculation process?

The point is very simple. It is that DCF methods, which are theoretically 
sound, do not increase whatever error is in the data. Unsound criteria such as 
payback (if used uncritically) make the data even more misleading. Admittedly, 
it will hardly be economic to apply procedures to small routine replacement 
investments such as typewriters, and it may not be practical to apply them to 
major non-routine decisions such as diversification, or to investments that must 
be undertaken because of legislation or other compelling cause; but between 
these two extremes extends a great range of ‘middle management’ investment 
proposals for which DCF criteria are now considered normal.

This elementary introduction to investment appraisal has referred only in 
passing to such matters as sensitivity analysis, taxation and the comparison 
of proposals with different life cycles or differently shaped earnings profiles. 
Readers wishing to find out more about these matters should study some of the 
excellent books available.

Conclusion
Contracting for a North Sea oil rig, a new hotel, a major computer installation 
or a replacement machine tool would in each case have its own special set of 
problems. In buying capital goods each case is likely to be different, but in each 
case the purchasing department has an important part to play.

Market and source information can be obtained for the project team. Help 
can be provided in evaluating available alternatives. Good communications 
should be established with preferred suppliers. Time scales should be made 
known to all parties. Performance criteria, and who is responsible for what, 
need to be spelled out.

Perhaps the most important of the purchasing department’s duties is to 
ensure that all important aspects of the contract are considered and agreed, 
and what is agreed is written into the contract and that the supplier performs 
against the terms of the contract.
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Summary
 1  The chapter outlines the differences between the purchase of capital goods and 

non-capital goods. Capital goods are bought to meet long-term needs and are 
normally highly specific and highly priced (thus the cost of a wrong decision 
could be critical). Most capital expenditure is postponable.

 2  Performance specifications are widely used in the acquisition of capital goods. 
Once this is complete, the buyer can short-list potential sources, obtaining the 
relevant data including lead times, expected equipment life, recommended 
spares and maintenance schedules.

 3  With high levels of investment, decisions are normally referred to the main 
board, which may take some time to reach an agreement. It is imperative that 
no hasty actions are taken by the requisitioner once approval has been 
obtained – full regard must be given to the commercial implications. By being 
involved from the earliest opportunity, purchasing will be able to input sound 
commercial and contractual knowledge throughout the project.

 4  Investment appraisal serves to assess the costs and benefits associated with a 
proposal. The life-cycle approach profiles the net cash flow. The chapter also 
outlines the methodology behind the following approaches: payback period, 
average rate of return and discounted cash flow.
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Retail procurement and efficient 
consumer response (ECR)

Introduction
Buying merchandise for resale, while having much in common with other types of 
buying, also has some major differences. Buyers in other sectors of the economy 
can learn much from studying some of the good practices found in the retail 
sector. Buyers in major retail organisations such as Marks & Spencer or Tesco are 
likely to be far more involved with their supply chains and customers than in other 
sectors of the community.

Objectives of this chapter
■	 To analyse the role of the retail buyer and their involvement with the supply chain
■	 To differentiate between selector, buyer and merchandiser
■	 To understand retailing research and the different methods of collecting data
■	 To define all the aspects involved in merchandising
■	 To appreciate the value of brand names and how they compete with ‘own brand’ 

labels and generics
■	 To understand the concept of efficient consumer response

Decisions have to be made in terms of what to buy, quantities, prices, delivery 
terms and mode and timing of payment. In addition, there may be negotiations 
covering training of retailer’s staff by the seller, sale or return, sales promotion 
deals and so on.

There are, however, differences. What retailers, wholesalers or other 
members of the distributive sector buy, they also sell. The ‘what to buy’ 
decision must be taken with a strong feeling for what will sell. There is a much 
greater overlap between the marketing/selling activities and buying than any 
other sector. Almost certainly a trained buyer in Marks & Spencer or Tesco 
would have spent a considerable time on the sales side prior to becoming a 
buyer. This chapter concentrates on the distinguishing characteristics of 
buying for resale.
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Retailing
It is interesting to note that a small proportion of retailers account for most 
of retail sales. Chain stores – for example, Tesco, Sainsbury’s, Asda, Marks 
&  Spencer, the Co-op – account for about 70 per cent of total food and drink 
retailing in the UK. The rest is made up of smaller independents and multiple 
independents (e.g. Spar).

Tesco is renowned as an example of a retailer utilising its buying power 
effectively to give it advantage in the high street. It is interesting to note that the 
 policies and strategies of the company from its beginning included  procurement 
as a fundamental key.

Other successful retailers in the UK and Europe which have tended to 
dominate food retailing in recent years have also laid great store by procurement. 
Clearly the food retailer that works with relatively tight margins has to 
maximise profit by moving the goods more quickly through the store. It is not 
uncommon for the more effective retailers to turn their stock over 52 times a 
year. Suppliers in such circumstances find that what the economists call non-
price variables are seen to be extremely important. Date/time scheduling is now 
common, for example, with the supplier being required to deliver on a stated 
day at a stated time. The majority of the buying for the larger organisations is 
centralised. Tesco and Sainsbury’s each employ hundreds of buyers backed 
by teams of agronomists, technologists, quality controllers and researchers. 
‘Buying is the glamour job in retailing’, according to one expert. ‘Store sizes are 
going up, and they need to find more lines to fill them. So they’re constantly 
searching.’ The pressure is on the buyers to come up with more innovative and 
upmarket ‘niche’ products. Certainly, the range and quality of food products on 
offer in the supermarkets have greatly improved in recent years. This should be 
good for consumers and it should be the key to success for those retailers that 
manage to stock what consumers want, at prices they can afford, which is also 
the key to success for small specialist outlets.

Marks & Spencer employs a range of specialists involved in the buying 
activity who, while they all work together, each have specific roles. To take 
clothing as an example, the selectors are responsible for identifying suitable 
lines for sale in Marks & Spencer’s stores. They visit fashion shows and other 
influential events. This may involve travelling widely, identifying appropriate 
merchandise. Buyers determine the budgets/estimates and, working closely 
with selectors, decide whether or not lines will sell. Buyers have the final say 
in any decision, and also have some involvement in identifying appropriate 
merchandise. Once a line has been selected, buyers require the supplier to 
produce samples for examination, trials and testing by various technologists. 
Finally, the merchandiser will decide on levels of stock to hold in the stores and 
which stores will carry various lines. These three activities – selector, buyer and 
merchandiser – which do overlap from time to time, are co-ordinated by HQ in 
Baker Street, London.
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Most large retailers are organised in broadly the same way. In smaller 
 organisations and department stores the buyer may be responsible for selecting, 
buying and certain merchandising functions as well.

Retailing research
In deciding what to buy, the buyer’s intuition and feel for the market are 
considered especially important in connection with fashion goods, the 
demand for which is very hard to predict. There is always some scope for 
intuition and feel for the market, but marketing research is intended to provide 
a factual basis for rational decisions, especially for such relatively standard 
lines as food and drink. Marketing research has been defined as: ‘the systematic 
gathering, recording and analysing of data about problems in marketing goods 
and services’.

An early version of retailing research was the retail audit which Nielsen 
invented in the United States. A representative group of shops is selected – 
 representative of chemists, groceries, off-licences, or whatever the research 
subject is – and checks are made at regular intervals, usually twice a month, of 
what stock is on the shelves and in the storeroom. Sales for each item audited 
are calculated from the figures for this and the previous stock check and from 
quantities invoiced in the period between the two. Increasingly, electronic data 
capture at checkouts makes this sort of information immediately available to 
retailers for their own merchandise sales and this is leading to new forms of 
retail audit.

Supply chains in retailing
In many types of retail distribution, but particularly in the grocery 
business, the main retailers stock the goods of most, if not all, of the major 
manufacturers. The consumers are free to visit the retailer of their choice in 
the knowledge that the product they seek, whatever the brand, will be likely 
to be available. This situation is depicted schematically in Figure 15.1, but of 
course the true situation is considerably more complex. Unlike the situation 
in most supply chains, in retailing of this kind there is a very wide range of 
possible routes from the manufacturer to the consumer. This is especially true 
in respect of branded items such as canned food, detergents, coffee, sweets and 
confectionery and so on. The major retailers compete on price and on aspects 
of customer service and satisfaction in an attempt to increase market share, 
but of course market share is of no great value unless it is profitable for them. 
Profitability comes from efficiency, and there is a considerable difference in 
profitability between those retailers that are able to manage their complex 
supply chains well.
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Electronic point of sale (EPOS)
Bar coding enables a situation where every stock line can be uniquely identified. 
‘Bar codes’ – the familiar panels containing numbers printed as a series of 
narrow and wide lines and spaces – are used to identify merchandise. These 
codes can be read quickly and accurately by sensors at the checkout or till, and 
numbers matched with a computer file, enabling the description, current price 
(not encoded, but ‘looked up’ by computer), and other details of the product 
specification to be accessed. Compared with checking by hand, scanning is 
three or four times faster. We can update information on sales as changes occur, 
in terms of dates and times, amounts bought, prices paid and so on. This system 
greatly facilitates data collection compared with traditional methods.

‘Real time’ information is available on patterns of store traffic, sales and 
profitability on every line carried. This information can be passed on to the 
suppliers of the merchandise concerned. Electronic point of sale (EPOS) is an 

Figure 15.1  
Supply chains  
in retailing

Mini case study – Sainsbury’s
Sainsbury’s, formerly the UK’s largest supermarket chain in terms of sales value, was 
overtaken in the 1990s by Tesco, and later by Asda. In a determined bid to regain its 
lost status, Sainsbury’s looked closely at the logistics and distribution side of its  business. 
Today the company moves 2.5 million cases of goods from approximately 2000  suppliers 
to 500 outlets. In order to achieve this movement efficiently, Sainsbury’s, working 
with suppliers and logistics service providers, has undertaken what it calls a ‘business 
 transformation programme’. It now has in place a highly automated supply system, and 
a company spokesman has said of the firm’s supply chain strategy, ‘There is a need to 
 eliminate everything that doesn’t add value, such as checking and counting deliveries’.
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example of electronic data interchange (EDI): that is, the transfer of structured 
data by agreed message standards from computer to computer by electronic 
means. As goods are sold, information is transferred directly to major suppliers 
via the buying organisation, in this case the retailer. There is no need for huge 
amounts of paper documentation, and savings are considerable. Figure 15.2 is a 
schematic representation of an EDI system.

Probably the most developed EDI systems are those used by retailers in 
connection with EPOS. Indeed, this usage has been seen by many manufacturing 
organisations as a benchmark against which to judge their own development in 
this field.

Much of the information generated from retailers’ EPOS systems can provide 
valuable real-time information to suppliers selling merchandise to the retailer. 
Such information includes:

■	 how well a product is selling;
■	 the effects of promotional activity from the supplier;
■	 shelf space allocations;
■	 the effects of other merchandise changes; 
■	 the effects of price increase or decrease.

It can quickly be fed back to suppliers for decision-making purposes. This type 
of information is often only made available to suppliers as part of a negotiated 
‘deal’, i.e. they pay for it.

Figure 15.2  
Schematic 
representation of  
an EDI system
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Merchandise planning
All retailers need to plan what goods to sell. At the top level, merchandise 
planning is about the nature and purpose of the business: ‘what we sell is what 
we are’. Merchandise planning at this level is part of corporate planning. At a 
lower level, merchandise planning is about what to order next month.

‘Merchandising’ is a term used differently by different organisations. For 
instance, in Firm A merchandising means collecting the information that 
buying needs to do its job. In Firm B merchandising means deciding what 
merchandise will be sold, deciding on a supplier or suppliers, negotiating 
buying prices and setting selling prices for the first buys, the buying department 
as such dealing only with repeat orders. In Firm C the terms ‘merchandising’ 
and ‘buying’ are used interchangeably. These three examples are taken from 
three actual firms.

Merchandising in its broadest sense would comprise:

■	 Merchandise planning. Preparing sales forecasts, setting merchandise budgets, 
developing model stock plans.

■	 Buying. Evaluating potential suppliers, selecting suppliers, negotiation, 
ordering.

■	 Distribution. External transport arrangements, receiving goods, marking, 
internal transport.

■	 Control. Stock-turn rate, financial control, unit control and other  
measures.

Corporate objectives normally include targets in all of these, and strategies will 
be devised in most areas.

A retailer develops a product mix: that is to say, a particular combination 
of products to meet the needs of one or more target markets. This is not a 
once-and-for-all process. The right mix for today might not be the right mix 
next year. New products appear on the market, old products sometimes lose 
their appeal, consumers’ preferences alter. The target market is itself subject to 
change.

The product mix includes ranges of merchandise. A product line or range of 
merchandise is a group of related products. Products can be related in several 
ways to form a range of merchandise; for instance, various kinds of canned soup, 
or children’s clothing, or wallpaper. In developing a range of merchandise, 
retailers consider such questions as:

■	 Is this product suitable for our store image?
■	 Is it appropriate for our target markets?
■	 What is the likely demand?
■	 Who are the suppliers?
■	 How readily is it available?
■	 On what terms could we buy it?
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■	Model stock plans
A model stock plan specifies the stock of the articles which the retailer intends 
to be available off the shelf. In planning the stock, retailers consider assortment, 
variety, width and depth.

Assortment Every retailer has to decide what combination of goods and services to offer for 
sale. The assortment may be exclusive, like a camera shop that sells only Kodak 
cameras; wide, like a shop that sells cameras alongside many other lines related 
in some way, for instance leisure activities; deep, like a camera shop that stocks 
many different makes of accessories; or scrambled, stocking many unrelated 
lines. The assortment a retailer chooses is related to the target customers at 
which the retailer is aiming.

Variety Variety is the number of lines carried by a shop. A fish-and-chip shop does not 
offer the variety offered by a Chinese takeaway, for instance. Variety has two 
aspects: width and depth:

1 Width refers to the level of specialisation; it measures the number of different 
product groups or lines offered.

2 Depth refers to the level of choice; it measures the number of items in each 
product group or line, size, colour, style, price.

A narrow and deep assortment would be appropriate for a product specialist, 
for instance a shoe shop. A wide and shallow assortment might suit a variety 
store.

■	Logistics and retailing
Huge amounts of money have been spent by the larger retailing concerns to find 
more efficient methods of moving merchandise from suppliers to their various 
stores up and down the country. Considerable savings have been achieved 
by using third-party carriers. Larger retailers such as Tesco, Sainsbury’s and 
Marks & Spencer have led the way in establishing a more efficient approach to 
the total logistics problem of getting the merchandise to the customer at the 
lowest cost, through employing specialist logistics concerns to contribute to 
efficiency.

Stock analysis and sales analysis
Stock can be analysed in many ways – for instance, into fast movers and slow 
movers. For a retailer this is a form of sales analysis: which lines sell best? As one 
retailer said: ‘There are some types of merchandise in which we do very well, 
for example newspapers and magazines where the turn round is measurable in 
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hours rather than weeks. On the other hand, some of our slower selling lines 
such as the less familiar book titles are held for much longer periods, but this is 
essential for maintaining a service to our customers.’

Pareto or ABC analysis is a very useful method of stock analysis. This groups 
stock items into high demand value items, which tend to be few in number, 
medium demand value items and low demand value items, of which there are 
many. According to one retail chain store:

We organise our stock control on ABC lines; that is, the A lines are the top 1 per cent 
accounting for 30 per cent of the volume, the C lines are 85 per cent lines accounting 
for 20 per cent of the volume, and the B lines are somewhere in between. The figures 
are not precise. Our A lines, the top 1 per cent, are partly controlled by a top seller’s 
system. Branches report the stock level of each of these lines at weekly intervals and 
from this we calculate rates of sale. The system has been highly successful in keeping 
stock levels down to very acceptable figures while maintaining service levels to the 
branches in the region of 94 per cent. Our books are mainly C items in stock control 
terms, that is, they are 85 per cent of the lines which account for 20 per cent of the 
volume. For example, we hold 31,000 lines at our main warehouse of which 25,000 
are books.

‘Unit stock control’ is the term used in the retail trade for procedures intended 
to ensure that the quantity available in the shop of each article on sale is not 
too little or too much to meet sales targets profitably. What is controlled is the 
physical quantity, or number of units, available as stock-in-trade. Financial stock 
control on the other hand aims to control the amount of money committed 
to stock-in-trade. Since these two kinds of stock control have different aims, it 
makes sense to use both of them.

The traditional basis of unit stock control is counting the stock. The simplest 
version, sometimes called ‘eyeballing’, is the periodic visual check, unsupported by 
records. This can work well in a small shop if the shopkeeper knows the stock well 
enough to keep a suitable assortment without records, and can predict demand 
without records, especially if the merchandise is not costly and can be obtained 
quickly. Millions of shops around the world use systems of this kind. ‘Two-bin’ 
systems are sometimes used. For example, two cases of an item are bought. One is 
put on the sales floor and the other in storage. When the case on the sales floor is 
empty, the other case is brought out of storage and one more is ordered.

Periodic actual count gives tighter control. Different classes of merchandise 
could be counted at different intervals of time: daily, weekly or monthly, for 
instance. Count records plus order records enable demand for each item in stock 
to be calculated, providing a basis for forecasting future demand for it.

Perpetual inventory shows what is in stock at any time of any item. Electronic 
data capture at checkouts and the use of computers have finally made this 
feasible. Point-of-sale devices have become much more than cash registers; 
they can carry a complete stock record, analyse sales, work out order levels and 
reorder automatically.
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Just-in-time also affects retailing probably more often than the average 
 manufacturing organisation. At one time, most retailing organisations allocated 
huge areas to hold stock not actually on the shop floor. Today, very few retail 
organisations can afford to lose selling space by holding reserve stock. What you 
see on the shelves and counters is frequently what the store holds as stocks. It is 
therefore imperative that suppliers resupply stock exactly when it is required. 
Failure to supply on time means lost sales and profit. Flexibility is essential and 
EPOS provides the way ahead, linking customer demand with deliveries.

Brands
Brand names can be valuable property, and can account for hundreds of 
 millions of pounds in corporate asset statements.

For a small shop, the national advertising and reputation which attract 
customers to well-known brands on sale can be very useful. A larger retailer 
wishing to establish its own distinctive image may prefer to sell exclusive brands 
which are not available from any other retailer. For instance, a distributor such 
as Currys may negotiate with a producer such as Hotpoint for a special version 
of their latest model to be sold only through Currys, which thus benefits from 
Hotpoint’s well-advertised brand name while still being able to offer a unique 
product.

For a major chain there are advantages in selling goods under its own brand 
name. Marks & Spencer probably invented own brands in 1928, when Simon 
Marks registered St Michael as the Marks & Spencer brand name. He picked this 
name partly because St Margaret was the brand name used by Corah, which had 
just been persuaded to sell direct to M&S instead of through wholesalers, partly 
because Michael was his father’s first name, and partly because the archangel 
Michael was the guardian angel of the Jews.

In a typical Sainsbury’s supermarket, 5000 out of 6500 lines may be own 
brands. Many BHS goods are own brands, Tesco has its own brand of lager and 
there are plenty of other examples.

There are two versions of ‘own branding’. In one, the manufacturer supplies 
standard production line goods, but with the retailer’s brand label rather than 
the manufacturer’s. In the other, the retailer draws up a specification and finds a 
manufacturer to make goods to it.

The advantage to the manufacturer of the first version is getting a large order 
for goods that are being produced anyway, without incurring any expense 
in advertising or sales promotion. The advantage to the retailer is the lower 
price this makes possible, enabling their own brand to be stocked next to the 
manufacturer’s brand on the shelves – identical goods at lower prices.

The second version of own branding is specification buying. Major retailers 
like this, because as well as improving margins it helps to establish the  retailer’s 
image. Specifications can be very detailed, covering everything from what 
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pesticides a farmer can use to how often packers must wash their hands. Not 
only the dimensions of the product, but the raw materials, the production 
processes and the quality control methods are specified. Specifications may 
even list the suppliers’ suppliers from which raw materials can be obtained.

■	Generic brands
This is where one uses the basic product – for example, corn flakes can be sold 
for considerably less than Kellogg’s Corn Flakes, which are branded. Similarly 
with pharmaceuticals – for example, aspirin may cost a fraction of the price 
compared with a brand name drug, although both may offer the same benefits. 
There is a considerable movement to provide more generic products as well as 
the brand equivalents. This enables retailers to tap the lower spectrum of the 
market.

Supplier selection
Standard criteria for supplier selection are quality, price, terms, delivery 
and service, together with actual performance on previous orders. These are 
discussed elsewhere in this text, since they apply to most buying decisions 
taken by an organisation. Additional criteria which may be taken into account 
by retailers include merchandise criteria and promotion criteria.

Merchandise criteria include the suitability of the merchandise for the 
store’s requirements, how well it fits the store’s image and the needs of its target 
customers; its availability – whether it can be delivered in the quantities, to the 
locations, at the times required; and perhaps adaptability, whether the supplier 
is willing to meet any special needs, such as supplying exclusive brands or own 
brands.

Promotion criteria include the type and amount of promotional support that 
a supplier provides. Apart from the support given by the supplier’s national or 
local advertising, there may be an advertising allowance or joint advertising 
by producer and retailer. In-store demonstrations, display materials and other 
consumer inducements may also be provided.

In specification buying, the role of the buyer (or ‘selector’, as Marks & 
Spencer call them) is rather different from the traditional retail buyer’s role of 
selecting from lines offered by competing suppliers. It is much closer to the 
industrial buyer’s role. Indeed, Marks & Spencer has been called a ‘manufacturer 
without factories’. As one supplier said: ‘They don’t buy products from us, they 
buy production capacity’. A typical buying office at Marks & Spencer includes 
the selector and assistant selector (buyers); the merchandise manager and 
merchandiser; the technical manager, technologist and quality controller; plus 
secretary, admin assistant and clerk. This is the buying team, all next to each 
other in the same office, not in separate departments.
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Developments in the retail sector
The following is a brief summary of some of the issues facing the retail buyer 
and likely consequences.

■	Greater concentration of retail outlets
The trend towards bigger out-of-town retail establishments over the past two 
decades is reversing. Although the effect of this was that an even greater range 
of products and services was offered to the customer, with the increase of online 
deliveries there is a growth in smaller metro stores in high streets and petrol 
stations. The buyer’s traditional breadth and depth of merchandise is likely to 
increase as a result, requiring more back-up services to assist the buyer.

■	Moves towards own brands
The majority of Marks & Spencer merchandise is own label. The growth of own-
label brands puts even greater pressure on the retail buyer to expand in this 
area. Along with this is an associated problem referred to as ‘passing off’. This 
occurs when a retailer produces a branded product with similar labelling and 
package design to an existing product so as to cause confusion in the customer’s 
mind, the effect being to increase sales of the new branded copy product at the 
expense of the genuine article.

■	E-commerce
More routine buying decisions are being taken by the computer and EPOS 
system in terms of routine buying. This should give the retail buyer more time 
to spend on supplier development, negotiations and customer care.

Direct ordering by the customer from their own computer systems gives the 
retail buyer more time to carry out market research on new merchandise.

Efficient consumer response

■	What is efficient consumer response (ECR)?
Over several years, the authors have received numerous definitions of ECR from 
a multitude of retailers. The following are just a small selection.

‘ECR is a grocery industry strategy in which distributors, suppliers jointly commit to 
work closely together to bring greater value to the grocery consumer.’

‘Efficient consumer response – a strategy in which the grocery retailer, distributor 
and supplier trading partners work closely together to eliminate excess cost from the 
 grocery supply chain whilst improving customer value.’
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‘Efficient consumer response is a “strategic initiative” working to overcome  traditional 
barriers between trading partners, thus eliminating internal barriers, that result in 
costs and time that add little or no value to consumers.’

‘Efficient consumer response is a commitment to the belief that sustained  business 
success stems only from providing consumers with products and services that 
 consistently meet or surpass their demands and expectations.’

It is a holistic approach that addresses the entire value chain of a manufacturer/
retailer relationship, building on and utilising previous concepts such as:

■	 just-in-time;
■	 lean supply;
■	 quick response (QR);
■	 manufacturing resource planning (MRP2).

It also incorporates EPOS and EDI in a way that seeks to optimise the whole 
supply chain.

It implies trust and sharing of information and ECR provides a common 
language that enables different trading partners to work together.

■	Barriers to the successful implementation of ECR
■	 Traditional barriers between trading partners.
■	 Barriers within companies, between internal departments.
■	 Unwillingness to share information.
■	 Conflicts with other priorities.
■	 Inflexible information systems.
■	 Inadequate training.
■	 Unwillingness to make the necessary organisational changes.

■	Implementation issues
■	 Adopting the ECR philosophy is often more difficult than anticipated.
■	 Companies must dedicate time, training, investment in both people and 

infrastructure to achieve the change in attitude and mentality.
■	 Access to detailed internal information by partnership companies is often a 

source of disputes.
■	 Full benefits are not realised until a critical mass of suppliers/retailers start 

using ECR concepts e.g. EDI and continuous replenishment (CRP).
■	 Promotions can cause havoc in CRP because

1 Peaks in demand are difficult to predict accurately.
2 There is multiplication of the number of SKUs.

Efficient consumer response (ECR) offers major savings through improving 
the whole supply and promises to spell an end to the adversarial relationships 
which still dominate the grocery business.

M15_BAIL6016_11_SE_C15.indd   451 4/8/15   7:29 AM



Chapter 15 • Retail procurement and efficient consumer response (ECR)

452

As its name implies, ECR basically aims to fulfil consumer demands more 
efficiently and faster at lower cost. ECR takes a total supply chain perspective, 
considering packaging and ingredient suppliers, manufacturers, wholesalers, 
retailers and consumers.

■	Key prerequisites for successful ECR
For ECR to be successful, however, some long-held beliefs and attitudes have 
to change. Relationships between retailers and manufacturers need to become 
‘more honest and more open’. A shared vision is called for, with trading partners 
rewarded on their true contribution to creating consumer value.

The following aspects of ECR are assessed as of such fundamental importance 
that little can be achieved unless they are in place:

■	 high scanning accuracy;
■	 automated store ordering;
■	 optimising promotions;
■	 assortment planning;
■	 reliable operations;
■	 synchronised production;
■	 integrated suppliers.

The ‘key to success’ for reaching the ECR goal therefore seems to be closely 
related to the integrated partnership management of the information flow.

ECR is a logistical partnership between retailers and manufacturers in the 
grocery industry with enormous saving potentials. Within the ECR channel, no 
inefficiencies prevail. Each step of the channel concentrates on its very own core 
competences and reduces non-value-adding activities. The savings potential 
results from a total-chain reduction of inventory by speeding up cycle time (see 
Figure 15.3).

Figure 15.3  
ECR grocery  
supply chain

M15_BAIL6016_11_SE_C15.indd   452 4/8/15   7:29 AM



453

Summary

■	ECR savings

Area Savings potential through

Production (cost of goods) Better capacity utilisation by reduced product losses owing 
to better packaging expenses, more efficient raw material 
procurement, reduced damaged rates

Marketing Reduced trade and consumer promotion administration 
expense, fewer product introduction failures

Purchasing (selling/buying) Simplified administration by automated ordering systems

Logistics Efficient utilisation of warehouses and trucks, cross-dock 
flow through distribution

Administration Reduced clerical and accounting staff

Store operations Higher sales by square foot by automated ordering systems

Conclusion
Buying in the retail sector has many of the characteristics found in most buying 
jobs. The major difference is likely to be found in the scope of the buyer’s role. 
Retail buyers are far more involved in the running of the retail organisation, the 
customer and the supplier base than the average buyer in other non-retailing 
organisations. Some of the best procurement practices can be found in large 
retail organisations in terms of EPOS, supplier development, supply chain 
management and the customer/buyer interface.

Summary
 1  The ‘what to buy’ decision is directly related to what will sell. This decision may 

be taken by a team comprising selectors, buyers and merchandisers (in large 
 organisations) or by an individual buyer who is responsible for all three aspects.

 2  Bar coding means that every stock line can be uniquely identified. Electronic 
point of sale systems scan product codes and collect real-time data relating to 
product turnover, stock levels and profitability. This greatly aids the retailer and 
the supplier by providing information on the effect of promotional activities, etc.

 3  Merchandising comprises four aspects: planning, buying, distribution and 
 control. Targets set in each of these areas form the basis of corporate objectives.

 4  Unit stock control looks at the physical quantity available as stock-in-trade and 
uses various methods from ‘eyeballing’ to electronic data capture. Financial stock 
control aims to control the amount of money committed to stock-in-trade. Most 
retail organisations hold all stock on the shelves – hence the importance of 
timely and accurate restocking.
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 5  When undertaking a supplier appraisal, merchandise and promotion criteria 
are also assessed. Is the supplier adaptable? What type of promotional support 
will they offer?

 6  Efficient consumer response is a ‘strategic initiative’ working to overcome 
 traditional barriers between trading partners, thus eliminating internal barriers, 
that result in costs and time that add little or no value to consumers.
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Introduction
The acquisition of services is an important part of procurement and supply 
work, so much so that many organisations spend a greater amount with service 
providers than with suppliers of goods. Service supply is further gaining in 
importance as more and more organisations ‘contract out’ non-core aspects of 
their work. This contracting out may arise from a wish to concentrate more closely 
on the main business, and hence focus on the specialist skills that give rise to 
competitive advantage. Alternatively, and particularly in public sector concerns, 
the pressure to contract out services arises from the need not only to be efficient, 
but to demonstrate that open and competitive buying methods are employed. 
The practice of ‘market testing’ to ensure that work performed by organisations 
is undertaken at least as efficiently as would be the case if contractors or other 
providers were employed has given rise to a considerable increase in the external 
sourcing of services. Compulsory competitive tendering required by local and 
central governments in many parts of the world has resulted in a greater emphasis 
on the acquisition of services from external providers, services formerly supplied 
by ‘in-house’ supply. This chapter is concerned with the acquisition of services 
inasmuch as such acquisition processes differ from those for goods.

Objectives of this chapter
■	 To assess the differences between buying services as opposed to tangibles
■	 To outline a range of approaches to the procurement of services such as 

 advertising, marketing, PR and legal services
■	 To highlight the main features of relevant EU directives
■	 To indicate some features of relevant legislation

16
Services procurement
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What is meant by ‘services’?
A service is any kind of supply where the main component is a task of some 
kind, rather than the provision of some tangible good or material. A service is 
a performance of some act of value, which, unlike the situation where goods 
are sold, does not result in the customer’s ownership of anything. Almost any 
kind of service might be required. The following list is only a representative 
sample of some of the more commonly bought services; a complete list would 
be  impossibly long:

Accountancy Decorating Logistics

Advertising Design Maintenance

Arbitration Freight forwarding Medical

Banking Grounds maintenance Research

Catering Importation Security

Cleaning Insurance Training

Computing Legal advice Transportation

Consultancy

Special factors
There are a number of factors which differentiate services from tangibles, and 
which give rise to particular difficulties associated with their acquisition.

■	Impracticability of storage
By their nature, services cannot be stored. This means that they must be 
provided at a time that exactly coincides with the need. It is neither possible for 
a supplier to stockpile them in anticipation of a need arising, nor for a user to 
carry inventories to protect against uncertain supply or demand. Of course, not 
all services are time critical. It will probably not matter too much whether the 
windows are cleaned on Monday morning or Tuesday afternoon. Other services, 
while not ‘storable’, are provided continuously (e.g. insurance services, power 
and other utilities) and pose no significant scheduling problems for the user.

Nonetheless, the majority of services are likely to be the subject of careful 
planning and programming to ensure that they are provided at the right 
time and to the right location, with any failure giving rise to significant 
consequences.

If the requirement for a service is not steady, or is difficult to predict, the 
challenges associated with its provision are enormous, and normally require 
a very great investment in standby resources. The armed forces provide an 
excellent example of this type of situation.
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■	Inspectability
Tangible materials can be measured, weighed, tested and inspected in any 
number of ways in order to ensure that they conform to the agreed specification. 
This is not so with services, which are generally rather more difficult to test 
for quality. Quality may be specified in ‘conformance’ terms, by saying things like 
‘the consultant shall be on the client’s premises until 3 p.m. on Friday’, or ‘the 
work shall be completed and recommendations made by such and such a date’. 
More appropriately though, at least in most cases, ‘performance’ specifications 
are employed. Examples might be ‘at the end of the training programme 
participants shall be competent to operate a 1 tonne counterbalance fork-lift 
truck’, or ‘vehicles maintained under this contract shall be capable of travelling 
safely at 70 mph and returning 25 mpg’.

A most important characteristic of services is that the results cannot be seen 
prior to buying, so preliminary assessment will tend to focus more strongly on 
the service provider, rather than the product.

■	Do or buy?
This question is related to the make-or-buy decision, which may be made when 
tangibles are being acquired. However, though the question occurs occasionally 
with tangibles, usually there is no real alternative to buying the material. In 
the case of services, the do-or-buy question is more commonly posed, and may 
frequently be reduced to a consideration of the pros and cons of employing 
persons with the necessary competencies to undertake the work in question, or 
contracting with an external organisation to perform the activity. The decision 
is often a difficult one, with the economic considerations becoming quite 
complex, and in turn overlaid by questions relating to corporate policy, and in 
some cases to government policy.

■	Contractual arrangements
When goods are to be bought, it is usually relatively easy to ascertain when a 
contract comes into existence, and when it has been completed, usually on 
payment for goods supplied according to the buyer’s specification. In the 
supply of services the situation is often less clear-cut. Suppose an architect is 
commissioned to design a suite of offices according to a specification laid down 
in terms of accommodation required, within budget figures determined by the 
client. The architect supplies proposals that meet the criteria, but are not to the 
client’s aesthetic taste. The client requires an alternative design. Who pays? 
‘Not enough information’ will be the correct response to this question, which 
nevertheless illustrates the type of difficulty that easily arises in arrangements 
for the supply of services.
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■	Provision
Many services can only be acquired through the physical presence of the service 
provider or the employee. Gardening, or the servicing of a computer installation, 
requires the appropriate personnel to be ‘on site’. However, banking or  insurance 
services, for example, can be organised and provided remotely.

■	Complexity of acquisitions
While it is useful to look at the supply of services separately from the supply 
of goods, and to deal with such supplies in this chapter, it is the case that few 
contracts are purely for the supply of goods, and, equally, few are for services 
alone.

Figure 16.1 contains a list of nine different but typical organisational 
requirements, arranged in order with an item which is plainly ‘goods’ at the 
top, and a clear ‘service’ at the bottom. However, the supply of parts made 
to a customer’s specification is not entirely a supply of goods. The parts will 
need to be shipped from supplier to customer, and there are other intangible 
considerations such as inspection and transfer of ownership (as opposed to 
possession) to take into account.

At the other end of the list, consultancy is, obviously, a service.  Nevertheless, 
it is difficult to envisage any kind of consultancy where no materials of any 
kind are involved. The consultant will usually hand over drawings, plans or 
other documents. Even when an oral presentation is to be made, the physical 
resources for this to take place must be provided.

There are, of course, many supply arrangements that are clearly for both 
goods and services. A restaurant meal would provide a good example for the 
 domestic buyer; the contract hire of a fleet of motor vehicles would be an 
organisational example.

Figure 16.1
List of typical 
organisational 
requirements
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■	Resale
Unlike goods, services cannot normally be resold. This means, of course, that 
the relationship between the service provider and the user of the service is a 
 direct one. Intermediaries are not usually involved.

■	Variability
People, of course, provide services, and people are individually unique. 
 Standardisation, homogeneity and repeatability may be challenging 
requirements where goods are concerned. In the provision of services complete 
uniformity would be a goal verging on the impossible.

We should mention that the exclusion of outsourcing in this chapter 
on ‘services’ could be somewhat misleading, as it is entirely possible that 
manufacturing capability might be outsourced, for example by an aircraft 
engine manufacturer outsourcing the fabrication of nacelles, or an engineering 
company divesting itself of its foundry business. (The subject of outsourcing has 
been discussed in full detail in Chapter 4.)

Case study – A & N Media
A & N Media, owners of the Daily Mail, Mail Online and Metro, are rationalising 
their supplier base and have evaluated IT vendors based on economic, strategic 
and partnership criteria. It is here that procurement has played a major part 
and changed perceptions as to the role they can play in transformation. Their 
business relies on keeping everything operational while finding new ways to 
innovate, drive down costs and improve performance.

They want suppliers that can evolve into partners. Procurement can make 
the difference by extracting more value from vendors who are happy to make 
investments in their own product portfolios, and to make the same investment 
in understanding how these apply to their customers’ businesses.

For the first time, procurement has analysed historic spend data, carried out 
benchmarking, forecasted future scenarios and agreed a prioritised action plan 
to remedy poor vendor performance and introduce new strategic vendors.

Summary – what procurement can offer IT
■	 Prevent technology officers being bombarded with irrelevant and generic IT 

offerings.
■	 Help find and assess suppliers that can innovate, reduce costs and improve 

performance.
■	 Evaluate possible IT vendors based on economic and strategic partnership 

criteria.
■	 A pragmatic and communicative approach and working for better 

 commercial terms.
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Case study – Thames Water
The company spends £1.6 billion a year with 3000 suppliers and contractors.

When they set off to transform procurement and the company’s cost 
base they found a team that was demoralised, had suffered from a lack of 
clear strategy and direction, and which had a reputation for under-delivery, 
 struggling to influence the wider business.

There was an inconsistent standard of performance across the department. 
Systems and processes were slow and overly bureaucratic, and projects were 
seldom delivered to plan.

A new category management structure was implemented, focused on the key 
stakeholder spend categories. New talent was hired to lead these categories and 
a clear annual procurement plan was agreed with the business. Local tactical 
buying roles were eliminated and the accounts payable and buying teams joined 
in a single purchase-to-pay (P2P) team, with all legacy systems replaced with SAP.

‘A key breakthrough was persuading the budget-holders and finance to 
 incorporate our savings targets into the annual business planning cycle.’

‘This is crucial. It makes the savings real, baking them into the profit and loss 
(P&L) account, and in doing so it generates real tension and co-commitment 
from the budget-holders.’

Operational spend
Ninety-eight per cent of spend categories were re-tendered, delivering an 
overall 23 per cent cost reduction of more than £100 million.

There were five key success criteria:

1  Visible executive support. The CEO personally mandated a culture of 
compliance and early and full procurement involvement.

2  P&L alignment. The unexpected savings were made part of budgets, 
which meant there was mutual accountability, and budget-holders, 
 finance and procurement were aligned behind a single set of deliverables 
visible in the P&L.

3  Integrated consultancy support. Staff and consultants worked in 
 integrated teams to deliver savings, which resulted in improvements in 
processes, staff skills and confidence.

4  Focus on value, not cost. All investments in new staff, training and 
consultancy support were based on business cases, which helped 
stakeholders to focus on long-term value generation.

5  Delivery focus. The sourcing processes were streamlined and teams 
 focused on hitting targets.

The supply chain transformation has delivered significant efficiencies, 
including:

■	 Total contract costs reduced on average by over 20 per cent, which 
helped to deliver the required level of capital infrastructure investment.
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■	 Tier-two rates negotiated for 72 categories of goods, materials and 
 services saving on average 28 per cent on previous prices, with 
 enhanced specification, quality and service levels.

■	 Thames Water’s recycled aggregate supply chain was awarded the 
 National Joint Utilities Group UK Sustainability Award. The firm 
was recycling 99 per cent of its construction spoil, saving 1.3 million 
tonnes of landfill a year and more than £40 million.

■	 An innovative legal contract that combined the security of a 
capped total cost with the gain-share potential, with additional 
 performance incentives, risk transfer and measures to protect   
regulatory outputs.

■	 A culture and process to foster collaborative joint procurement across 
the extended supply chain to optimise another £1 billion yet to be 
sourced.

■	 Processes to improve visibility of demand data.

Thames Water overcame inefficiencies by encouraging:

■	 Commitment – letting long-term programmes and increasing 
 visibility and commitment of work to enable the best use of resources 
(plants, labour, materials) and economies of scale.

■	 Empowerment – moving to design and build to utilise the full skills 
and experience of contractors, encouraging innovation and increasing 
accountability.

■	 Capability – encouraging joint ventures to ensure that delivery 
 partners have full capability and capacity.

■	 Competition  – letting fewer, larger contracts locking in key 
 contractors and suppliers, maximising economies of scale and 
 enabling  management to focus on fewer relationships.

■	 Cost analysis – mandating full transparency at unit-cost level to 
 enable forensic cost analysis.

■	 Control – extending Thames Water’s control and leverage to 80 per cent 
of the extended supply chain to ensure that leverage is not fragmented 
by multiple delivery partners.

■	 Collaboration – contractors work in a joint team led by Thames 
 Water, supported by forecasting processes for material requirements 
planning, giving advanced demand visibility to tiers two and three of 
the extended supply chain.

Strategic sourcing
The project has transformed efficiency in the company’s capital supply chain, 
reducing like-for-like costs by more than £1 billion.

They have a good team, with enhanced tools, techniques, process and 
systems, winning the respect of the business, and procurement staff are 
involved early in all projects. Their next phase is to enhance their strategic 
sourcing  capability and agility.
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Service quality
Quality is the ability of a product or service to consistently meet or exceed 
customer expectations. The dimensions of service quality are as follows:

■	 Access
■	 Communication
■	 Competence
■	 Courtesy
■	 Credibility
■	 Reliability
■	 Responsiveness
■	 Security
■	 Tangibles
■	 Understanding/knowing the customer.

These dimensions of service quality are eventually going to be perceived by 
the user after their initial expectations, which are based upon:

■	 word-of-mouth, e.g. what others say about the supplier/provider;
■	 meeting of the user’s personal needs;
■	 past experiences of the supplier/provider.

These initial expectations work towards giving an expected service level and 
then, when the service has been provided, the above dimensions of service 
are  determined from what was actually delivered and will be matched to the 
expectations.

This may result in a service quality gap between what was expected and 
what was actually delivered, the result being the perceived service quality. The 
following diagram and table expand on this:
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Managing perceptions and satisfaction
Procurement managers must become fully attuned to their internal customers 
and understand how perceptions of a service develop during the service process.

Figure 16.2 combines the levels of expectations and zone of tolerance, and 
the outcome of a service, level of satisfaction and dissatisfaction. It looks at how 
expectations give way to perception of satisfaction using the service process. 
The diagram shows the zone of tolerance extending from expectations, through 
the process, to the outcome of satisfaction.

It is vital that procurement departments communicate with their internal 
customers regularly in order to ensure that they fully understand what is, and 
what is not, acceptable in terms of service delivery.

The diagram is similar to a control chart that procurement managers can use 
to identify customer’s expectations, see what is acceptable, less than acceptable 
and more than acceptable. Then they can assess during the service the  impact 
of each stage or transaction in a single service transaction or encounter or a 
 series of service encounters. This helps procurement managers to understand 
how they can jointly design their service to have the appropriate interventions 
at appropriate times to achieve the desired outcomes.

A number of suggestions have been made about the use of this model 
(  Johnston, 1995). We shall take, for example, a service of maintenance and 
apply this model. We might consider there to be several transactions here:

■	 response time (e.g. one hour);
■	 arrival at the client;

Gap Problem Cause(s)

1.  Consumer expectation – 
management perception

The service features offered 
don’t meet customer needs

Lack of marketing research; 
inadequate upward 
communication; too many 
levels between contact 
personnel and management

2.  Management 
perception – service 
quality specification

The service specifications 
defined do not meet 
management’s perceptions of 
customer expectations

Resource constraints; 
management indifference; 
poor service design

3.  Service quality 
specification – service 
delivery

Specifications for service meet 
customer needs but service 
delivery is not consistent with 
those specifications

Employee performance is 
not standardised; customer 
perceptions are not uniform

4.  Service delivery – 
external communication

The service does not meet 
customer expectations, which 
have been influenced by 
external communication

Marketing message is not 
consistent with actual service 
offering; promising more than 
can be delivered

5.  Expected service – 
perceived service

Customer judgements of 
high/low quality based on 
expectations vs actual  
service

A function of the magnitude 
and direction of the gap 
between expected service 
and perceived service
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■	 diagnosis;
■	 actual time taken to fix on first attempt;
■	 discussion of findings;
■	 departure; total elapsed time for the service;
■	 need for recall to fix again as was a unsuccessful first attempt.

Expectations may have been managed by procurement through its contract 
and service level agreement (SLA); for example, this informs customers that they 
should have to wait no longer than one hour for a response to the  breakdown/
maintenance problem, that they will be treated with care and consideration and 
that all facts will be explained to them in a meaningful way (see Figure 16.3).

Performance within the zone of tolerance results in satisfaction.

Figure 16.2
Managing 
perceptions and 
satisfaction during 
the process
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Figure 16.3
Managing 
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Providing the customer’s perceptions of the transactions are not greater or 
less than acceptable, the outcome will be a ‘satisfied’ customer with a ‘score’ 
somewhere within their outcome zone of tolerance, as shown in Figure 16.4.

It has been suggested that the quality of a performance within the customer’s 
zone of tolerance may not always be consciously noticed. Therefore, for a 
procurement organisation wishing to make an impact, they will need to design 
in positive interventions, such as self-assessment of the level of service provided, 
and then feed this back to customers to show how performance is improving 
and is being maintained. Sufficient incursions above the zone of tolerance 
threshold will result in a highly satisfying outcome (customer delight).

By including one or more enhancing factors the service provider may be 
able to delight the user. For example, the maintenance service provider greets 
the user by name and illustrates their competence by immediately explaining 
the  likely problems, the time needed to fix the problem and the options 
available. This might be quite unexpected (at least on the first occasion) and will 
therefore delight the customer, as shown in Figure 16.5.

The outcome ‘score’ may not be a mean score but delighting (and indeed 
dissatisfying) incidents may have the effect of skewing the resulting level of 
satisfaction.

Sufficient incursions below the zone of tolerance threshold will result in 
a dissatisfying outcome. A delay of, say, 10 minutes may be forgiven, but this 
 coupled with a brusque treatment and a cursory examination may well lead to 
dissatisfaction, as shown in Figure 16.6.

Some dissatisfying and satisfying transactions may be compensatory; for 
 example, a lack of a timely response resulting in a customer waiting around, 
with the uncertainty of when the maintenance service provider is arriving, will 
count as a dissatisfying transaction, but a profuse apology from the maintenance 

Figure 16.4
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Figure 16.5
Using enhancers to 
delight the customer
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Figure 16.6
A dissatisfying 
outcome
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provider with an explanation, coupled with particularly caring service delivery, 
may compensate for the initial problems. Figure 16.7 shows this change.

Several satisfying transactions will be needed to compensate for a single 
 dissatisfying transaction (as above). A failure in one transaction may raise the 
dissatisfaction threshold.

A dissatisfying experience may also have the effect of shifting the zone 
of tolerance upwards and/or maybe reducing its width. For example, if 
the customer has had to wait for a much longer time than specified, their 
dissatisfaction with this transaction may be such as to negatively dispose them 
towards the rest of the service. This could mean that future transactions that 
might previously have been within their zone of tolerance are now felt to be 
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dissatisfying. This shifting of the zone increases the likelihood of the outcome 
being a feeling  of  dissatisfaction (see Figure 16.8).

Conversely, an enhancing transaction may lower the zone of tolerance 
(and/or widen it), so that further transactions that might before have been 
within the acceptable range are now felt to be delighting. For example, prompt 
completion by the service provider, a feeling of being important and welcomed 
by the customer, all the forms ready to be signed and an overall swift, efficient 
and effective response service may not only delight but positively dispose the 
customer to the rest of the service and increase the likelihood of a delighting 
outcome; Figure 16.9 illustrates this.

Figure 16.7
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■	Professional services
How can procurement make the buying of professional services a success 
for their organisation? The links between all the parties involved need to be 
 balanced to work together effectively.

In most organisations there are three main participants in the purchasing 
process:

■	 the supplier of the goods and services;
■	 the purchaser who puts in place the contractual arrangement;
■	 the user of the goods and services in the purchasing organisation.

When users control the budget, they might see the procurement function as 
an obstacle. When the procurement department controls expenditure, it might 
want to deter users from spending what it regards as its money.

Where the cost/quality debate between users and purchasers has not been 
 resolved, suppliers will be in the invidious position of trying and failing to keep 
both sides happy. This three-way tension is particularly acute when buying 
professional services.

■	Gatekeeper or faithful servant?
‘Gatekeepers’ are procurement people who concentrate on the purchasing 
process, compliance and policy. They see their job as protecting the organisation 
against users who, given half a chance, would spend their organisation’s money 
foolishly or beyond their authority. Gatekeepers make every effort to put in 
place policies that give them the upper hand over users. They establish lists of 
suppliers, seek to lead on negotiations, choose the supplier and dictate terms 
and conditions.

Figure 16.9
Delight shifts the 
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The result was impressively thick process manuals, preferred supplier lists 
and policies. By contrast, practical compliance on the part of users was poor, 
and they tended to take a dim view of purchasing staff.

The flaws in the gatekeeper approach led to a shift towards better user 
engagement in the shape of a ‘faithful servant’ model. The purchasing team 
may assist, but only where users want them to do so. They may be involved in 
selecting suppliers and setting out basic terms and conditions, but always at the 
request of users.

Lack of governance and objectivity can lead to supplier choice based purely 
on friendships and personal prejudices. Suppliers can economically exploit the 
buying organisation.

Case study – BBC procurement
The BBC has 29 staff in the procurement department who are mostly 
responsible for arranging framework agreements in high-spend categories such 
as outside broadcast provision, studio space, lighting and cameras, but they are 
also prone to receiving last-minute calls from show production teams trying to 
track down particular items.

Large shows such as Holby City and Strictly Come Dancing usually have their 
own buyers who sit within the production team, report to the production 
manager and buy what is required on set. Smaller productions, such as chat 
shows held in a studio, tend to rely on the studio resource manager to source 
items because it’s not necessary to buy in a lot of goods.

Procurement take a more strategic view on the sort of contracts they look after.
Every show requires some sort of camera, or with post-production, studio 

space, outside broadcast provision and lighting. Preferred supplier lists are 
 often in place in order that buyers can then buy directly and confidently from 
these framework agreements. Using the BBC spend they make the most of the 
economies of scale, and productions can go to these companies and potentially 
negotiate a better rate.

At the lower end of the purchasing scale, the department can be found 
buying in the makeup services for BBC News and BBC Breakfast. Contracts cover 
makeup artists, 24-hour provision and the consumables they buy in as well.

Health and safety, too, is an important consideration. The purchasing 
 department vets suppliers and draws up preferred lists for those working in areas 
such as special effects/pyrotechnics, driving, underwater and aerial shooting.

Interestingly, purchased props and costumes that are no longer needed are 
recycled on a BBC intranet site. Production teams list the items and if another 
team spots something it needs, it will reuse it. The site also enables staff to post 
requests.

The fast-moving and topical world of TV certainly appears to be really quite 
diverse, with long-term projects and overnight requirements. Of all the buying 
departments in procurement, it’s the one that has to be most flexible.
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■	Constructive relationships
The success of a professional services assignment depends on the relationship 
between users, purchasers and suppliers being balanced. The needs of the user 
must be recognised by the purchaser and the supplier, and whether the purchaser 
or user takes the lead role in selecting the supplier, both must be involved.

Relationships change during the purchasing process. Once the contract 
is up and running, the links between user and supplier will be stronger, but 
this should be allied to effective contract and supplier management, with the 
purchasing team continuing to play a part.

The role that combines the best of the gatekeeper and faithful servant roles is 
that of ‘business partner’ (see Table 16.1). The purchasing department achieves 
control, enabling it to look for value through aggregation, careful selection of 
suppliers and effective management of the contract. But users also have a  major 
input into supplier selection and management and suppliers recognise that 
they have to deliver the desired outcome.

■	The skills a business partner needs
There are four main skills required when buying professional services:

Market knowledge Procurement people need to know about potential suppliers and their pricing 
structures. Understanding the market allows them to portray themselves as 
 experts rather than administrators.

Internal  
intelligence

Table 16.1
Relationship 
approaches

Drivers Process focus Purchasing style

Gatekeeper Control demand
Procurement power 
to drive value
Mistrust of users

Strong policies
Tight authorisation
Limited range of 
suppliers

Enforce policies with users
Purchasers lead the process
Dominant interface with 
the market

Faithful 
servant

Decentralisation
Speed of action
Delegated 
management style

Limited control 
on users
Loose procurement 
process
‘Open sourcing’ 
from market

Helpful but subservient 
to users
Users lead process
Market interface as defined 
by users

Business 
partner

Good governance 
combined with 
business focus
Balance between local 
autonomy and central 
control

Clear policies and 
authorisations
Collaborative 
working internally 
and with suppliers

Manage the policy and work 
positively with users
Joint approach to process 
and market interface

 Procurement need to have a handle on patterns of demand within their own 
organisation.
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Communication  
skills

Self-confidence Having the confidence to communicate a deep knowledge of the professional 
services market is essential if procurement people are to get others to take them 
seriously.

■	Approaches to the provision of services
A basic distinction to be made when considering the provision of services 
is the one between ‘provider present’ and ‘provider not present’ services. 
For many organisations the provision of everyday services such as catering, 
cleaning and security involves the presence of the service provider’s staff on 
the premises of the client concern. This, of course, adds another set of issues to 
be contemplated and determined, connected with such matters as supervision, 
safety, confidentiality, access and the ‘host–guest’ relationship. Some services, 
for example banking, insurance or credit rating, will be undertaken at the 
provider’s place of business, and some, such as transportation, will involve the 
presence of the provider for only some of the time during which the service is 
provided.

Occasionally there may be a choice as to whether the service provider will 
be present or not. For example, some companies, in entering into arrangements 
with travel agents, have agreed with the service provider that the agency 
maintain an office at the client’s location.

Services may be provided as an occasional ‘one-off’ purchase, such as, for 
 example, the development and delivery of a training programme to meet a 
specific need. In other circumstances, call-off arrangements are sometimes 
entered into, where the service provider and client arrange a scale of charges, and 
in  return for the commitment of the client not to buy outside the arrangement, 
preferential terms are offered. Contracts for repair services are commonly 
arranged on this basis. Such arrangements are most common in larger 
organisations with a range of locations at which the service might be required. 
 Frequently, services are provided on a regular, planned and programmed basis, 
and some form of medium- to long-term agreement is entered into between 
provider and client. Routine cleaning services are generally provided in this way. 
Where this is the case, it is desirable that some form of continuous assessment 
and improvement initiative is established and maintained, along the lines 
suggested by Figure 16.10. Below are case study examples of the procurement of 
a variety of services.

 Many preferred supplier lists fail because no one in the procurement team has 
explained why they have been chosen.

The ability to see  
projects in their  
entirety

 The role of procurement starts early, by helping users analyse what value 
they think an external firm will add. It also finishes later, to include contract 
 monitoring (monitoring progress and evaluating supplier performance).
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Figure 16.10
The service cycle

How to buy advertising and marketing services
The three most critical parts of the buying process are

■	 agency selection;
■	 contract negotiation;
■	 continuing evaluation of the agency’s performance.

Selection
Agency selection involves two parallel assessments, creative and commercial.  Short-listed 
agencies that appear likely to have the appropriate skills and resources are asked to 
 respond to an invitation to tender. It should include a detailed written brief.

This will outline the scope and purpose of the campaign, marketing messages and 
 objectives, target audiences, timing and delivery, proposed methods for evaluating 
effectiveness and so on. The brief also needs to make clear whether the client is looking 
for a broad strategic proposal or a detailed creative ‘pitch’ – bearing in mind that the latter 
is a costly and time-consuming exercise.

When it comes to assessing an agency, a team combining marketing and procurement 
people should be involved. Clearly the marketers will take the lead in assessing creative 
and strategic issues, but procurement managers need a good enough understanding of 
these to be able to assess the commercial value of the proposals.

Negotiation
Creative issues cannot be commoditised to a tight specification, production and delivery 
issues certainly can and here procurement can add significant value. Procurement’s role 
also includes creating clear lines of accountability in a complex supply situation.
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Prerequisites for success
■	 Choose the right agency: creativity and cost are important, but so is the ability to work 

with your marketing staff.
■	 Brief the agency well: tell it about the specific product or brand and the wider corporate 

strategy and culture.
■	 Work as a team: internally and with the agency and its key subcontractors.
■	 Go for a win–win deal: explore partnerships and methods of sharing risk and reward. 

The negotiations will affect the ability of the agency to attract and retain the staff you 
want on your account.

■	 Be proactive and creative: the agency doesn’t have a monopoly on good ideas.
■	 Advertising and marketing are complex and fascinating supply chains and buyers can 

make a real difference.

 Get the confidence and trust of the marketing people – they may see buying as old 
school, but they need to recognise that purchasing has moved on. We can help  marketing 
become better practitioners. (Procurement Manager, major FMCG Company)

What would be the effect of applying procurement principles to this area? Procurement 
has strengths that any business unit will welcome, including negotiation expertise, policy 
and  compliance advice, project management experience and strategic sourcing and  market 
 knowledge. Procurement can contribute to contract negotiation and agreement, terms and 
 conditions  discussions, and commercial relationship relevant to procurement. It can  result 
in  better management information, clearer costs and improved campaign management 
performance.

Therefore, although marketing and advertising colleagues often perceive a threat that 
procurement involvement will prolong negotiations and delay the reaching of contract 
agreements and therefore of service delivery, the opposite is in fact the case.

Mini case study – BA
Organisations such as BA have led the way in setting up specialised procurement teams to 
work with their marketing functions.

Their approach is that they are not buying a commodity, but are paying for  creativity, 
time and the desire of a client to work with this organisation. Obtaining the cheapest 
 option will not produce the best value if they cannot work hand-in-glove with a supplier.

When an agency is regularly employed on an account, a retainer may be suitable. 
A fixed fee may be paid for the delivery of a specific campaign. Alternatively, a percentage 
commission may be payable, based on their party and media costs, or a combination of 
these methods may be used.

Evaluation
The most problematic issue is evaluation. In direct marketing, for example, and  continuing 
or repetitive work in general, performance can be measured fairly rigorously – how many 
mailshots reach the agreed target market and the response rate, for example. At the other 
end of the scale, the effectiveness of PR activity may be unquantifiable, except in a 
 damage limitation crisis.

Overall, the message is that performance must be assessed where it can be, on cost 
control, response and delivery times, but there will generally be a large area of performance 
that can only be judged subjectively.
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The following is a ‘pitch guide’ from the Incorporated Society of British  Advertisers. 
It clearly demonstrates areas where procurement expertise will add value.

Procurement’s role is to facilitate this relationship by helping to identify critical 
 suppliers and cementing partnerships. So why has marketing services remained outside 
procurement’s remit for so long?

Marketing people have tended to have a perception of what a procurement  department 
does – buy things cheaper – and many will have no idea of the creative element of 
 procurement’s work.

The issue of cost versus value highlights one of the difficulties of exerting influence 
over marketing services: measuring effectiveness.

Supplier relationships is another important area of potential added value from procurement.
Despite the increased pressure professional procurement can bring, suppliers generally 

welcome the benefits of improved processes, in terms of more definable specifications and 
performance targets, making disputes less likely. Suppliers want contracts that motivate 
them and incentivise them. They want to feel more involved in the business and have 
longer-term relationships.

The pitch
Where prospective agencies present to the client for a particular job is in some 
ways  similar to any other contracting process. However, there are important 
differences for  procurement professionals:

■	 Prepare background information (outline brief, profile of type of agency 
 required,  research from trade press) and make informal approaches to 
 agencies that match your criteria. Invite up to three agencies to pitch (four if 
incumbent is included).

■	 Prepare a thorough brief, making clear all the judging criteria. It should 
be made clear whether strategic proposals alone are required or whether 
 creative input is expected. Proposed remuneration and contract terms 
should also be outlined.

■	 Prepare a firm timetable for responses. At least four weeks is suggested for 
work to a full creative pitch.

■	 Be prepared to share confidential data with agencies and allow their staff 
access to company people they would work with in the future.

■	 Establish an objective evaluation system for pitches. All decision makers should 
be fully briefed on the process and present at all pitches. Ensure that agency 
 presentation teams include those who will actually work on the contract.

Case study – Dixons
Repositioning aimed at turning procurement from a transaction-driven team 
to a strategic sourcing unit. Marketing, however, was resisting procurement’s 
embrace.

DSGi is a group best known for high street and online brands, including 
 Dixons, Currys, PC World and Pixmania. It is the UK’s biggest electrical retailer, 
the leading spender on newspaper ads in the UK and a major TV advertiser.
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The Retail Support Purchasing (RSP) team were confident that they could 
save the marketers money, but showing marketing how procurement could 
help was a sensitive task. Marketing’s fear was that any savings RSP might make 
could affect the department’s return on investment (ROI), incurring far greater 
costs in the long run. After RSP reassured them that they were not trying to 
 influence the creative side of their work, RSP analysed the marketing spend 
 using a classic strategic sourcing approach. It found potential savings in several 
areas that would not affect the creative feel of marketing.

‘We broke it down into component parts. For instance, we looked at how 
much it cost to insure a day’s filming – something that makes no difference to 
the creative side – and found we could make a big impact on those costs.’

The team suggested block-booking production and post-production time. 
Previously they had booked ‘a couple of days here and there’ to produce 
 adverts. Block-booking enabled them to strike better deals with directors, 
creative agencies and studios. ‘The upshot is that this year we are on target to 
save about £800,000 of our TV production costs.’

RSP was ‘an old style transactional organisation, operating in its own silo 
and not really influencing the business.’ The department was widely seen as 
a cost centre rather than an asset and consequently had faced five successive 
years of cuts. Yet following a consultant’s review there was an appetite at senior 
level for a move towards strategic sourcing.

Given the team size had risen by just two, RSP was being asked to do more 
with the same resources. How could the department cope? The answer was to 
reduce the huge volume of transactional work that was eating into buyers’ time.

DSGi has around 4500 suppliers in the UK, yet 2800 of those represent a 
spend of just £15 million. This is a tiny fraction of the group’s Goods Not for 
Resale budget of around £1 billion. ‘Buyers were bogged down dealing with 
supply queries and trying to resolve issues that didn’t add any value.’

They introduced a purchasing card system to deal with those 2800 suppliers, 
significantly reducing transaction processing time. At the same time, an 
electronic invoicing platform was installed, processing £181 million of spend.

Freed from its administrative burden, the department carried out detailed 
and exhaustive assessments for strategic sourcing. One finding was that 
there were thousands of telephone lines that were paid for but never used 
across company property. ‘We went through a huge process of trimming 
and have found something like £300,000 worth of savings around the whole 
estate.’

The team spearheaded several outsourcing initiatives, including the project 
that led to the outsourcing of facilities management. Though initially resisted 
by property managers, it brought in savings of 20 per cent. ‘We also have better 
service levels, and an improved audit trail.’

Once seen as an overhead, RSP can now claim an ROI of eight times its cost, 
a figure that includes all costs from technology to the floor space occupied and 
salaries. The department’s budget is now linked to its ROI and  performance-
linked bonuses for staff have also been introduced.
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Procuring public relations (PR)
Procurement may find itself involved in buying publicity for the goods or 
 services for which a department or division wants to attract internal or external 
customers.

■	What does PR encompass?
PR may include at least the following:

■	 press releases and ‘advertorials’;
■	 features;
■	 articles;
■	 leaflets;
■	 in-house journals;
■	 marketing literature;
■	 financial presentations;
■	 opinion polling;
■	 sponsorships;
■	 road shows;
■	 videos/DVDs;
■	 conferences;
■	 exhibitions;
■	 radio and television;
■	 product launches;
■	 lobbying.

■	What are you procuring when you buy PR?
■	 Images and perceptions – not necessarily reality.
■	 Improved corporate commercial positioning.
■	 Heightened public respectability.
■	 Damage limitation when needed.
■	 Potential influence with top decision makers.
■	 Access to powerful opinion-forming groups.
■	 Mechanisms to best push your message.

Let us look at some of these areas.

In-house journals,  
leaflets and  
literature

 Procurement will need to be involved only in the external buying in of  services 
where required to facilitate production of in-house journals and general 
 promotional literature.

Marketing literature  
and financial  
presentations

 When a buyer has to buy in directly the design and production of marketing 
 literature and financial presentations, a range of key issues should be  considered, 
such as:

■	 ability of PR outsourcers to successfully wrap up key business issues;
■	 succinctness of presentation as demonstrated in existing work;
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■	 use of graphics, illustrations, aides-mémoire, colour;
■	 impact of the artwork and creative concepts;
■	 quality of the documentation, handouts and card inserts;
■	 quality of paper used (e.g. fine art papers used for image projection);
■	 clarity of arguments and logical development of themes;
■	 effective motivating conclusions in other briefs prepared;
■	 environmentally friendly production of the presentation material.

All of these will enable the buyer to set some benchmarks in evaluating 
the  forward direction and the worth of a PR consultancy for projecting his 
 company’s business.

The Public Relations Consultants Association (PRCA) and the four key trade 
and consultative bodies for the advertising and marketing industries – the Direct 
Marketing Association, Institute of Practitioners in Advertising, the Marketing 
Communications Consultants Association, the Incorporated Society of British 
Advertisers and its procurement directors group Compaq – have  collaborated on 
guidelines that provide direction for clients selecting consultancies. To examine 
‘The Guide’, visit the PRCA website at www.prca.org.uk.

Best practice for the procurement 
of marketing services
A survey by FindGood found that 42 per cent of companies now use procurement when 
selecting a marketing agency. The US Association of National Advertisers revealed that 
82 per cent of companies use procurement to review agency procurement. Here are ten 
best practice tips for the procurement of marketing.

1 Ensure a good relationship
Recognising the value of strong relationships is essential and focusing on the needs 
of marketing, making an effort to understand the competitive market your product/
service plays in and investing time in researching the agency market will foster such 
relationships.

Strong relationships will form if you can empathise with your stakeholders’ challenges, 
showing knowledge of their market and willingness to collaborate.

2 Manage risk
Procurement should take risks by trying new suppliers, agency start-ups; different 
 commercial principles; use gain-share fees to encourage innovation with the outputs the 
agencies are delivering for your marketing clients.

3  Know the service you are buying. Is it the people 
or their innovation?

The best procurement professionals know that marketing is an investment to maximise, 
not a cost to minimise.

M16_BAIL6016_11_SE_C16.indd   477 4/8/15   7:30 AM

www.prca.org.uk


Chapter 16 • Services procurement

478

To measure quality effectively – which in marketing procurement is as  important as 
assessing cost – procurement needs to know what problems they are trying to solve.

Choosing the right agency partner is a competitive advantage and the right team at the 
right investment can dramatically improve strategic, creative and ROI.

4 Empathy
Ask questions such as ‘Can you share with me what is important for the success of 
your work?’ ‘What are you measured against?’ ‘How do your suppliers support you in 
achieving your objectives?’ ‘How is the performance of your suppliers relative to your 
expectations?’

5  Ensure that supplier communication is open 
and transparent

Marketing is an area open to a subjective level of interpretation. Ensure early supplier 
involvement to obtain its input and expertise, and allow suppliers to advise on the best 
approaches. This ensures best practice and recent innovations. Eliminate waste before the 
project starts.

6 Make the brief clear, insightful and detailed
The brief must be clear, insightful and detailed, having benefited from early involvement 
of procurement and other key stakeholders.

7 Consider value rather than cost
When buying advertising, media, direct marketing and design, procurement must 
 remember that the agencies’ role is to provide ‘solutions to problems with infinite 
 possible solutions’. It stands to reason that these solutions also have highly variable value, 
 effectiveness and ROI.

Procurement must ensure that the agencies are managed, remunerated and incentivised 
to deliver their optimal value.

8 Ensure relevant measures
In marketing procurement there is huge scope for the value of a marketing service being 
driven by intangible elements such as creativity or insight.

9 Ensure close liaison with the agency
Your involvement with, and opinions on, how the respective agencies are performing as 
teams, beyond the evaluation of their written submissions or proposals, helps the agencies 
to treat you as a key member of the client team.

10 Collaborative contract management
Clients appoint marketing suppliers to deliver measurable, business-driving objectives.

The payment schedule should relate to clear delivery milestones that reflect the nature 
and duration of the task and should be jointly agreed, including provision for risk sharing.

Pay a fair base fee to ensure that the best team is committed to your business,  combined 
with a well-structured, motivating performance-related fee (PRF) element. PRF targets 
should be clear, within the agency’s influence, ambitious but attainable.
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How to buy legal services
The procurement of legal services starts with identifying a problem. The team 
will look at the problem in the light of the risk it poses to the company, its 
similarity to previous problems, how far the ‘ideal’ solution differs from the 
realistically likely outcome and whether it is likely to be a ‘one-off’ or a  recurring 
difficulty.

An adviser recommended for success in employment law may not be ideal if 
the issue is really one of health and safety.

■	Five pieces of legal advice
■	 Functional managers are not expected to be legal experts, but they should be 

required to keep abreast of changes in those parts of the law that affect their 
operations.

■	 It is always cheaper to seek and take legal advice before a problem arises than 
it is to brief lawyers afterwards.

■	 See the most appropriate advisers for a given issue. They will not necessarily 
be solicitors and barristers.

■	 Always explore non-litigious methods of dispute resolution, such as 
arbitration.

■	 Legal costs can be controlled by accurate briefing, focused negotiation and 
structured monitoring.

Selection could depend on many factors, from geographical proximity to 
current clients, but costs, quality and personal relationships will be paramount. 
Quality may be indicated by the Lexcel mark, a voluntary, independent scheme 
awarded by the Law Society.

Costs consists of several elements, typically an hourly expense rate covering 
salaries and overheads plus a mark-up, sometimes called ‘care and conduct’ or 
‘uplift’, which is commonly around 50 per cent, and represents the solicitor’s 
commercial profit. In some areas, such as property transactions, there may be a 
third ad valorem element, based on the value of the property being transferred. 
There is no set scale of charges for commercial matters, so there is plenty of scope 
for negotiation. There could be a fixed fee for straightforward non- contentious 
work, and/or fixed costs per interview, phone call and so on. In many civil cases, 
conditional or contingency fees are now allowable.

Mini case study – BT
BT treats its external legal provider in the same way as it would any other service provider, 
by producing a proper written brief and understanding what they are trying to achieve. In 
that way it ensures that it will get value for money.

M16_BAIL6016_11_SE_C16.indd   479 4/8/15   7:30 AM



Chapter 16 • Services procurement

480

European Union Public Contracts Directive
The following notes are intended to highlight the main features of the directive. 
There are many matters of detail that are omitted, and the reader should not 
rely upon what follows as either a complete or an authoritative statement.

Council Directive 92/50/EEC relates to the co-ordination of procedures for 
the award of public service contracts. For the purposes of the directive, public 
service contracts means ‘contracts for a pecuniary interest concluded in writing 
between a service provider and a contracting authority’. Provision is made, 
 however, for a range of exclusions, including:

■	 rent of land, existing buildings or other immovable property;
■	 development of programme material by broadcasters;
■	 contracts for broadcasting time;
■	 contracts for certain telecommunications;
■	 contracts for arbitration and conciliation services;
■	 central bank services;
■	 certain other financial services contracts;
■	 employment contracts;
■	 certain research and development service contracts.

Contracting authorities are state, regional or local authorities, bodies 
governed by public law, associations formed by one or more authorities or 
bodies governed by public law. ‘Service provider’ means any natural or legal 
person,  including a public body that offers services.

The directive applies to public service contracts, the estimated value of which, 
net of VAT, is not less than the current threshold. This is expressed in euros, and is 
adjusted from time to time. Where services are subdivided into lots, the value of each 
lot must be taken into account, and for contracts that do not specify a total price, 
the basis for calculating the estimated value is either the total contract value for the 
duration, or, if the duration exceeds 48 months, the monthly instalment multiplied 
by 48. In the case of regular contracts, or of contracts that are to be renewed within 
a given time, the contract value may be established on either the basis of the actual 
aggregate cost of similar contracts over the previous year, or the estimated aggregate 
cost during the 22 months following the first service performed.

A contracting authority, in selecting a service provider, may be required to do 
so under the following procedures:

■	 open procedures under which any interested provider may submit a tender;
■	 restricted procedures whereby only those providers who have been invited 

may submit a tender;
■	 negotiated procedures where selected provider(s) are approached directly;
■	 design contests where selection is based on a competition between providers, 

with the selection being undertaken by a jury.

Contracting authorities may elect to award the contract either on the basis 
of the lowest price, or the economically most advantageous tender, although 
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in the latter case the criteria adopted must be made known to candidates or 
tenderers.

A requirement of the directive is that common advertising rules should apply. 
Contracting authorities are to make known their intended total procurement 
of certain categories of services, and also how they wish to award the contract. 
Moreover, it is a requirement that the results of the award procedure should be 
notified to the Office of Official Publications of the European Communities, 
which they will then make public.

Management in service provision
As has been said, it is possible to express service requirements by means of 
a conformance specification or a performance one. Where conformance 
specifications are employed it is often the case that the specifications for 
even an  apparently straightforward service are extremely long. For example, 
specifications for cleaning services, grounds maintenance or similar activities 
may run to very many pages and represent weeks of preparation time. The 
tasks and  activities required to be performed must be explained in precise and 
unambiguous detail. To illustrate this point, the relatively small part of a grounds 
maintenance specification used by the Civil Service concerned with upkeep of 
soil borders includes a subsection on pruning and caring for roses, that is in  itself 
a fairly comprehensive guide to this branch of horticulture. The principal benefit 
arising from the use of performance specifications is, of course, that it can usually 
be readily seen whether the contractor has provided the service as agreed.

Frequently the situation is that the client is unable to produce a conformance 
specification, often because the reason the service is being acquired from 
outside is that the client does not possess the time, knowledge or skill to do the 
work ‘in-house’. When this is the case, more attention will be paid to desired 
outcomes than to the manner in which the contract is to be performed. A 
contract for consultancy services will provide a good example of a situation in 
which this is likely to be the case. It may not be possible to prescribe exactly 
what it is that the consultant is expected to do, but it is reasonable to agree 
ground rules which govern aspects of the relationship. For example, questions 
such as working hours, observation of regulations, ownership of intellectual 
property arising from the work and terms of payment can be formalised and 
agreed by the contracting parties.

Sometimes services are provided simply on the basis of an agreement between 
the parties based on a presumed joint understanding that a certain outcome is 
desired by the client and that the provider possesses the requisite competencies 
to undertake the work. Assumptions are frequently made, and these assumptions 
are often incorrect. The client expects work of sound quality, undertaken in a 
reasonable time, and at a fair price. The problem is, of course, that few people 
will agree on the exact meaning of these expressions. There are many stories 
told by clients of service providers treating them unfairly, and it is not unusual  
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to hear service providers complaining about the unrealistic expectations of 
their customers.

While this text does not attempt to explain the legal aspects of purchasing 
and supply in general, it will be useful at this point to mention the 1982 Goods 
and Services Act and to highlight one or two features of that legislation. The first, 
obvious, point is that it does apply to services. Much of the legislation relating 
to trading is concerned solely with goods. The Act also applies to all situations 
where services are being provided. It is not a piece of ‘consumer’  legislation 
in that it protects all kinds of customers, including business or commercial 
organisations.

Some of the main provisions of the Act where it relates to services may be 
summarised as follows, though it should be remembered that this summary 
is not intended to convey anything other than an indication of the nature of 
the legislation: ‘In a contract for the supply of service where the supplier is 
acting in the course of a business, there is an implied term that the supplier 
will carry out the service with reasonable care and skill.’ Another implied term 
is: ‘The supplier will carry out the service within a reasonable time.’ Usually, 
though, the time will be agreed when the contract is made. The Act limits the 
recipient’s obligation to pay for services to ‘a reasonable charge’. Of course, the 
above provisions do not, in themselves, indicate just what the word ‘reasonable’ 
should be taken to mean, and neither do they indicate what remedy is available 
to the recipient if the provider is deemed not to have been reasonable. We would 
probably need to turn to a member of the legal profession if, in practice, we felt 
that a service supplier was providing less than a ‘reasonable’ standard.

Summary
 1  The purchase of services differs from goods in that the customer does not 

 become the owner of a tangible good. Services cannot be stored and cannot 
 normally be resold.

 2  Usually, results cannot be seen prior to the purchase of a service. Often it is the 
actual service provider who is assessed. As people provide services, and people 
are individuals, there can be no standardisation or ‘repeat’ purchase as for goods.

 3  Outsourcing is widely practised in connection with non-core services. This 
 policy requires a systematic approach, and has important long-term 
implications.

 4  Service level agreements quantify the minimum acceptable service to the 
 customer and are agreed between the client and the service supplier. They are 
normally written into the contract.

 5  ‘Provider present’ services involve the provider’s staff being on the client’s 
premises. Access, supervision, confidentiality and safety matters must be 
 addressed. ‘Provider not present’ services include banking and insurance where 
the service is provided remotely.
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References and further reading

 6  Systematic approaches to the procurement of services in the areas of marketing, 
advertising, PR and legal services have demonstrated the role of procurement in 
the acquisition of such services.

 7  The European Union Public Contracts Directive applies to public service 
 contracts over the threshold value. The contracting authority may select a 
 service provider using open procedures; restricted procedures; negotiated 
 procedures or a design contest. The results of the award are published by the 
 Office of Official Publications of the European Communities.
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17
Corporate social responsibility

Introduction
The concept of corporate social responsibility has several common strands:

■	 The degree to which a company minimises its negative impact on the 
communities in which it operates.

■	 The positive benefits it brings to the community and to society in general. This 
extends beyond its product/service ranges to include such areas as charities, 
sponsorships and education.

■	 As the environment is inextricably linked to perceptions of corporate citizenship, 
a company cannot be considered a good corporate socially responsible entity 
unless its activities are environmentally friendly, unless it is seen to be taking 
positive steps to minimise the environmental impact of its operations.

■	 The way in which a company treats its employees and the extent to which it 
prevents them from harm.

■	 A company should have an ethics code, such as that provided by the CIPS.

As procurement is responsible for a large percentage of the total costs of an 
organisation, the contribution to corporate social responsibility of an ethical and 
green supply chain cannot be ignored.

Objectives of this chapter
■	 To understand the concept of corporate social responsibility and how it relates 

to the organisation as a whole
■	 To examine various best practice structures and how these impact on the 

procurement activity
■	 To examine the issues of compliance and business drivers for CSR
■	 To appreciate the importance of organisations such as the Ethical Trading 

 Initiative, Fairtrade and the International Labour Organization
■	 To consider the Social Accountability Standards
■	 To consider the ‘Three Pillars of CSR’
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Corporate social responsibility (CSR)

What is CSR? Corporate social responsibility is the continuing commitment by business to 
behave ethically and contribute to economic development while improving 
the quality of life of the workforce and their families as well as of the local 
community and society at large. (World Business Council for Sustainable 
Development)

 Carroll (1996) offers a fourfold obligation:

■	 Economic
■	 Legal
■	 Ethical
■	 Philanthropic.

See Figure 17.1 for the hierarchy of CSR responsibilities.

 ■	  British Airways sees it as ethical behaviour within business and the 
environment.

■	 BSkyB sees five distinct areas:
1 Customers
2 Employees
3 Community
4 Suppliers
5 Environment.

What is involved  
in CSR?

What do 
corporations 
mean by 
corporate social 
responsibility?

(Source: After Carroll, 1996)

Figure 17.1  
Hierarchy of CSR 
responsibilities
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■	 Traidcraft sees three distinct areas:
1 Economic impact
2 Social impact
3 Environmental impact.

■	 BT sees that as well as just looking at trading standards in the supply chain, 
it’s about how the company relates to its suppliers, how it manages those 
relationships and working in an ethical way.

The CSR issue should just be part of the adjudication criteria and be 
considered as part of the whole life cost.

What CIPS says Certainly CIPS, which represents purchasing and supply management 
professionals in the UK and elsewhere, believes its members can take the social 
responsibility agenda further.

The Institute’s ‘Ethical practices in purchasing and supply’ draws on various 
codes, including the UK government-backed Ethical Trading Initiative (ETI), 
the core conventions of the International Labour Organization (ILO) and the 
UN Declaration on Human Rights. It says buyers should work with suppliers to 
make sure that:

■	 Employees are free to work for their employer or not.
■	 Employees should be given a clear contract, including how much they will be 

paid.
■	 Suppliers should not discourage or prevent employees from joining trade 

unions.
■	 Wages and benefits should at least meet industry benchmarks or national 

legal standards.
■	 Employees should not be expected to work more than 48 hours a week 

regularly.
■	 Suppliers should not abuse or intimidate employees.
■	 Suppliers should always work within the laws of their country.
■	 Suppliers must uphold health and safety requirements.

They aim to eradicate child labour, but in the meantime make sure that 
children and young people are not made to work in dangerous conditions or at 
night, and that they have access to education.

Corporate social responsibility brings with it enormous business benefits, 
from enhanced reputation to real cost savings, from higher staff morale to 
greater customer loyalty. CSR is good business.

Price is only one factor when selecting suppliers. Reputation is vital in today’s 
critical world. Any company that wants to stay in business in the long term 
must treat social issues as paramount.

CSR incorporates initiatives in the local community, the workplace and the 
environment. Examples include: Barclays Bank has a scheme to make use of 
business suits that it no longer needs; Tesco computers for schools project.

BOC has backed the UN Global Compact, a code aimed at fostering 
‘corporate citizenship’ among companies, based on the principles of the 
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Universal Declaration of Human Rights, the ILO’s Declaration on Fundamental  
Principles and Rights at Work and the Rio Principles on Environment and 
Development.

Mini case study – Diageo cures audit fatigue
Diageo assesses new suppliers with a questionnaire to make sure they are acting 
sustainably.

Mini case study – Top Shop
Top Shop has a buying executive dedicated to sourcing ethical clothing, and has signed a 
deal to sell Fairtrade cotton lines.

The shift presents buyers with several challenges. They need to develop the core 
competences of supply chain professionals to include ethical considerations in buying 
activities. They also need to develop the capacity of the supply base. Research shows that 
manufacturers often do not operate to international labour standards, so buyers need to 
work with suppliers to ensure improvements are made across the board.

 CIPS has introduced an online sustainable procurement index. The tool, a 
joint initiative of PRGX, CIPS and the University of the West of England, allows 
suppliers to answer questions concerning their sustainability credentials, which 
are then assessed and rated, providing a benchmark against which suppliers can 
be easily measured.

The CIPS Sustainability Index is designed to reduce time taken for suppliers 
to provide sustainability information. It also reduces the time buyers 
spend evaluating lengthy questionnaires sent out to suppliers as part of the 
prequalification process and ongoing supplier relationship management. 
Suppliers answer questions online that are validated by a team of experts. 
Assessment is conducted in a consistent way to provide a rating for each of the 
three pillars of sustainability:

■	 Economic
■	 Social
■	 Environmental.

The index can help buyers ensure that suppliers are financially stable, have 
implemented environmental policies and conduct business ethically. This 
allows buying companies to make more informed purchasing decisions and can 
highlight where potential risks might exist in the supply chain.

Suppliers also benefit, with improved benchmarking against peers and 
advice on how to improve their scores. By connecting buyers and suppliers via 
an online network, comprising standardised sustainability metrics, the CIPS 

CSR Sustainability  
Index
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Sustainability Index will increase transparency and efficiency within buying 
relationships.

Public accountability
Back in the early 1990s, global brands and retailers were under attack. 
Scandals swept through suppliers’ overseas factories, exposing child labour, 
low wages and horrific working conditions. Many brands signed up to codes 
of conduct.

Companies have relied on these codes and on-site audits, safe in the belief 
that they are doing the best they can to improve conditions for workers in their 
supply chains.

Research from the Institute of Development Studies (IDS), commissioned 
by the Ethical Trading Initiative (ETI) to assess the impact of its base code, is 
used by companies including Marks & Spencer, Tesco and Gap. The researchers 
interviewed more than 400 workers in 23 supplier sites across the world, as 
well as retailers, manufacturers, agents, managers, trade unions and  non-
governmental organisations (NGOs).

On the plus side, researchers found children at work in only one of the sites 
visited. In addition, health and safety measures were of a higher standard in 
most factories as a result of the implementation of the base code. Regular and 
overtime working hours had also fallen.

But in other areas the code had made little or no impact. No increase in union 
membership was seen, and women were still subject to basic inequalities. There 
was no impact in terms of ensuring that workers received a living wage. For 
example, some workers in some Bangladeshi factories are paid just 5p an hour to 
produce clothes for retailers including Tesco, Asda and Primark. All three have 
signed the ETI’s code of labour practice.

The quality of auditing in general is very poor, because of lack of training, 
lack of understanding, laziness or sometimes downright corruption. Strategies 
comprising education, communication and support need to complement 
audits for more challenging issues such as freedom of association and 
discrimination.

Buyers need to examine their price, lead time and product cycle and ‘review 
the impact of that on their suppliers’ ability to meet their standards’.

Mini case study – Wal-Mart
Wal-Mart announced targets for reducing greenhouse gas emissions and cutting waste. 
The company also committed itself to working with its suppliers to promote good 
 environmental practices.
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■	Compliance
Businesses can only insist their suppliers are CSR compliant if they are willing to 
pay more and work with them to enable improvements.

Company buying practices and management of production schedules have a 
major influence on suppliers’ ability to comply with CSR and labour standards. 
Businesses should review their own buying practices to ensure that they do not 
put undue pressure on suppliers and workers.

Companies should work with suppliers to make realistic improvements over 
time, rather than demanding immediate compliance. For example:

■	 M&S – ‘As part of this we will train our buyers to further understand the part 
they play in helping suppliers maintain labour standards in the production 
of our goods.’

■	 The Co-operative Group operates a ‘sound sourcing code of conduct’ for 
suppliers. ‘Our aim is to develop an effective working partnership with our 
suppliers to secure safe and decent working and living conditions for anybody 
involved in the production of own brand products.’

Best practice – what buyers can do to improve 
labour conditions
■	 Avoid putting undue pressure on suppliers that might impact on workers – for example, 

changing an order at the last minute or shortening lead times could mean that workers 
are forced to do overtime.

■	 Think about the effect of the prices you set – insist that suppliers comply with the ETI 
base code.

■	 Give reasonable time scales for suppliers to address areas of non-compliance and 
 provide support to help them improve, such as education and training.

■	 Help your major suppliers to share good practice by developing benchmarking groups 
where they can get together to exchange ideas about how to overcome specific issues in 
their region or industry.

Mini case study – FTSE4GOOD
In 2004, FTSE4GOOD, part of the FTSE Group, announced the introduction of the  
FTSE4GOOD standards for assessing human rights in supply chains.

The standards set out a timetable for companies to introduce a policy, a system 
for monitoring and a reporting methodology on issues ranging from equality and 
discrimination to forced and child labour and worker representation. The labour standards 
also consider working hours, wages and disciplinary procedures.

Procurement staff can take the lead in ensuring that their companies and their suppliers 
understand what is involved in being a good corporate citizen.

M17_BAIL6016_11_SE_C17.indd   489 4/8/15   7:31 AM



Chapter 17 • Corporate social responsibility

490

■	 The Co-op audits suppliers to check CSR compliance. It also equips them with 
a self-assessment workbook, which enables suppliers to carry out their own 
site assessment, implement action plans and provide evidence of continuous 
improvement. This allows the supplier to learn what issues the buyer may 
have, and is given the chance to raise concerns or ask for clarification.

■	Six steps to responsible buying

1 Establish good relationships with suppliers to ensure long-term, stable,   
risk-sharing connections.

2 Make sure your communications are clear and timely, so suppliers know the 
terms of the trade, have information about expectations and are able to give 
feedback.

3 Establish sustainable pricing so the supplier, buyer and those further down 
the chain benefit from the relationship.

4 Give clear lead times and payments.
5 Show respect for human rights in the supply chain. Buyers should give 

preference to suppliers who demonstrate they are improving social and 
environmental conditions.

6 Offer continued support for small-scale producers and home workers. Buyers 
should find out who their suppliers are and if they include smallholders, 
home workers and those in disadvantaged areas, they should be careful not 
to change that.

If you want to be sure of conditions, you need to know the extended supply 
chain. The ETI, a CSR pressure group, suggests that a sound approach has been 
started in which buyers are addressing the problem by developing longer-term 
and deeper relationships with fewer suppliers. ETI stipulated that buyers have 
got to become much more involved and have got to support their suppliers and 
not just look for compliance.

Mini case study – Tesco and CSR
Tesco monitors and assesses overall company performance towards CSR with the 
following range of KPIs:

■	 Economic – local sourcing: 7000 local products
■	 Environment
■	 Energy efficiency – year-on-year percentage reduction of usage
■	 Water consumption
■	 Vehicle efficiency
■	 Recycling
■	 Social – ‘computer for schools’: increase value of computers donated
■	 Charitable donations – 1%
■	 Employee retention and training
■	 Supply chain labour standards – training staff and suppliers (including SA8000)

Source: Tesco website (2004)
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Business drivers for socially responsible procurement

■	Productivity and quality improvements
■	 Yield, consistency and absolute quality.
■	 TQM and other concepts which are concerned with eliminating waste and 

the more efficient use of resources are totally aligned with the environmental 
concerns. By eliminating waste, costs are reduced at the same time as the 
achievement of more environmentally friendly practices.

■	Risk and reputational management
■	 To brand and business reputation. Many consumers will avoid products  

which are receiving negative publicity for their environmentally damaging 
actions.

■	 Conversely, positive PR surrounding proactive CSR policies can be used by 
companies to improve their image and promote sales.

■	Shareholder and ethical investment pressure
■	 Shareholders pressurising organisations.
■	 CSR seen as increasingly important in investment management.
■	 Consumer concern growing.

Case study – British American Tobacco (BAT)
BAT has set out its plans for corporate social responsibility covering: tobacco 
harm reduction, supply chain, marketplace, people and culture, as well as 
environmental issues.

Under its supply chain plans, the company aims to end the use of wood not 
grown sustainably.

The group has seen a huge rise in the use of non-sustainably sourced wood 
from its contracted farmers – from 4.3 to 12.1 per cent of total wood sourced. 
BAT explained that this was largely the result of a review into the reporting of 
wood fuel sources. ‘Having established more complete data, we feel confident 
in now aiming for zero use of natural forest for curing fuels.’

In a statement, BAT said: ‘The challenge in encouraging sustainable 
 practices among tobacco leaf farmers is that we are dealing with thousands 
of small-scale farmers, many of whom are in emerging economies. However, 
through tailored approaches and agronomy support, we can help them to 
build stronger, more sustainable operations, securing our future leaf supply.’
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■	 Increasing consumer and campaigning concerns relating to activities of 
 producers and retailers.

■	 Buyers looking to set up corporate social responsibility strategies in their 
supply chains can now seek help from an advisory body.

The Corporate Social Responsibility Academy has been set up by the Department 
of Trade and Industry and the private sector as a central source of information 
for the training and development of staff.

Recent research shows that the application of CSR issues in supplier selection 
and monitoring is at best patchy, and at worst non-existent. There was little 
perceived link between procurement and CSR. Corporate targets and measures 
were all based around compliance with operational requirements, with no 
explicit or implied reference to supply chain management.

Poor procurement practices continue to undermine CSR programmes and audits 
are ineffective. The Institute of Business Ethics suggests that some companies are 
still failing to tackle poor labour standards in supply chains. Often procurement 
procedures are not in line with the rest of the company’s CSR programme.

Ethical coffee producer Union Coffee Roasters recommends that audits have 
an important role for buyers seeking better supply chains.

CSR is a growing issue and has been pursued by increasingly influential 
campaign groups with huge public support and governments intent on more 
regulation of corporate behaviour. Pressure for change is bearing down through 
both legislation and the actions of NGOs campaigning effectively against 
much corporate activity. Many organisations have recognised the risks and 
implemented an environmental procurement policy. Nike’s purchasers still feel 
the pain of the revelation that some suppliers were employing children.

BOC has a global policy on contractors’ working conditions that subscribes 
to the United Nations’ Universal Declaration of Human Rights. It demands that 
suppliers respect health and safety standards, and do not intimidate, abuse or 
exploit their workers. Many such companies realise the business case for CSR 
and are using this to influence their suppliers across the supply chain.

Reducing risk, motivating the team, developing a good public image and 
improving performance in investors’ eyes can all be as strong an attraction as bigger 
profits, and this is the message which is slowly influencing companies to develop 
stronger relationships in order to improve their CSR credentials and to use discussions 
with suppliers to find out how they can help to improve CSR performance.

By managing their supply chain, investing in energy efficiency, reducing 
demand and changing specifications to use less and call on sustainable or recycled 
resources, as well as developing a process for recycling waste, companies can not 
only improve their CSR record but can also reduce costs and become leaner.

Mini case study – O2
Mobile telecoms company O

2
 has developed a process for effectively recycling handsets 

in response to the Waste Electrical and Electronic Equipment Directive.
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From a purely procurement and supply perspective, the key areas of CSR are 
ethics in the supply chain and environmental management. Ethical sourcing is 
concerned with not dealing with suppliers that have unacceptable employment 
practices. These include employing child labour or forced labour, inadequate 
health and safety, low wages, long working hours, using discrimination 
and intimidation, poor working conditions or not allowing trade unions or 
collective bargaining. To ensure that suppliers are ethical sources, companies 
will need to audit them. Companies should ask suppliers to become approved 
against one of the social accountability standards, such as SA8000.

Mini case study – TR Fastenings
TR Fastenings invests a lot of time in investigating and visiting existing and potential 
suppliers.

Whether they are in the UK, Europe or Asia, the same criteria are applied:

■	 Do they provide fair conditions for workers?
■	 Do they protect the environment?
■	 Do they exhibit reasonable, ethical corporate behaviour?

TR has a regulatory framework which is easy to understand and which conveys the 
standards which the company requires.

In several instances where the above have not been adequate but the companies are 
interested in improving, TR has agreed a contract at a price slightly higher than the norm 
in order to allow the companies to fund the necessary improvements. In this way, TR 
sees that it can meet its CSR obligations and remain competitive, and it gets a committed 
supplier that will work well with TR and look after its employees.

Social Accountability 8000 (SA8000)

■	Purpose and scope
This international standard specifies requirements for social accountability to 
enable a company to:

1 Develop, maintain and enforce policies and procedures in order to manage 
those issues which it can control or influence.

2 Demonstrate to interested parties that policies, procedures and practices are 
in conformity with the requirements of this standard.

3 The requirements of this standard shall apply universally with regard to 
geographic location, industry sector and company size.

The company shall also respect the principles of the following international 
instruments such as:

■	 Universal Declaration of Human Rights.
■	 The United Nations Convention on the Rights of the Child.
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In summary, social accountability requirements cover:

■	 child labour;
■	 forced labour;
■	 health and safety;
■	 freedom of association and right to collective bargaining;
■	 discrimination;
■	 disciplinary practices;
■	 working hours;
■	 compensation;
■	 management systems;
■	 control of suppliers.

‘The company shall establish and maintain appropriate procedures to evaluate and 
select suppliers based on their ability to meet the requirements of this standard.’

‘The company shall maintain reasonable evidence that the requirements of this 
standard are being met by suppliers and subcontractors.’

Other social accountability standards and codes of practice are: ETI, ILO 
conventions, the ISO 14000 series and Fairtrade.

■	The Ethical Trading Initiative (ETI)
The ETI is an alliance of companies, trade unions, development and 
campaigning groups that works to improve the lives of workers in global 
supply chains.

The ETI base code includes:

■	 Employment is freely chosen.
■	 Freedom to join unions.
■	 Safe clear conditions.
■	 No child labour.
■	 Living wages to be paid.
■	 Fair working hours.
■	 No discrimination.
■	 No harsh or inhumane treatment.

Mini case study – Marks & Spencer
Marks & Spencer is going down this route. It is taking part in the ETI’s  Purchasing 
 Practices project, which encourages the training of buying teams to increase their 
 awareness of how their buying practices affect suppliers and their employees.
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■	The International Labour Organization
The ILO has three major tasks, the first of which is the adoption of international 
labour standards, called Conventions and Recommendations, for implementation 
by member states. The Conventions and Recommendations contain guidelines 
on child labour, protection of women workers, hours of work, rest and holidays 
with pay, labour inspection, vocational guidance and training, social security 
protection, workers’ housing, occupational health and safety, conditions of work 
at sea and protection of migrant workers.

They also cover questions of basic human rights; among them are freedom 
of association, collective bargaining, the abolition of forced labour, the 
elimination of discrimination in employment, and the promotion of full 
employment.

ISO 14001 is an international standard for environmental management.

■	Fairtrade
Fairtrade is a system monitored and operated by the Fairtrade Labelling 
Organisations International, which sets working and social standards that 
must be complied with before companies are awarded a Fairtrade mark. It 
aims to change the way we trade, creating fairer working conditions, greater 
opportunities in the marketplace and social development for producer 
partners.

Sourcing principles from Fair Trade are:

■	 Engage with stakeholders.
■	 Understand the supplier country context.
■	 Transparent communication.
■	 Price to cover cost of labour and capital employed.
■	 Develop partnering relationships.
■	 Integrate social objectives with other buying functions.

Mini case study – Dell considers linking buyers 
to new standards
Computer firm Dell is considering measuring its buyers’ performance by linking it to new 
supplier labour and environmental standards set by the electronics industry.

Dell, HP and IBM agreed to adopt a common set of supplier assessment standards 
from the Electronics Industry Code of Conduct, which aims to improve workers’ rights 
and sustainability.

The firms will use a single auditor and create a database to share and track supplier 
information.
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Three pillars of CSR
The following article has been produced by the kind permission from Paul 
 Jackson and is an article from his forthcoming publication The Sustainable 
Business:

The Nine Dimensions of Sustainability

The Triple Bottom Line Concept

The well-documented concept of the “Triple Bottom Line” is an integral part of any 
 Sustainability process. The “Three Pillars of Social Responsibility” – People, Profit and 
Planet – focus on the key components necessary to ensure genuine and effective policy 
is established throughout the organisation (Figure 1).

The model is invaluable in its simplicity, yet stops short of highlighting the specific 
needs and areas of focus necessary to develop a truly effective sustainable strategy. 
In short, each Pillar needs more definition; by expanding the scope of each Pillar it 
allows a more detailed analysis of the core components of a manageable and effective 
Corporate Social Responsibility policy.

Accordingly, by the end of this article, the Three Pillars will have been extended to 
highlight the core dimensions of a strong CSR policy and will have given essential 
direction to the development of a more effective sustainable strategy.

The People Pillar

As the name implies, the People Pillar encompasses all the issues associated with the 
 personnel management function within the organisation, from the creation of a role 
and the decision to recruit right through to departure and any possible review thereafter.

Case study – IBM – update
IBM wants its suppliers to demonstrate effective management of their corporate 
and environmental responsibilities to improve sustainability throughout its 
global supply chain.

The firm will set standards for its 28,000 top-tier suppliers in 90 countries. 
Vendors must set out a corporate responsibility management system to oversee 
their aims, but they can determine precisely what those targets cover. Goals 
will include workplace safety, increasing energy efficiency and reducing waste.

Top-tier suppliers will be required to report publicly on their sustainability 
results and communicate systems to their own suppliers.

IBM has always expected its suppliers to operate in an environmentally 
responsible manner, but now they are strengthening that focus with a 
management system requirement.

IBM hopes that holding each vendor accountable for its individual 
performance and results will benefit wider supply chains as well as helping to 
protect the environment.
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Yet consider the influences, pressures and consequences of any employment 
activity. These impacts can be collated around three core areas:

■	 the company’s view of the employee and their contribution to the business;
■	 the employee’s view of the job function, his or her motivation, ambition and 

overall job satisfaction; and
■	 the external relationships such as the impact within the community, on the 

company’s image, on the local employment market.

Accordingly, when considering the People Pillar, we should endeavour to  focus on these 
three underpinning dimensions – Corporate, Character and  Community; see Figure 1.

The Human Resources function, and establishing a strong personnel policy, is 
essential to an organisation’s sustainability mandate and the implementation of a 
successful CSR strategy. The need to create a strong and effective team, with committed 
employees, low staff turnover, and harmonious relations is a prerequisite of a solid 
People Pillar.

Maximising the contribution of the individual employee – the Character – should 
be achieved with rigorous HR policy. This can be initiated by establishing policy such 
as the RITUAL principle – see Figure 2. This ensures that the introduction, contribution 
and welfare of the workforce is maintained to the optimum effect at all times.

The contribution of the individual to the business process and ultimately 
the bottom line demands the commitment of the individual, but also effective 
management, direction and structure. Aspects such as team building, target setting 
and the Corporate contribution to the People Pillar is therefore essential to maintain 
the strength of the overall Three Pillar concept.

Alas, rarely is it feasible for corporate teams to be created with all the desirable 
personnel. Key individuals may well be employed on other projects, be unaffordable 
or merely wish not to be involved. In contrast, it has been seen that project teams have 
been used to “dump” troublesome or ineffective members of staff, or to assist with 
corporate restructuring or downsizing. Whilst employment legislation plays a role 
here, and employee rights need to be considered, a clear strategic decision needs to be 
taken as to which is the bigger priority – the individual, the team or the organisation.

Ideally, to generate sustainable and highly effective teams, attention should not 
only be paid to the role types as described by business gurus such as  Belbin, but also to 
the relative personalities of the individuals involved. Assessing the personalities of the  

CharacterC Company Community

SalesS

People

Profit

Planet

Service Strategy

ReduceR Reuse Recycle

Figure 1  
The nine dimensions 
model
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perspective team candidates – perhaps using one of the numerous psychometric tests 
available in the market – coupled with a model such as the Tracom Four Styles can 
help determine the most desirable mix of personalities in an effective, coordinated 
and balanced team. The team should also be allowed to develop and establish itself as 
explored by Tuckman and others.

These are the Corporate and Character dimensions; however, an effective  People  Pillar 
also needs to embrace the Community in its sustainable vision. Without a source of future 
employees, educated and skilled to the necessary level, and of course willing to work, the 
organisation will struggle to maintain its business effectiveness. To address this issue, 
ensuring that the organisation has a presence in the local community is critical. Aside from 
encouraging the use of local suppliers, simple activities such as school work-placements, 
internships, local sponsorship, etc, help improve corporate-community relationships.

The Profit Pillar

The importance of Profit to the organisation cannot be understated. This Profit may be 
 financial, or some other form of value depending upon the nature of the  organisation 
and its goals. Like the People Pillar, the Profit Pillar can be broken into three core 
 dimensions: Sales, Service and Strategy – see again Figure 1.

Profit is the value generated by the organisation’s activities. To generate  sustainable 
profit, it is essential that a sustainable organisation has an effective Sales stream; has a 
Service that generates genuine value for which its customers are prepared to pay; and 
has a Strategy that ensures the highest possible return is attained for the company, 
with revenue that is greater than the total costs incurred.

The first dimension of a strong Profit Pillar is therefore the “Sales  Dimension”. The 
organisation requires a steady flow of demand to ensure its future. This demand may 
be in the form of chargeable orders or activities that generate goodwill, but what 
factors can be developed to help create this sales pipeline?

A stable Sales Dimension can be broken into four key areas: Client, Market, Margin 
and Product – see Figure 3.

A sustainable business needs to have a strong client base, which is as diverse as possible: 
cross market, cross sector, cross industry, and cross border. Developing such breadth takes 
time, effort, understanding and investment. Reputation does not automatically flow 
through the market, it needs to be coerced and presented in such a way as to ensure the 
successes are visible and recognised. It also requires that the organisation has a relevant 
and desirable product set, is competitively priced for the markets in which it operates, 
and further applies prudence and diligence when deciding aspects such as its risk profile, 
its policy with respect to customer credit worthiness, bad debts, etc.

R
Recruit

I
Induct

T
Train

U
Utilise

A
Appraise

L
Leaving

Figure 2  
The ritual principle
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Whilst the Sales Dimension is clearly important to the health, wealth and longevity 
of the business, the level of service provided is also important, so what constitutes 
good service?

A good starting point when assessing the quality of a service is to look at the basic 
five rights of purchasing, and the QTC (Quality, Time and Cost) concept. Good service 
is not just about securing the lowest cost possible, it is about fulfilling the five rights of 
purchasing: delivery of the right quantity, of the right product, of the right quality, to 
the right place, at the right time.

Customer expectation is the essence of good quality service. The organisation needs 
customers to keep coming back, and the best way to achieve that is through meeting 
their expectations at a consistent level. Unfortunately, “quality” is a highly subjective 
concept, and not one that is easily challenged nor conquered.

The “Five Rights” should be central to an organisation’s processes. They should 
underpin its every activity and be measured for effectiveness. Each should have its 
own specific metrics, and form part of the service assessment. For example, do we 
know how often “we” deliver the wrong products, or how often “we” deliver products 
which are faulty or broken? Without such evidence improvement of our systems and 
processes will never happen, and a percentage of customers will drift away.

There is, however, a third dimension of the Profit Pillar, the organisation’s Strategy. 
There needs to be a strategic perspective within the organisation to link both the sales 
function and the service mandates coherently.

Key to a successful Strategy is a long-term Vision. The Vision needs to be longer 
than the current financial period. It also needs to embrace aspects such as stakeholder 
engagement, customer issues, long-term funding, the development of people, 
procurement of capital assets, and so on. These can in some cases span many years but 
what is vital is the on-going stability of the organisation. The Vision takes into account 
the various long-term commitments needed to be in place, and knits them together to 
help formulate the Strategy and associated short-, medium- and long-term action plans.

Clients

MarketProduct
Stable
sales

Margin

Figure 3  
The stable sales 
dimension
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To achieve success, the Strategy needs to have buy-in from all the key stakeholders 
both inside and outside the organisation. If middle and even lower management are 
not “on-board”, this will filter through and affect the staff commitment. Equally, if 
for example the banks or lenders are not engaged, sources of affordable funding will 
wither in time, or the risk strategies of the funding organisations may inhibit growth 
or force less optimal routes to raising capital investment.

Stability is central to a successful and sustainable Strategy. The Strategy should 
instil a feeling of security and forward thinking, with stakeholders and staff alike 
encouraged that the management believe it worthy to produce a view into the future. 
Having a strategy can be shown to act as a corporate guidance for management.

The Planet Pillar

The need to maintain and preserve our planet, our use of our resources and how 
we dispose of our waste has never been more publicised nor vital for the future of 
Mankind. In 1778, Thomas Malthus suggested that the human race was expanding at 
a rate which the planet was unable to support – he proposed the Malthusian Trap, the 
point at which the Human race would exhaust its resources and cease to exist.

“The Ecological Footprint” is the modern-day equivalent and since the 1980s this 
equation has been in deficit, i.e. we are using more than the planet can produce, clearly 
a non-sustainable scenario. Worse is the radical change required to reverse and remedy 
this imbalance. In addition, we have the added issues of carbon exchange from the use 
of fossil fuel, harmful atmospheric emissions and global warming.

Like the People and Profit Pillars, the Planet Pillar can be broken into three core 
dimensions: Reduce, Reuse and Recycle – see again Figure 1.

The concept of Reduce–Reuse–Recycle is in theory a simple one: we need to use less, 
reuse resources wherever possible, and recycle when a product ceases to be effective. 
But how do we realistically achieve this without sacrifice or detriment to lifestyle, and 
which is best to apply?

Society is not very good at saying “no”, in fact it consistently “wants more for less”, 
greater choice or “the latest model”. So how can we reduce what we use and what are 
our options?

Unfortunately, suppliers do not want to reduce supply, their responsibility is to their 
shareholders and optimal profits. There is a fundamental clash between “Reduce” and 
the traditional sales model of “Sell More”. The market has an obligation to its providers, 
customers and the classic supply and demand model whilst many governments – 
 particularly those with more right wing policies – strive to avoid market intervention 
at all costs.

One area we could address, however, is the design of products and services. 
The prominence of “customer requirements” at the top of a design specification is 
understandable and from an environmental perspective entirely desirable: a key aim 
should be to produce product that the customer wants, the customer will use, and not 
something that the customer discards as not fulfilling their quality aspirations – this is 
now referred to as the Eighth Waste.

At the consumer and retail level, however, exacerbated by the credit crunch and 
diminishing wealth in real time, this approach is far more difficult to foster. It requires 
careful marketing and a process of “defashioning” coupled with a pragmatic approach 
to the business cost model to help encourage the consumer to participate in the 
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sustainable journey. Some products, however, will inevitably take longer to address, 
for example FMCG items.

And so it is with so many of our day-to-day items; they have become disposable, 
with a belief that it remains acceptable to have a new “whatever” providing we recycle 
the old one. Recycling helps but only if it prevents a “new one” being brought into 
existence; recycling extends the life of the item being recycled but probably sends 
another item – albeit an older model – into landfill somewhere else in the world.

“Reducing” at a product level is not easy, and it needs sacrifice. Taxation has 
historically been used in some quarters either up front or at disposal; however, this 
often creates little impact.

The concept of “Reuse” follows closely on from “Reduce”. Instead of buying a new 
item, we should where possible encourage the concept of reusing the existing item.

The stigma of “second-hand” items can in some cases limit the appeal of the reuse 
concept, but here again an effective approach to the design of product can lead to 
more efficient refurbishment, repair and recovery of the product’s former glory – albeit 
incurring a CO2 logistics footprint in the process. Items such as IT equipment have 
for a number of years been systematically refurbished and shipped to less fortunate 
geographical locations to supplement educational efforts in those regions. Equally, 
clothes collected through charitable collections can be seen to have been laundered 
and redistributed again to aid less fortunate areas in poverty or crisis and the now 
global phenomenon of Freecycle is an admirable effort to encourage prolongation of a 
product’s life.

Finally, we have the concept of recycling, a now commonplace initiative in most 
towns and cities across the globe. The concept is a simple one: put the item that is no 
longer required through some form of reprocessing loop to bring it back to life either 
in its former role, or in some completely new guise.

Recycling in essence recognises that any deceased product has a residual value at 
either a product level, in its constituent parts, or at worst in recovered raw materials. 
Differentiating between “recycling” and “reusing” is often vague and many of 
the aforementioned arguments are often equally applicable; however, a common 
determination is that “Reuse” occurs where there is still some life in a product without 
reprocessing, refurbishment, or residual investment.

Recycling rates vary considerably, for example across the UK recorded levels of 
recycling range from little over 10% to over 55% as shown in Figure 4. Whilst only a 
cross section of figures, these show a dramatic variation, with inner city rates often 
falling some way short of their rural counterparts. There are many possible reasons for 
this, not least the ability of inner city households to store waste over a longer period, 
and local authorities wrestling with the increasing costs of waste management at a time 
of financial austerity measures and council cutbacks.

Furthermore, in comparison with Europe, the UK findings shown in Figure 5 
compare poorly with the EU average of 39%, and some considerable way short of the 
60%+ level posted by Germany, Belgium and the Netherlands. Effort must be made to 
spread the success stories, to broaden this element of the environmental momentum.

In conclusion therefore, it can be seen that the traditional Three Pillar Model can be 
expanded to highlight more detailed dimensions within a CSR policy. Understanding 
these underpinning dimensions highlights the areas an organisation needs to address 
if it is to develop its sustainable profile and generate genuine benefit for its stakeholders 
and the wider environment in which we live.
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Summary
 1  ‘Corporate social responsibility is the continuing commitment by business to 

behave ethically and contribute to economic development while improving the 
quality of life of the workforce and their families as well as of the local  community 
and society at large’ (World Business Council for Sustainable Development).

 2  The Ethical Trading Initiative, a CSR pressure group, suggests that a sound 
approach has been started in which buyers are addressing the problem by 
 developing longer-term and deeper relationships with fewer suppliers.

 3  ETI stipulated that buyers have got to become much more involved and have got 
to support their suppliers and not just look for compliance.
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 4  Companies should ask suppliers to become approved against one of the social 
accountability standards, such as SA8000.

 5  The International Labour Organization (ILO) has three major tasks, the first of 
which is the adoption of international labour standards, called Conventions 
and Recommendations, for implementation by member states.

 6  Fairtrade is a system monitored and operated by the Fairtrade Labelling 
 Organisation, which sets working and social standards that must be complied 
with before companies are awarded a Fairtrade mark. It aims to change the way 
we trade, creating fairer working conditions, greater opportunities in the 
 marketplace and social development for producer partners.

 7  The well-documented concept of the ‘Triple Bottom Line’ is an integral part of 
any sustainability process. The ‘Three Pillars of Social Responsibility’ – People, 
Profit and Planet – focus on the key components necessary to ensure that 
 genuine and effective policy is established throughout the organisation.
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Part 4
E-procurement systems 
and contract management

Chapter 18 E-procurement systems

Chapter 19  Contract management and performance 
measurement
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Introduction
Procurement and supply is an activity that has usually generated and employed 
large quantities of paperwork. This paperwork was necessary to communicate 
 information from one function to another in order to facilitate action, to indicate 
requirements to suppliers and to obtain the necessary goods and services on time 
and to specification.

The advent of information technology and more integrated software systems has 
radically changed matters. Although the paperless office may still be in the future, 
and indeed may never come about, simple transactions are today seldom paper 
based. The Internet has provided further opportunities for electronic  procurement, 
and has made new approaches possible in the last few years with the almost 
universal acceptance of e-procurement,

Companies are realising that they have opportunities to reduce their 
 procurement processing costs and acquisition costs by revising their internal 
procurement policies and by fully leveraging their buying power by using the 
Internet. This chapter will explore some of the electronic applications which 
make up e-procurement.

Objectives of this chapter
■	 To introduce the concept of e-procurement
■	 To highlight some of the applications of e-procurement
■	 To evaluate the benefits and added value aspects of e-procurement
■	 To highlight potential barriers to the successful adoption of e-procurement
■	 To outline best practice implementation of e-procurement
■	 To outline relevant legislation

18
E-procurement systems
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What is e-procurement?
‘E-procurement’ is the term used to describe the use of electronic methods in  
every stage of the buying process from identification of requirement through  
to payment, and potentially to contract management. Or, alternatively, 
 e- procurement includes a range of technologies that apply the speed of 
 computer processing and the connectivity of the Internet to accelerate and 
streamline the processes of:

■	 identifying and selecting suppliers of goods and services;
■	 placing, receiving and paying for orders;
■	 assuring compliance with procurement procedures;
■	 consolidating purchases to achieve leverage;
■	 providing visibility of information between collaborative partners.

In most e-procurement models there can be found the following key 
processes:

■	 e-sourcing – for contractual processes. Tools include e-tendering, e-RFQs 
 (request for quotations) and e-auctions;

■	 e-procurement – for transactional processes. Tools include marketplaces 
 using techniques such as e-catalogues;

■	 e-payment – tools include virtual or embedded PCs (procurement cards), 
e-invoicing and self-billing.

The CIPS definition of e-procurement is:

‘e-procurement is using the Internet to operate the transactional aspects of 
 requisitioning, authorising, ordering, receipting and payment processes for the 
 required services or products.’

One of the keys goals of e-procurement is to devolve buying to local users 
and covers the requisition against contract, authorisation, order, receipt and 
payment.

There is confusion about what is covered by e-sourcing and how this differs 
from e-procurement. The CIPS definition of e-sourcing is:

‘e-Sourcing is using the Internet to make decisions and form strategies regarding 
how and where services or products are obtained.’

It covers the parts in the buying process which are at the discretion of 
the specialist buyers, which include knowledge, specification, request for 
 quotation/e-tender/e-auction and evaluation/negotiation of contract.

If e-sourcing is to be implemented, good e-sourcing practice is essential to 
making e-procurement work. If you do not make the correct strategic decisions 
you will create a poor operational process. E-sourcing and e-procurement are 
parts of the e-purchasing cycle.

E-sourcing provides a platform for delivering on promises of social 
 responsibility; it provides accountability and visibility on why a company 
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makes a decision to source products from their chosen suppliers. E-sourcing 
 systems should enable the sourcing team to:

■	 effortlessly analyse and model complex decisions in real time;
■	 automate the contract life-cycle management including awards, rejections, 

amendments and renewals;
■	 collaborate with the supplier; using a central system enables people to 

 collaborate easily.

E-sourcing should deliver the following visible benefits:

■	 Real-time information – the sourcing team get visibility on contracts and 
spending patterns. Any planned improvement must ensure reliable up-to-
date information for analysis purposes. A system can provide pre-qualified 
 information about suppliers.

■	 Integrated process automation – taking time out of the sourcing process by 
reducing the amount of paper involved in the system. Typically such systems 
can distribute all requirements electronically.

Another model of e-procurement is provided by Berger and Gattorna (2001) 
in Figure 18.1.

This model breaks e-procurement into three distinctive processes, namely:

■	 e-sourcing, which includes contracting, via e-auctions;
■	 e-requisitioning;
■	 e-intelligence, which is concerned with the collation of performance man-

agement information.

Figure 18.1
E-procurement cycle 
(Gattorna)
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This approach is being adopted currently by the NHS, as shown in Figure 18.2. 
This e-procurement model contains:

■	 e-sourcing;
■	 e-ordering/e-requisitioning;
■	 e-analysis (e-intelligence).

The benefits of e-procurement
The benefits can be seen as follows:

■	 reducing purchasing cycle time;
■	 enhancing budgetary control;
■	 eliminating administrative errors;
■	 increasing buyers’ productivity;
■	 lowering prices through product standardisation and consolidation of 

 purchasing power;
■	 better information management.

That is, it enables the procurement process to be redesigned, taking out the 
slow, costly transactional work, resulting in faster cycle times. As can be seen in 
Figure 18.3, many non-value-added transactions have been eliminated, thus re-
ducing the cycle times by several days. This provides companies with enormous 

Figure 18.2
E-commerce in the 
National Health  
Service (NHS)
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The benefits of e-procurement

efficiency improvements (the way people work). It allows staff to  concentrate 
their efforts on more strategic aspects of value-added procurement. The 
 improvements in information flow, especially improved sharing of  sensitive 
 information, allows for improved commercial relationships with suppliers.

The public sector has also been incorporating e-procurement, as shown in 
the following case study.

Figure 18.3
Empowerment of  
users – changes in  
workflow

Case study – Public procurement update
Recent reforms give public sector purchasers wider scope to 
use E–procurement
New EU procurement rules were recently implemented in the UK by the 
Public Contracts Regulations 2006, extending the scope of e-procurement. 
 Contracting authorities may now purchase services, supplies and works under 
a number of e-tendering processes such as e-auctions and the more excitingly 
named ‘dynamic purchasing systems’ (DPS) for common purchases. The new 
rules also allow for framework contracts to be tendered with such systems.

Over the past few years there has been an increasing emphasis on  
e- procurement from the European Commission and the Office of Government 
 Commerce, starting with the option for online tender submission, followed by 
online Official Journal of the Economic Union (OJEU) notices.

The incentives for contracting authorities to use e-tendering methods 
 include faster tender processes and more streamlined procurement,  particularly 
for straightforward tenders where face-to-face contact with bidders is not 
paramount.

E-auctions can also be used in a DPS or mini competitions in a framework 
contract. The auction process starts with the publications of an OJEU notice, 
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Complex procurement
E-procurement programmes have been successfully implemented to handle 
many indirect/MRO commodities. There are also opportunities for savings 
in the areas of direct materials and those commodities with more complex 
 procurement processes. But the spend in these commodities can be high, 
with poor compliance to purchasing contracts on many previous occasions. 
Figure 18.4 shows a typical profile of e-procurement application across the four 
categories in the Kraljic Procurement Targeting Tool.

There appears to be no consensus across industries about the correct 
 application of e-procurement to commodity groups. Some companies say that it 
is too risky to use e-auctions for critical and complex items. Others state that they 
will use many of the applications for all of their commodity groups  including 
bottleneck and critical items, making it possible by robust specifications and 
processes.

under the open or restricted procedures, and the purchasing authority setting 
out its specification requirements online.

The contracting authority will invite initial bids and, after it has evaluated 
them against predetermined criteria, will then ask pre-qualified bidders to 
 submit new prices. The e-auction can take place over a number of phases, and 
at each stage bidders will be able to see their relative ranking and the number 
(but not names) of other bidders participating in the auction at that time. Bids 
may be adjusted until the closing date.

For contracting authorities, the other main development is the DPS. This is 
simply an electronic framework for commonly used purchases.

The open procedure is mandatory, which enables any interested suppliers 
to bid. Bidders can apply to join the system at any point in its duration (as 
published in the OJEU notice). Bidders make indicative bids, which can be 
changed (if they are still compliant) throughout the system’s lifetime.

When a contracting authority wishes to make a purchase it will notify the 
bidders of specific contracts, for which they can submit their offer. Bids are 
then evaluated and a contract awarded.

As a purchaser, you need to make sure your suppliers have considered the 
new regime because it can affect how they trade with you.

First, they must understand the rules and how they differ from previous 
tender procedures. Second, their pre-qualification submissions and tender 
 responses will need to be streamlined and focused and to exactly meet the 
 online requirements. Third, suppliers will need to speed up response times.

By using e-procurement, contracting authorities can run the process more 
quickly than before, so suppliers need to note the key dates.

Lastly, IT systems and software will need to be secure and compatible with 
submission requirements.
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Reverse auctions
Many buying organisations conduct auctions online in a quest to find the 
lowest price. These auctions are usually conducted as reverse auctions, with 
competing suppliers seeking to win the business through placing a lower bid 
than their competitors. Normally the bid prices are visible to all competitors, 
but the origin of the bids is, of course, confidential. A variation is the 
ranked auction, where bidders are told of their relative position, but are not 
informed of the actual amounts submitted by their competitors. Buying by 
this method might be appropriate where the items, materials or services to be 
acquired are available from a wider range of potential suppliers who are willing 
to compete with each other in this way. The items should be identical or 
 interchangeable with each other; in other words, ideally, the only important 
variable must be price, or perhaps delivered cost. If there are other variables 
to be  considered then these must be readily capable of being quantified and 
compared  objectively. In employing this approach to acquisition purchasers 
will need to make clear to potential bidders the rules of the auction and the 
criteria for bid analysis.

Bidding rules should be established, making it clear who is qualified to bid, what 
the bid decrements should be and the time limits to be applied to the  procedure. 
The submitter of the most attractive bid must expect to be contractually bound by 
acceptance of their offer, as must the buyer.

There are numerous organisations whose business is to facilitate online 
 bidding, providing an electronic marketplace through which buyers and sellers 
might interact, fulfilling much the same role as the traditional auctioneer.

Figure 18.5 demonstrates the many ways in which companies can benefit 
from the application of e-procurement.

Figure 18.4
Application of 
e-procurement?
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The following case study is an example of the application of e-procurement 
in the public sector.

Figure 18.5
E-procurement  
benefits

Case study – Police procurement
@UK PLC has further widened its customer base within public sector buying 
organisations by being selected to provide an e-procurement and e-invoicing 
systems to Thames Valley Police (TVP).

TVP is one of the largest non-metropolitan police forces in the country, 
 covering 2200 square miles of Berkshire, Buckinghamshire and Oxfordshire 
and serving a population of 2.2 million people. The TVP area is policed 
by around 4140 police officers, 350 special constables, 370 volunteers and 
2860 other  police staff. The total spend by TVP on goods and services is over 
£400 million per annum.

The @UK Supplier Management Systems (SMS) will enhance existing TVP 
procurement systems by providing a mechanism to send electronic purchase 
orders to, and receive electronic invoices from all their suppliers, no matter 
what their size or existing electronic trading capability. Stage one of the project 
will be creating a link between the @UK supplier network and TVP back office 
systems. This builds on wide base of experience by @UK in linking to  similar 
financial systems in other areas of the public service. Over the next three 
months it is intended that the @UK PLC system will then be rolled out to the 
majority of the force’s 1500 suppliers.

TVP believe that the @UK system offers TVP an ideal infrastructure on which 
to build their future procurement strategy. It provides both TVP and their 
 suppliers the ability to achieve real efficiency and process savings, eliminating 
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The current state of e-procurement initiatives
Successful e-procurement initiatives generally occur in two areas.

1 Procurement of office equipment and supplies using stand-alone desk-top 
requisitioning tools.

This category was driven by the technology-focused office equipment 
 suppliers and expanded into online ordering for simple services like business 
card printing, with basic integration into finance and HR systems. The focus has 
been on simple, indirect materials sometimes called MRO goods (maintenance, 
repair and operations) but in reality most initiatives have looked only at the 
 operations elements rather than maintenance and repairs and generally start 
with the ‘create requisition’ function. They have often failed to integrate with 
the supply chain and do not enable supply to be matched precisely to demand.

2 Strategic sourcing using e-requests for quotation and e-requests for 
 proposal (often jointly known as eRFX) as well as online auction tools.

This is the second wave that followed the initial e-procurement introduction. 
Most large organisations are using online auctions and e-tendering systems to 
significantly lower the input cost of goods and services and the procurement 
process costs. The key requirement here is that the goods and services can be 
uniquely defined and categorised. These tools are being used for both direct and 
indirect material procurement and in the final stages of complex procurements 
after a detailed specification had been prepared. Only now are companies  seeing 
the use of tools such as e-intelligence (which provides tailored management 
and market information – such as category-level analysis – to expedite sourcing, 
collaboration and forecasting) in the sourcing phases.

Procurement departments in most large organisations have also evolved the 
process of developing global functions and strategies for procurement of key 
commodities. The direct contribution of an effective procurement strategy to 
the organisation’s financial results can be extremely important, particularly in 
those sectors where revenue growth is flat or declining.

In the early days of e-procurement, organisations focused on internal and 
 external transaction costs. In many cases, the business case was based on  cutting 
the cost of producing a purchase order. Although some improvements were 

time and the potential for effort right through the supply chain. The @UK  
e-invoicing capability for all of their suppliers is an especially important part 
of this.

It establishes an ideal mechanism for TVP to achieve huge efficiencies 
in their backend processes. It is also a way for suppliers to reduce their costs 
 significantly in dealing with TVP, with the ability for both parties to share 
those benefits.
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made in many cases, suppliers found that their costs went up due to the expense 
of creating and maintaining catalogue content and marketplace  transactional 
fees – but this was necessary if they wanted to continue to do  business. 
 Marketplaces put additional contract implications in place and this, coupled 
with the higher level of costs needed via this medium, put some  suppliers off 
using this route.

In a global survey, conducted by AT Kearney (2002), it was found that 
96 per cent of survey respondents used electronically enabled supply  management 
( often  referred to as ‘eSupply’), but covered only 11 per cent of their spend base. 
Despite this limited spend coverage, eSupply management delivered measurable 
benefits – 10 per cent cost savings, up to 41 per cent  cycle-time improvement and 
up to 10 per cent head count reduction.

So, there is clearly scope for most organisations to generate additional  significant 
bottom-line savings from e-procurement. For those leading organisations it is now 
time to expand their programmes into new categories. For those who have not yet 
started or have had limited success with their e-procurement projects, now is the 
time to re-examine the business case.

Total cost of ownership, rather than simply process and purchase costs, 
 becomes more important and sophisticated than for ‘simple’ commodities. 
The total cost model, however, needs to be understood if full benefit is to be 
derived. This should take into account not just the procurement costs but also, 
where relevant, maintenance, disposal, cost of managing the assets, cost of 
money, etc.

While the scope for cost savings in complex procurement is large, it is more 
difficult to obtain than the simpler picking of the ‘low-hanging fruit’ of IT, 
 office stationery and similar MRO categories. Careful planning is required and 
the payback period may well be longer. However, the ultimate value of savings 
can be greater.

Case study – Leeds hospital goes live
Leeds Teaching Hospital, the largest such establishment in Europe, is now 
live for the transmission of orders to suppliers and receipt of the equivalent  
e- invoices after a successful integration between the @UK supplier network 
and the lTH Oracle purchasing system.

Procurement staff were recently celebrating the safe receipt of their first 
 order. This was from the hospital Sterile Services Department to contracted 
supplier Westfield Medical. As ever, the @UK network automatically presented 
the client with the appropriate range and contract prices so as to generate a 
requisition, to be approved within Oracle Purchasing.

Although e-procurement is growing in terms of supplier adoption, research 
has shown that there are still obstacles to its acceptance (Figure 18.6).
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Figure 18.6
Obstacles to 
 conducting 
business online

Case study – Lewisham gets its suppliers 
on board
The London Borough (LB) of Lewisham is making good progress in the  recruitment 
of suppliers to its e-procurement programme. Over 1200 of its suppliers have 
completed the first stage of the process by registering their details on the @UK 
website, a fifth of their whole target supplier vase. Each of these businesses will 
be contacted by one of @UK’s 20-strong supplier advisory team to identify the 
most appropriate solution for them. This solution will differ according to the 
nature of goods and services offered: whether the firm has a website already and 
if this site is able to receive orders and send e-invoices,  although all options can be 
accommodated. The system will be fully integrated into Oracle iProcurement for 
the transmission of electronic purchase orders and electronic invoices.

Lewisham want the maximum available choice of firms able to trade with 
them in a way that will cut costs. They are also giving every supplier the chance 
to, for example, receive ‘Requests for Price’ for their services. This fits in with 
the latest guidance from the EU stressing equal opportunities for suppliers. 
At the same time, there are important local economic benefits as businesses 
linked to the @UK network are then able to trade with many other councils, 
schools, other firms and even individual consumers.

LB Lewisham has used the standard @UK supplier recruitment process, 
sending out its own tailored letter to each of its suppliers. Included in each 
letter is an individual reference code giving each firm access to their unique 
 record within the @UK national supplier database.

The letter to suppliers made it clear what the mutual benefits of e-procurement 
were and why suppliers were warmly invited to participate. LB Lewisham has 
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The barriers
■	Potential high cost of integrating e-procurement tools with enterprise resource 
planning (ERP) systems

Companies should try to choose software tools that are already integrated with 
their existing systems or which have configurable and quick to implement  
XML-based interfaces to enable linkages to demand and inventory 
management. Where possible, companies should avoid stand-alone solutions, 
which need bespoke integration work. Where appropriate, companies should 
look to integrate with the computer-aided design (CAD) and product data 
manager (PDM) software systems used to design complex products and with 
project management and collaborative working systems including suppliers’ 
designs and configuration tools.

■	Difficulty of building a solid business case for another e-procurement project
When companies look beyond the transaction or purchase order cost for 
savings, this is the moment they begin to appreciate the full potential savings 
and benefits from the implementation of e-procurement. By producing an  
end-to-end value map of the supply chain for complex goods and services in 
their operations, they can begin to look for opportunities to reduce the total 
cost of ownership such as reductions in inventory, reductions in demand 
and supply lead time and elimination of waste throughout the supply chain. 
Companies can also look for potential savings in the costs of goods and services 
by internal aggregation of demand, the reduction of maverick, off-contract 
spend and simplification of the supplier base.

■	Current spend by some of the commodities groups is unknown
The current spend metric is an essential one if a company is to source effectively. 
Extending product classification definitions to cover all commodities, including 
services, ensures that all relevant spend can be measured. This process can start 
with spend by supplier and this can then be further broken down to identify the 

been happy to explain to suppliers what the rationale was for this change, and 
exactly how both parties will benefit. They are finding the whole process of 
supplier recruitment getting easier as the number of buying authorities taking 
part increases. Of course, as some businesses are getting letters now from several 
of their local authority/hospital clients they are beginning to understand that 
this is a process that the public sector is committed to.
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goods and services which are mission critical together with  major suppliers and 
frequency of purchase. This aim is to take an 80/20 approach rather than  trying 
to tackle all items within a particular commodity. Historically one cannot 
 underestimate the difficulties in getting usefully accurate information, but such 
vital information is of paramount importance.

Measuring the benefits of e-procurement
As the first generation of e-procurement projects have been starting to deliver 
measurable savings, the picture of the real extent and value of these savings is 
still unclear. One explanation for this is that while project progress has been 
measured in terms of milestone achievement, relatively few organisations are 
accurately monitoring the real benefits achieved as the projects progress.

What to measure
The principal metrics that will demonstrate a return on investment in  
e- procurement are the hard (directly measurable) benefits:

■	 price savings;
■	 process cost reduction (head count);
■	 reductions in cycle times (days/weeks);
■	 consequent reductions in inventory holdings (value/stock turnover ratios).

There are soft (indirectly measurable) benefits such as an increase in 
individual time freed up through more efficient processes, enabling staff to 
spend more time on value-added aspects of procurement such as:

■	 supplier development;
■	 contract management.

Soft benefits also provide important indicators of progress towards 
improvements in a measure that is beneficial and should not be ignored just 
because they are subjective or difficult to track.

Additionally, there are a number of intangible benefits such as cultural 
change and broader staff efficiency savings delivered through training. These 
benefits are difficult to measure, but may provide valuable support for a 
business case.

In order to identify e-procurement cost savings as distinct from those 
achieved through other procurement best practice, the measurement system 
needs to discriminate between ‘business as usual’ type savings and those  directly 
attributable to the implementation of the e-procurement system. A summary of 
the five main savings drivers for e-procurement is shown in Figure 18.7. Note 
that they are interdependent, as illustrated.
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Figure 18.7
Summary of 
the five main 
savings drivers for 
e-procurement

Case study – @UK
The @UK Marketplace from cloudBuy is the largest 
e-procurement marketplace servicing the UK public sector, 
offering 100%  electronic ethical purchasing options
A free financial model has been constructed by cloudBuy for the @UK 
Marketplace (www.uk-plc.net) so that buying organisations can quantify their 
savings from implementing 100 per cent electronic ordering and/or invoicing – 
both of which are now achievable using the latest technology.

The model combines the conclusions of organisations such as the National 
eProcurement Project (NEPP), cloudBuy’s own experiences with a range of cli-
ents and the expectations/situation of the particular buying organisation under 
examination.

The model forecasts expected savings and return on investment (ROI) for 
any local authority, central government department, health authority or cor-
porate body implementing e-procurement and completing any of the five 
steps to strategic e-procurement together with cloudBuy:

■	 Stage 1 – organisation has their back office finance system (or P2P system 
if present) linked to the @UK marketplace and uses it to route all orders to 
suppliers electronically.

■	 Stage 2 – all supplier invoices are received for processing in electronic format 
by implementing e-invoicing.

■	 Stage 3 – organisation uses the supplier recruitment programme to establish 
direct links for ordering and e-invoicing to all significant suppliers, with 
correct terms applied to every order.
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Electronic auctions (e-auctions)
E-auctions initiated by the buyer use the Internet to share communications, 
providing both buyers and suppliers with visibility of bid status in real time and 
allowing an instant response. If conducted properly, with adequate participant 
training, it creates a more level playing field for suppliers through increased 
transparency. An e-auction allows for a bid on price and/or quantitative 
attributes such as carriage charge, quantity discounts and quality.

E-auctions should be considered as a tool in the buyer’s e-sourcing toolkit. 
They can be used to renew existing contracts or offer consolidated spend 
opportunities. They can also be used to negotiate significant spot purchases and 
to receive pricing on frequently tendered communications or service.

■	 Stage 4 – organisation implements a change management programme 
internally to roll out full e-procurement to all departments.

■	 Stage 5 – client adopts a ‘strategic procurement’ approach including ele-
ments such as buyer-neutral coding for all items, e-auctions, e-tendering, 
supplier pre-qualification, as appropriate to their needs.

cloudBuy believes that most organisations have now gone way beyond the 
stage of thinking e-procurement as nice to have. It is now about the detailed 
implementation at procurement/finance department level so as to achieve 
bankable savings and bringing the ‘B2C’ (Business to Consumer) experience 
which people enjoy when personal shopping online, into workplace procurement.

Peter Robertshaw, Marketing Director at cloudBuy, the providers of the tech-
nology which underpins the @UK marketplace, said, ‘Our company objective 
is to reduce the cost of e-commerce for both buyers and suppliers. If we cut out 
the waste that is created for all parties by unnecessary paperwork, high levels 
of returns through errors and by delays in orders getting to suppliers, this pro-
vides benefits and savings for everyone. Our organisation specialises in provid-
ing the right capabilities so that even the smallest of suppliers can take part.’

‘Using education as an example, some procurement arrangements, such as 
school plumbing, coach trips or grounds maintenance, will probably be best 
set up at a local level, maybe by a Local Authority on behalf of all or some of its 
schools, or maybe by the schools themselves. Other arrangements can be made 
at the level of groups of authorities, for example, various Devon Procurement 
Partnership contracts rolling out through that county. In other cases of course 
the CPP may well be able to negotiate on behalf of all UK schools.’

‘Even when schools have had special arrangements negotiated, they may 
still want to put their high value and unique needs out for quotation, for 
 example using “RFQ” or “RFP” (Request for Quotation or Proposal) functional-
ity. The same written specification, plus any plans, schedules etc. can then pass 
securely online to multiple potential providers. Responses are then all available 
for comparison and stored as electronic records should any audit issue arise.’
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■	Types of e-auctions
Electronic reverse auctions (ERAs) allow buyers to seek competitive pricing by 
inviting pre-qualified suppliers to participate in a real-time dynamic  online 
event. Usually the Internet-based auction begins with the buyer posting a 
 requirement for a product or service on an Internet site; a reserve price (a price 
which suppliers must meet in order to be considered) is usually set. The buyer 
then invites suppliers to bid against each other.

The term ‘reverse’ simply refers to the bidding process as the participating 
suppliers submit successively lower-priced bids during a specified time period. 
The key difference between an Internet-enabled auction and a traditional 
purchasing process is that all the suppliers can usually see their bid along with 
the current lowest bid, as well as having the opportunity to re-bid as many times 
as they wish.

If other quantitative attributes are included, the auction will be classed as a 
weighted multi-variable auction. In the same way as an auction based on price 
alone, suppliers know which rank their own bid is, and can usually view the 
other bids, but not the identity of the other suppliers. In this case, however, all 
bids are adjusted in real time from a range of variables from other attributes, 
which allows buyers to view a figure which makes up the total cost of ownership. 
Other attributes may include carriage, discounts in price for quantities or for 
successive years, packaging, payment periods, quality or guarantee periods. 
Switching costs could be included in the non-incumbent supplier’s calculations.

There are several types of reverse auction. For example, it is not  uncommon for 
buyers to use the terms ‘a bundled bid’, ‘cherry picked’ or a ‘scorecard auction’.

In the case of a bundled auction the buyer usually bundles his requirements 
together into a single lot. Suppliers then bid for the total package. Usually they 
will submit a bid for each item, but these will be totalled up and one supplier 
usually wins the whole bid.

A cherry-picked auction is slightly different. As the name suggests, suppliers 
have the opportunity to ‘cherry pick’ certain lines from an auction and only 
bid for these. A buyer can then choose to award the contract to several different 
suppliers for different lots, or award to one supplier.

A scorecard auction is slightly more complicated in that the buyer can assign 
an internal scorecard to each potential supplier. Each bid a supplier submits 
is then recalculated against the values assigned by the value on the scorecard 
to produce a weighted bid. The buyer may choose to share the scorecard 
information with the suppliers, which may improve their performance, as they 
will know what they are up against and where they need to improve. This type is 
sometimes referred to as a ‘transformation reverse auction’ (Figure 18.8). There 
are three bidders initially, but after an initial period of time one drops out to 
leave the two remaining to battle it out.

Clearly, the main difference between traditional tendering in which closed 
bids are received and the reverse auction is that the same bidders are allowed 
to enter many consecutive bids in a reverse auction until the closing time of 
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the event. The event has an agreed duration, which can be, for example, 30/60 
minutes, and then can be extended by discrete periods of time if the bidding 
is intense around the original closing time. There is an agreed start price for 
the bidding, in order to avoid unnecessary time-wasting bids before realistic 
bids can be obtained. Suppliers will obviously know which is their price on the 
screen, but they will not know the owners of the competing bids. An alterna-
tive method is to simply rank the bids and again the identity of the others in 
the ranking is not known. Clearly it is important for procurement to ensure 
that they do not allow themselves to accept a bid which is too low, in that it 
would cause requests for price variations and/or quality degradation at a later 
date.

The following research from BP reveals prerequisites for effective online 
auctions.

Figure 18.8
Typical reverse 
auction event

Online auctions: prerequisites – best practice
■	 Buyers must have a thorough knowledge of the supply chain.
■	 Pre-qualification of invited suppliers essential.
■	 Greater onus on buying organisation to ensure clear comprehensive specifications 

communicated.
■	 Acknowledge that prices can go up.
■	 Misuse of ERAs may result in a move away from understanding total costs to a focus 

on price.
■	 Effect on supplier relationship must be considered.
■	 Reversing the trend towards supply base reductions.
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Case study – Schools to benefit from local, 
 regional and national savings
Schools will soon be able to benefit from a whole range of savings arranged 
across all types of goods and services. These will be available online and may 
have been set up nationally by the schools’ own local authority working with 
other neighbouring authorities or in some cases more local still.

Ian Taylor, Director of the Department for Education and Skills’ new Centre 
for Procurement Performance (CPP), said:

Many schools may have felt that they were struggling alone and have 
been crying out for better deals that reflect the purchasing power of the 
whole education system. This now becomes a practical possibility, using 
technology that is commonly available. The CPP is working closely with 
those local authorities which have schools in their remit. First of all we want 
to ensure that the good deals which authorities or the local government 
consortia may already have set up are freely accessible to schools in a way 
which works with the schools’ local administration systems, so the process 
is efficient and paper free. On top of this, we, the CPP and our procurement 
partners from local authorities, the consortia and from Universities and 
Further  Education Colleges are working together to identify opportunities to  
combine our spending power to negotiate better terms from suppliers that 
can directly benefit schools. We expect real and significant results to start 
 benefiting schools budgets during 2006.

Dudley George, Marketing Director of @UK PLC, a pioneer in this area with 
its @Schools online network, took up a similar theme:

Our company objective is to cut the cost of commerce for buyers and 
suppliers. If we cut out the waste that is created for all parties by unnecessary 
paperwork, high levels of returns through errors and by delays in orders 
getting to suppliers, this allows everyone to benefit. Some arrangements, such 
as for instance plumbing, coach trips or grounds maintenance will probably 
be best set up at a local level, maybe a local authority on behalf of all or some 
of its schools, maybe by the schools themselves. Our organisation specialises 
in providing the facilities, to that even the smallest of suppliers can take part.

Other arrangements can be made at the level of groups of authorities, such 
as various Devon Procurement Partnership contracts now rolling out through 
that county. In other cases of course the CPP may well be able to negotiate on 
behalf of all UK schools. This is not the end, because even when schools have 
had special arrangements negotiated, they may still want to put their high 
value and unique service needs out for quotation, for example using our ‘RFP’ 
(Request for Price) facility. The same written specification, plus any plans, 
schedules can then pass securely online to three or more possible providers. 
Replies are then all available for comparison and stored as electronic records 
should any audit issue arise, so no need for filing cabinets of old quotes.
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■	Why organisations should be aware of e-auctions
The benefits  
to buyers

Aberdeen Group research (2001) supports the assertion that the Internet  provides 
a low-cost and efficient mechanism for communications and negotiations 
between buyers and suppliers. Electronic auctions exploit technology to achieve 
real-time market pricing, which generally results in significant savings for the 
buying organisation. Overall savings of 10–20 per cent are commonly  reported 
using the reverse auction process. Other benefits include a reduction in the 
sourcing cycle time (once the process is established), improved specification of 
requirements and increased transparency.

The IAdapt research found, using an auction to establish a new contract, the 
change in the five key performances factors as follows:

■	 Flexibility (i.e. changing order quantities at the last minute) +22%.
■	 Quality of the product or service +20%.
■	 Delivery/reliability +12%.
■	 Dependability (keeping promises) +11%.
■	 Account or customer support +8%.

There was an expectation that there would be at least no change or a 
 reduction in at least one or two key factors; in particular, it was expected that 
the ‘soft’ factors of flexibility, dependability and account management would 
 deteriorate as the reduced supplier’s margins led to a reduction in the level of 
 support provided to their customers. It was surprising to see that this was not 
the case.

This may be because the supplier wants to please the buyer so as to avoid 
 going through the e-auction process again at the end of the contract, or to factor 
in an increase in switching costs against other suppliers if the e-auction process 
is repeated at the end of the contract.

■	Motivation for using e-auctions
IAdapt asked buyers what motivated them to choose an e-auction as part of 
their purchasing process. The reasons for choosing an e-auction are:

■	 To improve the cost of your product/service – 86%.
■	 As a trial or a plot (to experience the outcome of an e-auction event) – 69%.
■	 Process improvement (including time/speed) – 67%.
■	 Your strategy for auctions is long term – 64%.
■	 To ascertain current market conditions – 50%.
■	 Told by management – 33%.
■	 Competitors are using it – 22%.
■	 Moving to a less personal approach to sourcing – 19%.

Unsurprisingly the key reason for choosing an auction was to reduce cost 
supported by a need to reduce the process time.
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■	Success criteria
Buyers were also asked what criteria they used to decide whether an auction was 
a success. The following are the results for the success criteria:

■	 To obtain the best market pricing – 91%.
■	 Enabling software works satisfactorily – 94%.
■	 Suppliers are able to bid satisfactorily – 89%.
■	 Learnt from activity – 89%.
■	 Time taken for negotiation significantly reduced – 69%.
■	 Easy to repeat with other products – 63%.
■	 Significant numbers of suppliers agreed to participate – 63%.
■	 Suppliers agree to participate in future auctions – 60%.

Obtaining the best pricing was the top criterion, followed by the software 
working satisfactorily for both the buyer and the supplier.

■	Supplier management initiatives
When buyers were asked what specific supplier management initiatives they 
were using in their e-auction based procurement process, the following results 
were found:

■	 Developing supplier relationships – 90%.
■	 Using a supplier reduction programme – 70%.
■	 Employing joint technological development – 53%.
■	 Employing price as a primarily factor in your supplier selection – 33%.

These results are surprising, as auctions have not generally been perceived as 
encouraging the development of supplier relationships, yet this was recorded as 
a major objective.

■	Other benefits to buyers
E-auctions generally encourage:

■	 Competitive behaviour among suppliers.
■	 Quick, efficient and paperless way of requesting pricing.
■	 Use for catalogue items or spot shortages.
■	 Identification of new sources of supply.

■	Enablers and inhibitors
Buyers found the top six key enablers to be:

■	 Comprehensive specification for product/service.
■	 Supplier auction training.
■	 Sound supplier pre-qualifying process.
■	 Selecting suitable commodity.
■	 Enabling software.
■	 Clear auction objectives.
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Generally the e-auction process seems to encourage buyers to be more 
 rigorous and thorough in the purchasing process.

The top barriers to successful e-auctions were found to be:

■	 Lack of supplier participation – there is a community of suppliers who have a 
policy not to enter e-auctions, even though it may mean losing contracts to 
their competitors.

■	 Unsuitable commodity/service – this might be an item where there is no 
competition in the marketplace, or that is too complicated or cannot be largely 
specified.

■	 Lack of competitive supply base – if a product or service does not have at least 
three suitable suppliers then the e-auction process is not generally suitable.

■	 Poor training of buyer/supplier – getting things right first time is imperative 
to build trust among suppliers in your organisation’s e-auction process.

■	 Auction timing – if you are inviting suppliers to participate from different countries 
and time zones, take into account if the timing chosen to run the auction is 
convenient to those suppliers, and also consider company shut-downs in the UK.

■	Supplier adoption – SMEs
Small businesses are missing out on lucrative public and private sector contracts 
by failing to do business online. CIPS has found that:

■	 Fewer than four in 10 small businesses (37 per cent) tender for contracts online.
■	 Online users cite speed, savings, reduced paperwork, increased customer 

satisfaction and increased productivity as benefits.

However, research shows motivations for online trading as seen in  Figure 18.9, 
while a CIPS study indicates that many organisations share the same criteria for 
measuring the success of e-auctions (Figure 18.10).

Mini case study – Shell
Shell International’s website states:

When spending billions of dollars a year on materials and services getting the best 
deal is essential. By combining the needs of individual operating units worldwide 
greater purchasing power has led to discounts as high as 55% over previous prices. 
Internet-based purchasing (e-procurement) is also increasingly leading to significant 
cost savings. A combination of approaches has saved some $500 million in 2000 in 
Exploration and Production alone.

Mini case study – IBM
IBM encourages suppliers to use the Internet. The majority of purchasing transactions are 
conducted electronically. Suppliers must check that all their electronic transactions are 
correct; if so, payment is automatic and avoids payment delays. Late payment will only 
occur if the supplier’s electronic documentation is not completed satisfactorily.
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Figure 18.9
E-auction – why 
buyers choose 
e-auctions

Figure 18.10
E-auctions – criteria 
for successful 
e-auctions

Mini case study – Powerlink
Powerlink, an Australian power company, saved 41 per cent of the originally projected 
cost of more than $2 million for fibre optic cable in an e-bidding event involving suppliers 
from four countries.
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Conclusions

It can be argued that the use of reverse auctions is seen as a price-focused 
 approach to buying, and that other aspects of total cost of acquisition and/
or ownership are placed in the background when suppliers are being selected, 
only to emerge later. The approach is attractive, in that it provides a very rapid 
and powerful way of meeting short-term price objectives and thereby providing 
apparent shareholder value. However, the approach is inimical to the development 
of long-term alliances and relationships, and does not fit well with lean, agile and 
similar supply philosophies where buyer and seller work together to drive out cost.

Perhaps the approach is not the panacea that some advocates claim, but a 
useful addition to the range of methods available to the corporate buyer.

The Electronic Commerce (EC Directive) Regulations 2002
These regulations may apply to organisations within the UK if they:

■	 sell goods or services to businesses or consumers on the Internet or by e-mail;
■	 advertise on the Internet or by e-mail; or
■	 convey or store electronic content for customers or provide access to a 

 communication network.

The key features of the regulations are:

■	 Online selling and advertising is subject to the laws of the UK if the trader is 
established here. Online services provided from other member states may not 
be restricted. There are exceptions, particularly for contracts with consumers 
and the freedom of parties to choose the applicable law.

■	 Recipients of online services must be given clear information about the 
trader, the nature of commercial communications and how to complete an 
online transaction.

■	 Online service providers are exempt from liability for the content that they 
convey or store in specified circumstances.

■	 Changes to the powers of enforcement authorities such as Trading Standards 
Departments and the Office of Fair Trading.

(This information is taken from A Guide for Business to the Electronic 
 Commerce (EC Directive) Regulations 2002, published by the Department of 
Trade and Industry.)

Conclusions
There is overwhelming evidence from research that effective implementation 
of e-procurement, which actively involves all of the stakeholders, can make a 
positive contribution to not only lowering total costs of ownership, but also to 
improvements in customer service and availability. It is therefore essential to 
sustaining competitive advantage.
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Summary
 1  This chapter explores the concept of e-procurement, explaining the various 

tools available.

 2  We have considered the benefits of e-procurement such as the reduction of  
non-value-added manual transactions and the reduction in cycle times.

 3  Several case studies have indicated the increasing application of e-procurement 
in the public sector.

 4  The applicability of e-procurement tools and techniques across the  procurement 
targeting tool has been explored.

 5  E-auctions have been discussed and best practice implementation of e-auctions 
has been considered.

 6  Enablers and inhibitors of supplier adoption of e-procurement have been 
outlined.

 7  EU directives for e-commerce have been outlined.
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Contract management and 
performance measurement

Introduction
In order to manage contracts so that they add value throughout their life, it is 
essential that procurement staff have a good overview of the relevant contract 
law in order to ensure that a robust contract is written, which will achieve its 
objectives.

Contract effectiveness is concerned with establishing vendors who have the 
potential to supply for many years to come – competitively – and with, for example, 
reducing the number of these suppliers so that co-makership and  just-in-time, 
lean and agile supply approaches may be managed to the best effect. Therefore, 
post-contract performance measurement, commonly referred to as contract 
 management, is vitally important if companies wish to improve value-added and 
minimise total costs of ownership. These ideas are developed in this chapter.

Objectives of this chapter
■	 To provide a comprehensive introduction to contract law
■	 To examine approaches to the measurement of performance efficiency in 

 procurement in relation to its stage of evolution
■	 To consider the mechanisms of contract management
■	 To relate procurement performance to the stage of development
■	 To consider the benefits of measuring performance
■	 To consider the role of procurement as the intelligent customer
■	 To analyse the basic questions in ‘best practice’ benchmarking
■	 To evaluate reporting systems and the information that should be included
■	 To consider service level agreements
■	 To consider the role of risk management

M19_BAIL6016_11_SE_C19.indd   531 4/8/15   7:32 AM



Chapter 19 • Contract management and performance measurement

532

Contract law

■	Definition
A contract is an agreement between two or more parties which is intended to 
be enforceable by the law.

The law of contract is concerned with four basic questions:

■	 Is there a contract in existence? The answer depends on the presence 
or absence of five essential elements: agreement (offer and acceptance), 
consideration, intention to create legal relations, contractual capacity and 
correct form.

■	 Is the agreement one that the law should recognise and enforce? Some 
contracts will be wholly or partly invalid at law because of a vitiating factor, 
such as illegality, mistake or misrepresentation, which means that consent 
has not really been given – there is not consensus ad idem (agreement as to 
everything).

■	 When do the obligations of the parties come to an end? The most  common 
method of termination of a contract is when each party performs its contractual 
obligations.

■	 What remedies are available if either party is in breach of its contractual 
obligations? The usual remedy is damages (monetary compensation).

■	Types of contract
A contract whereby both parties make promises and are bound is a bilateral 
contract. This, of course, is the usual type of contract. For example, a seller 
promises to transfer ownership of goods to a buyer and in return the buyer 
promises to pay an agreed sum of money.

In contrast to this is the case where one party (the promisor) makes a promise 
and is bound, while the other person is free to perform or not as he chooses. 
This is called a unilateral contract.

A classic example is the case of Carlill v Carbolic Smokeball Company (1893). 
The company, in an advertisement, promised to pay £100 to anyone who 
bought their smokeball and still caught influenza. Mrs Carlill bought and used 
the smokeball but caught influenza. She successfully claimed the £100. In such 
cases, the promisor is bound if the promisee performs the act that the promisor 
promised to reward.

■	Essential elements in a binding contract
For a contract to exist and to be legally binding, five essential elements must be 
present. These are:

■	 Agreement (i.e. offer and acceptance)
■	 Consideration
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■	 Intention to create legal relations
■	 Contractual capacity
■	 Correct form.

We shall now look at each of these in turn.

 The offer. There must be a valid offer which has been unconditionally accepted.
An offer is made by an offeror to an offeree. It should be clear and definite and 

the offeree must intend to be legally bound by it. The terms of the offer must 
include all the terms of the proposed contract (expressly or by implication).

Revocation. An offer can be revoked at any time before it has been accepted by the 
offeree. The revocation may be by express works, or it may be implied by the offeror’s 
conduct: Dickinson v Dodds (1876).

The revocation will not take effect until it has been received and clearly 
understood by the offeree. Until then, it remains open and can be accepted: 
Byrne v Van Tienhoven (1880).

An offer was posted by the defendant in Cardiff on 1 October. It was received 
by the claimant in New York on 11 October. He at once cabled an acceptance 
(effectively accepting on this date). In the meantime the defendant had 
changed his mind and had sent a letter of revocation from Cardiff on 8 October. 
This letter of revocation reached New York on 15 October. The question before 
the court was whether the contract had been accepted or revoked.

Held: The revocation was not complete until it had been properly communicated 
to the offeree. This was on 15 October. In the meantime, however, the offer had 
been accepted. As a result, the revocation was ineffective and the contract did 
exist.

The revocation can be communicated by the offeror or by a reliable third 
party: Dickinson v Dodds (1876).

The rule that an offer can be revoked at any time before acceptance applies 
even though the offeror has stated that he will keep the offer open for a stated 
time: Routledge v Grant (1828).

Grant offered to buy Routledge’s horse and gave him six weeks to decide whether 
or not to accept. Before the six weeks had elapsed, Grant withdrew his offer.

Held: Since Routledge had not yet accepted, Grant was entitled to withdraw his 
offer.

Counter-offer. An offer can also be terminated by a rejection. This is the action 
of the offeree turning down the offer. This is either outright, by the offeree 
stating that he will not accept it, or by a counter-offer. A counter-offer is where 
the offeree does not accept the offer unconditionally but imposes his own terms 
on the acceptance.

An example of a counter-offer is where the offeree offers a lower price or in 
any other way barters with the offeror. As an acceptance must be unconditional, 
rejection terminates the offer.

Agreement: offer 
and acceptance
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A counter-offer has two main effects.

■	 It terminated the original offer, which is no longer capable of being accepted.
■	 The Offeror in the original negotiations now becomes the offeree once the 

counter-offer has been made. The original offeree by making the counter-offer 
now becomes the offeror: Hyde v Wrench (1840).

Wrench offered to sell Hyde a farm for £1000. Hyde made a counter-offer by 
offering £950. Wrench rejected this. Later Hyde came back and said that he now 
accepted the original offer of £1000. Wrench rejected it.

Held: Hyde could no longer accept the original offer. It had been terminated by 
the counter-offer and was no longer capable of acceptance. His ‘acceptance’ was 
merely a fresh offer which Wrench was free to turn down.

Request for information. A request for information is a mere request for further 
details and does not constitute a counter-offer: Stevenson v McLean (1880).

McLean offered, in writing, to sell a quantity of iron to Stevenson at a given 
price. Stevenson replied querying delivery times, but before receiving a reply 
sent a further letter accepting the offer. This acceptance crossed in the post with 
a letter of revocation from McLean to Stevenson. McLean refused to supply the 
iron, arguing that Stevenson’s query was a counter-offer.

Held: McLean could not treat the query as a counter-offer. Stevenson had only 
intended to establish the parameters of the deal, therefore McLean’s offer was 
still open when Stevenson wrote accepting it.

An invitation to treat. Not all statements amount to an offer, and only an offer 
can be accepted.

An invitation to treat is not an offer in itself, but is an invitation to others to 
make an offer. An invitation to treat is part of the negotiations. A good exam-
ple is the display of goods in a shop: Pharmaceutical society of Great Britain v 
Boots Cash Chemists (1953).

Statute requires that the purchase of certain pharmaceuticals must be carried 
out under the supervision of a qualified pharmacist. Boots operated a store 
where the drugs were sold on a self-service basis and the customers paid at a 
cash desk for the goods they had selected. A pharmacist was present at the cash 
desk but not at the shelves where the goods were displayed with a price tag. The 
Pharmaceutical Society claimed that the statute was being contravened.

Held: The display of goods in a shop was not an offer but an invitation to treat. 
It was the customer who made the offer at the cash desk and Boots could either 
accept or reject this offer (in the presence of a qualified pharmacist).

An advertisement to sell an item will not be an offer in itself. At that stage 
the owner has no intention to be bound to any person who answers the 
advertisement. Similarly, a catalogue or prospectus will constitute an invitation 
to treat and is not an offer.

Statement of intention and statement of price. A mere statement of intention is 
not an offer: Harris v Nickerson (1873).
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An auction sale of furniture was advertised in a newspaper. A London  broker 
saw the advert and travelled up to attend the sale in order to bid for various 
lots. Unknown to him, the items had been withdrawn from the sale before he 
arrived. He claimed that his action of turning up at the auction sale amounted 
to an acceptance of the offer contained in the advertisement. As a result, he 
claimed that the auctioneers had breached the contract in not selling the items 
of furniture to him. He then sued for damages to cover his loss.

Held: The advertisement did not amount to an offer. It was not clear, definite 
or unequivocal from the advertisement that the auctioneers wanted to sell the 
items of furniture to the broker. Also, the auctioneers had no intention to be 
bound to this broker. Accordingly, the critical prerequisites for an offer were not 
all present and this advertisement was a mere statement of intention.

A statement of price in answer to an enquiry is not an offer but merely the 
supply of information: Harvey v Facey (1893).

Harvey sent a telegram to Facey saying, ‘Will you sell us Bumper Hall Pen? 
Telegram lowest cash price’. Bumper Hall Pen was a piece of land owned by 
Facey. Facey replied, also by telegram, ‘Lowest cash price £900’. Harvey then sent 
another telegram saying, ‘We agree to buy Bumper Hall Pen for £900.’ Harvey 
claimed that there was now an enforceable contract to sell the land for £900. It 
was claimed that the telegram stating the lowest cash price was an offer and that 
Harvey had accepted that offer in his final telegram.

Held: There was no contract. The first telegram was a request for information 
and the second telegram was merely an answer posed to the question raised in 
the first. The final telegram embodied an offer to purchase the land for £900, 
but there was no acceptance.

In response to a request for information, it is common for a purchaser to be given 
a quotation. The request is clearly not an offer but, depending on the facts, the 
quotation could be construed as being an offer capable of acceptance. To be so, it must 
be detailed and specific enough to be capable of acceptance simply by saying ‘yes’.

Acceptance. Acceptance is an unconditional agreement to all the terms of an 
offer. We have already seen that if an offeree attempts to change the terms of 
the offer or qualify its effectiveness in any way, it will terminate the offer and 
is thus a counter-offer (see Hyde v Wrench above). It is only when the offeree 
has accepted the offer unconditionally that the parties can be said to be in 
agreement. This complete agreement about the terms and conditions of the 
contract is fundamental in English contract law.

Form of acceptance. Any form of acceptance is valid, whether oral, written or merely 
inferred from the conduct of the parties (as in the Carlill case already described). 
Another example is that of Brogden v Metropolitan Railway (1877).

The company submitted a draft agreement to Brogden for the supply of coal. 
Brogden sent the document back to the company, having added new terms. The 
company did not expressly agree these new terms but coal was supplied on the 
amended terms.
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Held: The parties had, by their conduct, agreed to act on the basis of the 
amended draft contract and so it had become binding.

Silence alone is not acceptance. There must be some sort of action by the 
acceptor. An offeror may not stipulate that silence shall amount to acceptance: 
Felthouse v Bindley (1863).

Felthouse wrote to his nephew, after a series of negotiations, offering to 
buy his horse for 30 guineas. The letter stated that if he did not hear from the 
nephew he would consider that the horse was his at that price. The nephew 
never replied.

Held: The court said that there was no contract because the offeror cannot impose 
acceptance merely because the offeree does not specifically reject the offer.

Communication of acceptance. The general rule for acceptance of an offer is 
that the acceptance will only be complete when the offeror has received and 
understood the acceptance. Usually it is a sensible move for the offeree to check 
that the acceptance has been received.

The postal rule of acceptance. The postal rule states that the acceptance will be 
complete and effective when the letter is posted or placed into the hands of the 
relevant postal authorities: Adams v Lindsell (1818).

The postal rule will apply only when acceptance by post is either the chosen, 
obvious or reasonable method of acceptance.

It will be the chosen method of acceptance where the offeror has stipulated 
that posting the acceptance is the only acceptable method.

Tenders. Although the buyer is not obliged to accept any of the tenders received, 
it has been held that he is obliged to give due consideration to such tenders pro-
vided they arrive by the stated deadline and comply with the requirements of 
the invitation to tender: Blackpool & Fylde Aero Club Ltd v Blackpool Borough 
Council (1990). (This is known as a ‘collateral obligation’.)

In this case a tender was placed in the buyer’s letterbox one hour ahead of 
the deadline. The buyer’s staff failed to empty the letterbox and the tender was 
therefore deemed to have arrived late. The court held that this was unwarranted: 
the buyer was obliged to consider the tender.

Framework agreements and call-off contracts. A framework agreement is a 
series of contracts let by the buyer and awarded to several suppliers, covering 
a range of products or services from which the buyer can select and order from 
the appropriate framework supplier as and when the need arises.

The framework agreements will have a start and end date, although there 
is no binding commitment from the buyer that definite quantities (or any 
quantities) will be purchased throughout the framework period. Similarly, there 
is usually no binding commitment on the part of the supplier to be able to fulfil 
any orders received during the period of the framework agreement.

A call-off contract is a term given to a contract set up between the buyer and 
seller where there is an overall commitment to purchase a given quantity of 
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items/services over the period of the call-off contract. It normally operates in 
the same way as the ‘standing offer’ discussed earlier.

There is usually a binding commitment on the part of the buyer to purchase 
the required quantity over the call-off contract period (although the precise 
number of orders and quantities may vary during the contract period). There is 
also usually a commitment on the part of the supplier to fulfil any orders placed 
by the buyer during the call-off contract period.

 Every contract must be supported by consideration, which was defined in the 
case of Dunlop v Selfridge (1915): ‘consideration is an act or forbearance (or the 
promise of it) on the part of one party to a contract as the price of the promise 
made to him by the other party to the contract’. In other words, each party 
promises to do or supply something of value to the other.

Consideration must be valuable, but need not be adequate. There are three main 
rules that you should be familiar with. Each is analysed below.

■	 Consideration must be valuable, but need not be adequate.
■	 Consideration must be sufficient.
■	 Consideration must move from the promise.

In law, the parties to a contract are free to conclude their bargain on whatever 
terms they think are appropriate. The courts will not question the adequacy 
of the consideration agreed upon by balancing the respective promises or 
acts of the parties to ascertain whether the agreement is fair in an objective or 
commercial sense, but they must be satisfied that there is something of real 
value provided by the parties.

Valuable consideration means money or money’s worth, that is to say, something 
upon which a monetary value can be placed, such as rendering a service.

The consideration provided must be valuable in the sense that it must have 
some value, however slight. In Thomas v Thomas (1842) a promise to convey a 
house to a widow on her promise to pay £1 per year rent and keep the house in 
repair was binding; the promise to pay £1 per year and keep the house in repair 
amounted to valuable consideration.

However, the consideration need not be adequate in an objective sense to pay 
for the promise received: Chappell & Co v Nestlé Co Ltd (1960).

Nestlé offered records for sale to the public for 1s 6d (7.5 pence in today’s 
currency) and three chocolate wrappers each.

Held: The chocolate wrappers were part of the consideration even though they 
were of minimal value and, in fact, thrown away by Nestlé as soon as received.

Consideration must be sufficient. The consideration provided must be ‘sufficient’ 
in the sense that it must be something the law recognises as consideration. 
Various acts and omissions have been held by the courts not to constitute 
sufficient consideration. These include the performance of an existing duty 
already imposed by law, the performance of an existing duty already imposed by 
contract and past consideration.

Consideration: 
the price of the 
contractual 
promise
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Where a person is obliged to do something by law, the discharge of that duty 
will not amount to consideration and cannot support a contract: Collins v 
 Godefroy (1831).

A witness, subpoenaed (legally required) to attend court, was promised 
 payment if he would attend court and give evidence. He attended court and 
sued for the payment promised.

Held: He had not provided consideration, as he was legally obliged to attend 
under the subpoena. He had done no more than he was legally obliged to do 
already, and so had not provided sufficient consideration for a contract to exist.

If a person is obliged to perform an act under an existing contract and the 
other party then promises to pay him an additional sum of money to ensure 
that he finishes the work on time, there will be no new contract in respect of the 
extra sum of money: Atlas Express Ltd v Kafco (Importers) Ltd (1989).

This because the person doing the work has provided no new consideration 
(no ‘sufficiency’ of consideration). He has done no more than he is already 
obliged to do under the pre-existing contract. Without new consideration there 
can be no new contract and so he cannot make a claim that this new contract 
has been breached. The classic case is Stilk v Myrick (1809).

A ship’s captain unable to replace two deserting seamen from the crew 
promised those remaining that if they completed the voyage the wages of the 
deserters would be divided among them, in addition to their contractually 
agreed wages.

Held: The extra payment need not be paid since the remaining seamen, by 
completing the voyage, did no more than they were originally contractually 
obliged to do.

This case may be compared with Hartley v Ponsonby (1857).
A high number of desertions from a merchant ship rendered the vessel 

unseaworthy since it was now undermanned. Extra pay was offered to the crew 
if they remained loyal.

Held: The promise of extra money was recoverable by the seamen who remained 
loyal since they were not working in a dangerous situation not contemplated by 
their original contractual undertaking (i.e. they were doing more than required 
by their original contract).

The more recent case of Williams v Roffey Brothers (1990) is rather different 
from Stilk v Myrick.

Williams agreed to do some carpentry in a block of flats for Roffey at a 
fixed price of £20,000. There was an agreed date by which the work was to be 
completed. The work ran late and Roffey agreed to pay an extra £10,000 to 
ensure the work was completed on time. If the work was not completed on time, 
Roffey would have suffered a penalty in his own contract with the owner of the 
flats.

Held: The court decided that even though Williams was in effect doing nothing 
over and above the original agreement to complete the work by a stated time, 
there was a new contract here for the £10,000. The court decided that both 
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Williams and Roffey benefited from the new contract, giving two reasons for 
this decision:

■	 The new consideration given by Williams was that of enabling Roffey to avoid 
the penalty sum (and not merely finish the work on time).

■	 Roffey’s promise to pay the extra £10,000 had not been extracted by fraud or 
pressure. It would be inequitable to go back on this promise.

Past consideration is not regarded as sufficient. The act or promise of one 
party and the act or promise of the other must constitute one single transaction. 
One party must do something because the other party is doing something. If 
one party makes a promise in return for an act or promise which has already 
been performed unilaterally, the two promises are not a response to one another 
and do not support a contract: Re McArdle (1951).

A man and his wife spent £488 on improvements to a bungalow in which 
they resided with the husband’s mother. When the mother died the house 
would become the joint property of the husband and his brothers and sisters. 
The man attempted to enforce a promise made by the brothers and sisters to 
repay the cost of the improvements after completion of the work.

Held: Since all the work had been carried out before the promise was made, 
this past consideration could not support the later promise to reimburse the 
cost so as to bring a binding obligation into existence. Past consideration is no 
consideration.

One final rule is that the doing of, or promise of doing, an illegal act is 
insufficient to amount to consideration.

Consideration must move from the promise. A person wishing to enforce a 
contract must show that he personally provided consideration. It is not enough 
that someone else provided consideration to the party being sued: Tweddle v 
Atkinson (1861).

The claimant’s father and father-in-law agreed with each other to pay the 
claimant £100 and £200 respectively in consideration of his then intended 
marriage and after the marriage had taken place they confirmed their agreement 
in writing. The £200 was not paid and the claimant sued his father-in-law’s 
executor to recover this sum.

Held: His action must fail as no stranger to the consideration can take advantage 
of a contract, although made for his benefit. A promisee cannot bring a 
successful action unless the consideration for the promise moved from him.

Part payment: the rule in Pinnel’s case. The rule in Pinnel’s case (1602) states 
that payment of a lesser sum in satisfaction of a greater sum cannot be any 
satisfaction for the whole sum. This rule has been affirmed by the House of 
Lords in the case of Foakes v Beer (1884).

Mrs Beer obtained a judgment against Dr Foakes for a sum of £2090 with 
interest. She agreed to payment of the debt in instalments and also promised that 
further proceedings on the judgment would not be taken. After receiving the  
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£2090, Mrs Beer sued for £360 interest on the judgment debt which Dr Foakes 
refused to pay.

Held: The interest was recoverable. Payment of the debt and costs, a smaller 
sum, was not consideration for the promise to accept this amount in satisfaction 
of a debt, interest and costs, a greater sum. The debtor had not provided any 
consideration for the promise not to claim interest.

 Social and domestic agreements. Some agreements are not intended to be legally 
enforceable, their nature being such that a reasonable man viewing the words 
and conduct of the parties objectively would not conclude that they intended 
to create legal relations. For example, a reasonable man would not expect an 
enforceable legal obligation to spring from a mere social engagement.

In domestic and social arrangements there is a presumption that there was 
no intention for the agreement to be legally binding.

A case to illustrate this is that of Balfour v Balfour (1919).
The defendant, who was about to go abroad, promised to pay his wife £30 per 

month in consideration of her agreeing to support herself without calling on 
him for any further maintenance. The wife contended that the defendant was 
bound by his promise.

Held: There was no legally binding contract between the parties. As it was a 
domestic agreement, it was presumed the parties did not intend to be legally 
bound: Simpkins v Pays (1955).

Pays and her granddaughter, together with Simpkins, a paying lodger, 
submitted an entry each week in a fashion competition appearing in a 
newspaper. All three devised a separate solution to the competition, but they 
were submitted on one coupon only, in Pays’ name. The entry fees and postage 
were shared equally. The granddaughter made a correct forecast and Pays 
received a prize of £750. Simpkins claimed a one-third share of the prize money.

Held: Although this was the arrangement in a domestic context, it was a legally 
enforceable joint enterprise and the parties clearly intended to share any prize 
money. ‘There was mutuality in the arrangements between the parties and an 
intention to create legal relations.’

Commercial agreements. In the case of ordinary commercial dealings (for example, 
buying and selling), there is a strong presumption that the parties intended it to be 
legally binding. This presumption can be rebutted if a contrary intention is clearly 
expressed in the agreement itself: Jones v Vernon’s Pools Ltd (1938).

Jones contended that he had forwarded a winning entry to the defendant 
company of football pools promoters, but they denied having received it. In order 
to deal with this type of eventuality, a clause was printed on the pools coupon 
which Jones had signed, stating that ‘any agreement . . . entered into . . . shall not 
. . . give rise to any legal relationship . . . but . . . is binding in honour only.’

Held: A contract did not exist between the parties, since the wording of the 
agreement clearly negated any such intention. Jones could not, therefore, sue 
the pools company for breach of contract.

Intention to create 
legal relations
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Letters of intent. Such letters can arise where the parties are not yet ready to 
sign a formal contract, but intend to do so once final terms are agreed. It often 
happens that one party will commence work on the strength of a letter of intent 
from the other party, but this is a risky procedure as until terms have been 
formally agreed, no binding contract exists.

The leading case in this area is that of British Steel Corporation v Cleveland 
Bridge & Engineering Co Ltd (1984).

The defendant, CBE, negotiated with the claimant, BSC, to buy steel nodes 
for use in a construction project. CBE needed the nodes urgently and, before 
terms had been agreed, asked BSC to commence manufacture on the strength 
of a letter in which CBE expressed their intention to complete a formal contract. 
While negotiations dragged on, BSC began to manufacture and then deliver the 
nodes, retaining only the last one to strengthen their bargaining position. This 
last node became trapped as a result of a strike. When it was finally delivered, 
BSC claimed for the price of the nodes and CBE counterclaimed damages for 
late delivery.

Held: CBE had no claim for damages as no contract existed. BSC were entitled 
to claim a reasonable price (quantum meruit) for the nodes delivered.

Other relevant cases are as follows:
In Monk Construction v Norwich Union Life Assurance Society (1992), it was 

stated that ‘there can be no hard and fast answer to the question whether a letter 
of intent will give rise to a binding agreement: everything must depend on the 
circumstances of the case’. In this case, the Court of Appeal found in favour of 
Monk in that it was entitled to be remunerated on the basis of a ‘quantum meruit’ 
(as much money as the plaintiff is reasonably entitled to). Despite the letter of 
intent having only authorised a maximum expenditure of £100,000, Monk was 
entitled to recover costs in excess of that amount, including a reasonable profit, 
despite the lack of a formal contract.

In Wilson Smithett & Cape (sugar) v Bangladesh Sugar and Food Industries 
Corp (1986), it was held that the letter of intent for the supply of sugar was a 
binding acceptance of the offer to supply it and so the letter had contractual 
force, even though a more formal document was to be drawn up. The court 
stated that Bangladesh Sugar (the supplier) had ‘ostensible authority to bind’ 
Smithett to a contract. The court did not believe that by delivering the letter of 
intent, Bangladesh thought that it was bestowing a non-contractual benefit on 
Smithett.

Metropolitan Special Projects had an agreement with Marigold Service that it 
would be paid up to £15,000 plus VAT to carry out refurbishments. The parties 
did not enter into a formal contract but Metropolitan mainly completed the 
expected work, incurring fees of £40,772. Marigold agreed to pay the £15,000 but 
disputed that any further amounts were due. The court said that there had been 
an oral contract in addition to the written agreement that the £15,000 would be 
‘increased if it became necessary’. The judgment went in Metropolitan’s favour 
and the court removed the limit of £15,000.
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The general position is that if there is such a letter authorising work to be 
done, the supplier should recover its charges in carrying out that work.

If a letter of intent is to be entered into, great care must be taken to ensure 
that the letter contains the necessary terms and that it is reviewed and amended 
regularly to adequately reflect the parties’ true intentions.

Summary:

■	 Avoid getting involved in letters of intent.
■	 If you must sign a letter of intent, then question in detail why it is required.
■	 Ensure that you firmly limit any authorised expenditure for each stage of work.
■	 Ensure the letter of intent states ‘subject to contract’ on it.
■	 Ensure the intention has an expiry date.

‘Quantum Meruit’. As we have seen, situations arise where there is no contract 
as the formalities required by the parties may not be concluded.

Where there is no contract, but a purchaser has obtained a benefit at the 
expense of the supplier, the law may impose an obligation to pay if it is just to 
do so. This is referred to as restitution. The circumstances are many and varied, 
but if the measure of the amount to be paid is less than clear, the concept of 
‘Quantum Meruit’ is applied.

Quantum Meruit means ‘the amount he deserves’ or ‘what the job is worth’. 
A claim for Quantum Meruit is a claim for payment for work carried out where 
the price has not been quantified.

Claims for Quantum Meruit in restitution seek to impose a right to payment 
arising from unjust enrichment by one party at the expense of another.

 In order for a contract to be valid the parties must have the legal capacity 
(or ability) to contract. Most individuals have such capacity automatically. 
 However, there are a number of instances where this is not the case.

Those who are deemed incapable by the law to contract include:

■	 minors;
■	 the mentally disordered;
■	 drunkards.

Battle of the forms. Each firm will draw up its own standard terms of business 
and will seek to ensure that these terms are accepted by other firms with whom 
they deal.

Clearly this can lead to problems if one firm’s terms of purchase differ from 
the other firm’s terms of sale. This situation is often referred to as the ‘battle of 
the forms’ (Figure 19.1).

The buying firm may send a written enquiry to a supplier or potential 
supplier. The enquiry may be on a pre-printed form stating that any purchase 
made pursuant to the enquiry will be governed by the buyer’s standard terms 
printed on the reverse of the form.

Capacity  
to contract
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The supplier may reply quoting details of price and availability and stating 
that any sale will be governed by the supplier’s standard terms printed on the 
reverse of the form.

The buyer may place an order on a form repeating the buyer’s standard terms.
The supplier may reply with an acknowledgement of order, again on a form 

containing the supplier’s standard terms.
The question of importance to the parties is: once the contract is completed, 

whose terms of business govern it?

Offer and counter-offer. The courts have usually approached these situations 
by analysing them in terms of offer and counter-offer (Figure 19.2). Each new 
step in the proceedings is regarded as a counter-offer which negates any terms 

A, a prospective purchaser,
sends an enquiry for goods

to B, a supplier

A sends an order for the
goods to B, using an order form
on the reverse of which are A’s
conditions of purchase, which

differ from B’s conditions of sale

A simply files the
acknowledgement and allows

B to deliver, the delivery note repeats
B’s terms and conditions, A signs the
delivery note accepting the counter
offer (acceptance by conduct) and
forming the contract on B’s terms

B sends a quotation to A,
offering to supply the goods
subject to the conditions of
sale on the reverse of the

quotation

B sends an order acknowledgement
which reiterates that the order is
subject to B’s conditions of sale:

(a counter offer)

Figure 19.1  
Battle of the forms

Offer Counter
offer

Counter
offer

Counter
offer

Acceptance

Counter
offer

Figure 19.2  
Battle of the forms
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mentioned previously. This approach is illustrated in the case of Butler Machine 
Tool Ltd v Ex-Cell-O Corporation (1979).

Butler offered to sell on their standard terms. Ec-Cell-O placed an order using 
their own standard terms which differed from Butler’s. Ec-Cell-O’s order form 
contained a slip at the bottom which the supplier was required to tear off and 
return in acknowledgement of Ec-Cell-O’s terms. Butler did so.

Held: The return of the tear-off slip amounted to acceptance by Butler of 
Ec-Cell-O’s terms and Ec-Cell-O’s terms therefore governed the contract.

In the Butler case, judgment was given in favour of the buyer. The analysis of 
offer and counter-offer is sometimes said to favour the person who ‘fires the last 
shot’. Usually it is the supplier who is best placed to do this. For example, the 
supplier may deliver the goods along with a delivery note repeating his standard 
terms. When the buyer accepts and uses the goods, he may well be deemed to 
have accepted the terms stated on the supplier’s delivery note.

Privity of contract The doctrine of privity. A contract creates a personal obligation and only the 
original contracting parties can acquire enforceable rights or be subject to legal 
liabilities under it. The leading case is this area is that of Dunlop Pneumatic Tyre 
Co v Selfridge (1915).

Dunlop made and sold tyres to a distributor on condition that he would 
not resell the tyres at less than the list price (the Resale Prices Act 1976 would 
nowadays invalidate such terms), nor resell them to a retailer without imposing 
the same conditions about retail price. The distributor resold to Selfridge, who 
offered the tyres to the public at less than Dunlop’s list price.

Held: Dunlop could not enforce the contract between the distributor and 
 Selfridge because Dunlop was not party to it.

Collateral contracts or warranties. One way around the rule of privity is referred 
to as a collateral contract. The court may find a collateral contract, for example, 
where there is a contract between A and B which in some way relates to C 
although C is not a party. There may be another contract between A and C in 
which C can sue. The leading case is that of Shanklin Pier Ltd v Detel Products 
Ltd (1951).

The claimants owned a pier which needed painting. They were told by the 
defendants that the paint which they manufactured would last for seven to ten 
years. The claimants employed a contractor to paint the pier and told him to 
use paint manufactured by the defendants. The contractor purchased the paint 
from the defendants, and painted the pier with it. After three months it began 
to flake. The claimants sued the defendants, who argued that the claimants 
were not a party to the contract under which the paint was sold.

Held: That there was a separate – collateral – contract between the claimants and 
the defendants, which contained a warranty by the defendants that the paint 
would last for seven to ten years. The claimants had provided consideration by 
requiring the contractor to use the paint.
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 Model form contracts are often used in particular industries to establish 
 conditions of contract between buyer and seller which become an acceptable 
and familiar commercial and legal basis upon which business is usually 
conducted. Model form contracts can usually be adapted to suit particular 
circumstances. These save time and cost.

Below are some examples of model forms of contract.

■	 In civil engineering, issued jointly by the Institute of Civil Engineers 
(ICE), the Association of Consulting Engineers and the Federation of Civil 
Engineering Contractors.

■	 In building contracts, prepared by the Joint Contracts Tribunal (JCT). The 
JCT 05 Standard Form of Building Contract is the latest set to be published 
and can provide contracts to include and exclude the use of bills of 
quantity. The JCT have now added a model form for framework or call-off 
contracts.

■	 For the supply of mechanical and electrical works, the Institutions of 
 Electrical and Mechanical Engineers in conjunction with the Association of 
Consulting Engineers have published MF/I contract terms.

■	 The New Engineering Contract (NEC) is to be used for civil engineering, 
building or electrical/mechanical works.

■	 For carriage of goods by road in the UK, the Freight Transport Association 
have developed a model form of conditions of carriage.

■	 The Chartered Institute of Building have a model form contract for the 
commissioning of facilities management services.

■	 North Sea Oil and Gas use ‘Logic’, a model form which uses a ‘knock for 
knock’ basis of resolving claims.

■	Express and implied terms of the contract
Terms can be implied into a contract (implied terms) or they can be expressly 
inserted by either or both of the parties (express terms). A common example of an 
express term is an exclusion clause (sometimes known as an exemption clause).

Common examples of implied terms are the group of terms inserted into 
contracts by the Sale of Goods Act. For example, when a dealer sells goods to a 
consumer there is an implied term in the contract between them that the goods 
are of satisfactory quality and fit for their intended purpose.

■	Conditions, warranties and innominate terms
Usually, each term of a contract can be classified as either a condition or a 
warranty.

A condition A condition is a vital term of the contract, breach of which may be treated by 
the innocent party as a substantial failure to perform a basic element of the 
agreement. The innocent party has the choice of either treating the contract 

Model form 
contracts
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as repudiated (or ended) and claiming damages for any loss suffered, or merely 
claiming damages for the breach.

A warranty A warranty is a less important term which is incidental to the main purpose 
of the contract. Failure to observe it does not cause the whole agreement to 
collapse: consequently the innocent party may claim damages for its breach but 
is not allowed to terminate the contract.

The following two cases clearly demonstrate the differences between the two.

Condition – Poussard v Spiers (1876). A soprano, Madame Poussard, agreed to 
sing in a series of operas for Spiers. She failed to appear on the opening night 
and Spiers refused her services for subsequent nights.

Held: The obligation to appear on the opening night was a condition and since 
Madame Poussard was in breach of this condition, Spiers was entitled to treat 
the contract as being at an end and was therefore not himself in breach by 
refusing her services for the remaining nights.

Warranty – Bettini v Gye (1876). A tenor, Bettini, who agreed to sing in a series 
of concerts and to attend six days of rehearsals beforehand, failed to appear for 
the first four rehearsal days. Gye in consequence refused Bettini’s services for 
the balance of the rehearsals and performances.

Held: The obligation to appear for rehearsals was a warranty and therefore 
 Bettini’s breach did not entitle Gye to treat the contract as at an end. Gye was 
accordingly in breach of contract when he refused Bettini’s services for the 
remainder of the contract.

Innominate terms The courts have tried to avoid too rigid a classification of terms on these lines 
and have recognised an intermediate category described as innominate or 
intermediate terms: The Hansa Nord (1976).

Citrus pulp pellets were sold for £100,000. One of the conditions of the 
contract was: ‘shipment to be made in good condition’. On arrival, not all the 
pellets were in good condition, and their market value was reduced by £20,000. 
However, even if all the goods had been sound, the market value, which had 
fallen between sale and delivery, was only £86,000. The buyers rejected the 
goods, which were later sold and eventually re-acquired by the original buyers 
for £34,000.

Held: On the question of whether the buyers’ rejection had been justified, 
the provision as to shipment in good condition was neither a condition nor 
a warranty, but an intermediate stipulation. The effect of the breach was not 
sufficient to justify treating the contract as discharged. The buyers’ only remedy 
was in damages, namely compensation for the different in value of the sound 
goods and the defective goods.

An intermediate term is neither a condition nor a warranty at the time the 
contract is made; instead, one must consider the effects of a breach of that 
term. If these are serious, then remedies should be granted as if it were a breach 
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of condition. If less serious, then only remedies for breach of warranty can be 
obtained.

■	Exclusion clauses and unfair contract terms
The exclusion clause is applied to clauses which:

■	 totally exclude one party from the liability which would otherwise arise from 
some breach of contract (such as the supply of goods of inferior quality); or 
which

■	 restrict liability in some way; or which
■	 offer some dubious ‘guarantee’ in place of normal liability for breach of 

contract.

 To be valid, the exclusion clause must pass two separate tests: the common law 
test and the statutory test.

The common law test is broken down into two parts.

■	 The clause must be incorporated into the contract and not added after the 
contract is complete.

■	 The clause must be clear and precise; any vagueness will be construed against 
the party who is attempting to rely on it.

The statutory test is laid down by the Unfair Contract Terms Act 1977 
(UCTA).

The common law test – incorporation into the contract. It must be shown that 
the party who is to be bound by the clause did in fact genuinely agree to it (i.e. 
there was no fraud or misrepresentation). If he signed a contractual document 
in which the clause is included, he will generally be treated as having agreed to 
it even if he did not read the document: L’Estrange v Graucob (1934).

The proprietress of a cafe bought a cigarette vending machine and signed a 
contract of sale, which she did not read, and which contained the clause ‘Any 
express or implied condition, statement or warranty, statutory or otherwise, not 
stated herein is hereby excluded’. The machine was defective.

Held: She was unable to recover the price or obtain damages. She was bound by 
the clause as she had signed the contract.

An exclusion clause cannot be introduced into a contract after it has been 
made unless the other party agrees: Olley v Marlborough Court (1949).

A notice in a hotel room excluded liability for loss or damage to guests’ 
property.

Held: This was ineffective because the contract for accommodation had been 
made at the reception desk, before the guest could have seen the exclusion clause.

The statutory test – UCTA 1977. The Act restricts the extent to which a person 
can exclude or limit his liability for negligence and for breach of contract.

Applicability 
and validity of 
exclusion clauses
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Negligence includes any express or implied term of a contract to take 
reasonable care and the common law duty in the tort of negligence to take 
reasonable care. Under the Act:

■	 A person in business cannot exclude or restrict liability for death or personal 
injury resulting from negligence, by contract or any notice. In other words, 
any clause purporting to do this is totally prohibited;

■	 A person in business cannot exclude or restrict liability for negligence causing 
loss other than death or personal injury unless the exclusion clause is reasonable.

As regards liability for breach of contract, any term in a standard term 
contract is effective only if it is reasonable.

 The burden of proving reasonableness of the exclusion clause is on the party 
wishing to rely on the clause. To be reasonable, the term must be a fair and 
reasonable one to be included having regard to the circumstances which were, 
or ought reasonably to have been, known to or in the contemplation of the 
parties when the contract was made.

UCTA 1977 lists five guidelines on reasonableness, indicating which matters 
in particular are to be taken into account:

1 The strength of the bargaining positions of the parties relative to each other, 
taking into account (among other things) alternative means of supplying the 
buyer’s requirements; thus if one party is in a strong position and the other in 
a weaker in terms of bargaining power, the stronger party may not be allowed 
to retain the exclusion clause in the contract.

2 Whether the buyer received an inducement to agree to the term, or in 
accepting it had an opportunity of making a similar contract lacking such a 
term with other persons. The concession given by the supplier may enable 
the clause to be deemed reasonable.

3 Whether the buyer knew or ought to have known of the existence and the 
extent of the term, having regard to trade custom and any previous course of 
dealing between the parties.

4 Whether it was reasonable to expect when the contract was made that it 
would be practical for the buyer to comply with a condition such that liability 
of the seller would be excluded or restricted if he did not.

5 Whether the goods were manufactured, processed or adapted to the special 
order of the customer. If the seller has been contracted to produce goods 
in a certain way, then it may be fair and reasonable for the seller to exclude 
liability for aspects which they feel are warranted.

Customs of trade and previous dealings. Exclusion clauses may be usual in the 
trade or, for that matter, may have been used in previous dealings; in these 
cases the court may decide that an exclusion clause should apply. In consumer 
transactions, it is unlikely that previous transactions will be relevant.

Whether the goods have been made, processed or adapted to the order of the buyer.

The requirement 
of reasonableness
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■	Implied terms in the Sale of Goods Act 1979
 At present, whenever a contract may say, the seller is deemed to undertake:

■	 As a condition, that he has a right to sell the goods.

The condition that the seller has a right to sell is most useful to a buyer when 
a seller turns out not to have been the true owner of the goods: Rowland v Divall 
(1923).

A claimant who had bought a car and used if for some months then discovered 
that it had been stolen and returned it to the actual owner.

Held: In an action against the seller, the claimant recovered the full purchase 
price as being money paid on a consideration which had wholly failed. The 
defendant’s argument that the claimant had accepted the goods and so could 
only sue for damages as if it were a breach of warranty was rejected. The 
defendant’s argument that the claimant had received a benefit (the use of the 
car for several months) also failed.

 In a sale by description the contract includes some description of the goods and 
the buyer contracts in reliance on that description. If it is a sale by description 
there is an implied condition that the goods correspond with the description: 
section 13 (1) SGA 1979. This is illustrated in the case Re Moore and Co and 
Landauer (1921).

Most sales involve some description, if only to identify the goods, whether 
they are specific or unascertained. Where the buyer has not seen the goods, 
the contract is necessarily a sale by description. But a sale is not prevented 
from being a sale by description only because, being exposed for sale or hire, 
the goods are selected by the buyer: section 13 (3) SGA 1979: Beale v Taylor 
(1967).

A car was described as ‘a Herald 1200’ in an advertisement and had a plate 
‘Herald 1200’ on it. The buyer saw the car and agreed to buy it. It transpired that 
the car was only partly a ‘Herald 1200’: part of another, older, model had been 
welded on to it.

Held: This was a sale by description notwithstanding the buyer had seen the 
car. Since the car was not a ‘Herald 1200’, the condition of compliance with 
description had been breached.

 The two conditions are:

■	 That the goods supplied are of satisfactory quality except in respect of defects 
specifically drawn to the buyer’s attention before the contract is made and 
defects which any examination actually carried out by the buyer before the 
contract ought to reveal: section 14 (2).

■	 In a case where the buyer, expressly or by implication, makes known to the 
seller any particular purpose for which the goods are being bought, that 
the goods supplied are reasonably fit for the purpose, whether or not it is a 

The implied  
term as to title: 
section 12

The implied terms 
as to satisfactory 
quality and fitness 
for purpose: 
section 14

The implied term 
as to description: 
section 13

M19_BAIL6016_11_SE_C19.indd   549 4/8/15   7:32 AM



Chapter 19 • Contract management and performance measurement

550

purpose for which such goods are commonly supplied, except where either 
the buyer does not rely, or it is unreasonable for him to rely, on the skill or 
 judgement of the seller: section 14 (3).

The term ‘satisfactory quality’ was introduced by the Sale and Supply of 
Goods Act 1994 as an amendment to the term ‘merchantable quality’ originally 
used in the 1979 Act. The amendment was apparently to benefit the buyer: 
satisfactory quality is a higher standard than merchantable quality. A clear 
improvement from the buyer’s perspective is stated in section 14 (2B): one 
aspect of satisfactory quality is ‘freedom from minor defects’.

It is not enough if the goods contracted for are in themselves sound or are 
so mixed with other contaminating matter as to prevent them being used: 
 Wilson v Rickett Cockerel and Co Ltd (1954).

There was a detonator in a sack of coalite.

Held: Goods supplied were not of satisfactory quality.
The degree of fitness required is, of course, a question of fact. But the goods 

must be fit at the time of sale, and not merely capable of being made so, for 
instance, by washing: Grant v Australian Knitting Mills (1936).

Underpants contained a chemical which could be removed by washing.

Held: These goods were not of satisfactory quality.
There is some overlap between satisfactory quality and fitness for purpose. 

Satisfactory quality is defined in terms of fitness for purposes for which goods 
of the appropriate class are commonly bought. But the buyer may explain to 
the seller a particular purpose for which he requires the goods. Then if the seller 
contracts with him, he is in general liable under section 14 (3) if the goods are 
not fit for that purpose.

If the buyer is going to use the goods for a purpose for which they are 
commonly used (e.g. hot water bottle to be used to keep a person warm) then he 
need not specifically state to the seller the purpose to which he intends to put 
the goods: Priest v Last (1903).

The buyer did not state the use of a hot water bottle for normal purposes. The 
hot water bottle leaked.

Held: This did not prevent the buyer from successfully suing for breach of the 
condition that the goods were fit for their purpose: the seller was presumed to 
have sold the bottle for normal use.

If the buyer is going to use the goods for a particular (unusual) purpose 
or there are unusual circumstances, then he must notify the seller of this in 
order to obtain protection under section 14 (3): Griffiths v Peter Conway Ltd 
(1939).

The buyer was allergic to a Harris tweed coat which was perfectly fit for a 
normal person.

Held: There was held to be no breach of condition of fitness for purpose as the 
buyer had not told the seller of the special circumstances (i.e. her sensitivity to 
such fabric).
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 A sale by sample occurs when the buyer is given the opportunity of examining a 
small part only of the goods to be bought, but such as to be typical of the whole, 
in this context usually called the bulk of the goods.

In a contract for sale by sample there are implied conditions:

■	 That the bulk shall correspond with the sample in quality;
■	 That the buyer shall have a reasonable opportunity of comparing the bulk 

with the sample; and
■	 That the goods shall be free from any defect rendering them unsatisfactory, 

which would not be apparent on reasonable examination of the sample: 
section 15 (2).

The test under section 15 (2) is one of ‘reasonable examination’ of the sample 
and not one of thorough examination: Godley v Perry (1960).

A boy of six bought a catapult from the defendant’s news agency shop 
and damaged his eye when it broke in his hands as a result of having been 
indifferently manufactured. The catapult was part of a quantity bought by 
sample from a wholesaler and the defendant’s wife had tested the sample 
beforehand by pulling back its elastic.

Held: While the defendant was liable to the boy in damages for the catapult 
being neither fit for its purpose not of satisfactory quality, the defendant could 
also himself claim against the wholesaler because the defect of the goods could 
not be discovered by reasonable examination of the sample (s.15).

■	Implied terms in the Supply of Goods and Services Act 1982
Section 13 implies a term into a contract for the supply of a service, where the 
supplier is acting in the course of business, that the supplier will carry out the 
service with reasonable care and skill.

The idea was clarified by Lord Denning in the case of Greaves & Co v Baynham 
Meikle and Partners (1975): ‘The law does not usually imply a warranty that the 
professional man will achieve the desired result, but only a term that he will use 
reasonable care and skill. The surgeon does not warrant that he will cure the 
patient. Nor does the solicitor warrant that he will win the case. But when a dentist 
agrees to make a set of false teeth for patient, there is an implied warranty that they 
will fit his gums.’

Section 14 implies a term into a contract for the supply of a service, where the 
supplier is acting in the course of business and where the time for the service 
to be carried out is not fixed by the contract, but is left to be fixed in a manner 
agreed by the parties or by a course of dealing, that the supplier will carry out 
the service within a reasonable time.

Section 15 implies a term into a contract for the supply of a service where 
the consideration for the service is not determined in a manner agreed by the 
parties or a course of dealings, that the party contracting with the supplier will 
pay a reasonable charge.

The implied term 
as to sale by 
sample: section 15
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■	Express terms
The following are but a small sample of some key express terms.

 The purposes of damages. When a party to a contract is found to be in breach 
of his obligations, the other party can usually claim a remedy in the form of 
damages.

The purpose of damages in a contract is to put the injured party into the 
position he would have been in if the contract had been properly performed. 
Thus, in a contract for the sale of goods, where the seller has failed to deliver 
goods, the buyer’s measure of damages will be the difference between the agreed 
contract price and the price the buyer needed to pay in order to get the goods 
elsewhere, i.e. the prevailing market price.

 Where the contract does not make any provision for damages, the court will 
determine the damages payable. Such damages are referred to as unliquidated 
damages.

Where a contract provides for the payment of a fixed sum on breach, it may 
rank as either a liquidated damages clause or a penalty clause. It is crucial to 
differentiate these as the results are different.

If the clause is a genuine attempt at estimating the loss in advance of the 
breach, it is a liquidated damages clause and will be valid and enforceable by 
either party to the contract. But if the actual damages suffered by the innocent 
party are greater than the liquidated damages provided for, he can only claim the 
liquidated amount: Cellulose Acetate Silk Co v Widnes Foundry (1933).

A contract for the building of a factory contained a clause providing for 
payment of a fixed sum in compensation for each day’s delay in completion 
of the work. The work was finished late and the claimants suffered losses 
considerably greater than those envisaged when the contract was made.

Held: The claimants were entitled only to the contract rate of damages, as the 
figure had represented a genuine estimate of loss when it was inserted in the 
contract.

A leading case in this area is that of Dunlop Pneumatic Tyre Co v New Garage 
(1915). The claimant supplied tyres to the defendants. The defendants agreed 
that for any of a number of breaches they would pay Dunlop £5 per tyre sold in 
breach. The defendants sold tyres at below the listed price, which was one of the 
breaches mentioned in the contract.

Held: The stipulated sum was for liquidated damages. The figure of £5 was a 
rough and ready estimate of the possible loss which the claimants might suffer.

Certain guidelines were laid down in the case to help the court construe 
penalty clauses. The guidelines suggest that there is a presumption that a clause 
is a penalty clause in any of the following circumstances:

■	 The sum stipulated is extravagant and unconscionable.
■	 A single sum is payable on the occurrence of one or more breaches, some 

  trifling, others serious.

Liquidated 
damages and 
penalty clauses

Liquidated and 
unliquidated 
damages
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■	 If it is a sum payable for a breach, where the breach is non-payment of money 
and the sum stipulated is larger than the non-payment.

■	Guarantees and indemnities

 In a contract of guarantee, one party, the guarantor, promises to be answerable 
to the other party for the debt, default or miscarriage of another person.

The main effect of a guarantee is that the principal debtor is able to raise a 
loan that would otherwise be denied him, while the principal creditor transfers 
any risk of loss onto the shoulders of the guarantor, a person not expected to 
default if called upon to meet payments of the debt.

 A typical contract for sale of goods or provision of services will usually contain 
some kind of guarantee or warranty clause. (In this context, warranty means 
essentially the same as guarantee. This is distinct from its meaning when 
we discuss whether a contractual term is a condition or merely a warranty.) 
Normally, the supplier will guarantee to make good any defects in the items 
supplied, provided that notice is received within a reasonable time. Such clauses 
must always state that the protection offered does not affect any statutory rights 
that the buyer may be entitled to.

■	Transfer of property
The transfer of property means the transfer of ownership.

 If the parties do not indicate their intention as to the time of transfer, section 
18 lays down five rules for determining when property passes. Note that these 
rules only apply in the absence of a clear indication from the parties or from the 
circumstances.

Rule 1. In an unconditional contract for the sale of specific goods in a deliverable 
state, the property passes at the time of the contract. Goods are in a deliverable 
state when the buyer would, under the contract, be bound to take delivery of 
them: section 61 (5) and Tarling v Baxter (1827).

A farmer sold a haystack which remained on his farm, to be collected in the 
spring. Before collection, the stack was destroyed through no fault of the farmer.

Held: Ownership had passed to the buyer, who had to bear the loss.

Rule 2. In a contract for the sale of specific goods where the seller has to do 
something to put the goods into a deliverable state, the property does not pass 
until this has been done and the buyer has notice of it: Underwood v Burgh 
Castle Brick and Cement Syndicate (1922).

Contract for the sale of a 30-ton engine embedded in a concrete floor, to be 
dug up by the seller. The seller, in removing the engine from the concrete base, 
damaged it.

Contracts  
of guarantee

The rules of 
section 18  
SGA 1979

Guarantee (or 
warranty) clauses
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Held: At the time the damage occurred, the goods were not in a  deliverable state, 
so that property in the goods had not passed to the buyer. The seller, therefore, 
had to bear the loss.

Rule 3. In a contract for the sale of specific goods in a deliverable state where 
the seller has to weigh, test or measure the goods in order to ascertain the price, 
the property does not pass until this has been done and the buyer has notice of 
it: Rule 3 does not apply where it was agreed that the act should be done by the 
buyer, and therefore property may pass at the time of contract – Turley v Bates 
(1863).

Contract for sale of a heap of clay, buyer to weigh as he loaded.

Held: Since the obligation was on the buyer to weigh, Rule 1, not Rule 3, applied 
and goods were therefore at this risk.

Rule 4. Where goods are delivered on approval or on sale or return, the property 
passes to the buyer:

■	 When he signifies his approval or acceptance to the seller; or
■	 If he retains the goods without rejecting them within a fixed or reasonable 

time.

Elphick v Barnes (1880).
Seller handed a horse to a buyer on approval for eight days. The horse died on 

the third day.

Held: Ownership had not passed to the buyer, and the seller had to bear the loss.

Rule 5. If the contract is for the sale of unascertained or future goods sold by 
description, the property passes when goods of that description and in a 
deliverable state are unconditionally appropriated to the transaction by one 
party with the assent of the other.

■	Subcontracting and assignment
The general rule is that a contract can be assigned or subcontracted unless 
it is evident in all the circumstances that a supplier was chosen for their 
unique qualities. This clause changes the rules to prevent any assignment or 
subcontracting without prior written consent. A typical clause might run as 
follows.

The supplier shall not assign or transfer the whole or any part of this contract, or subcontract 
the production or supply of any goods to be supplied under this contract, without the prior 
written consent of the buyer.

Alternatively, the clause could be retained but have the following wording 
added to the end:

. . . provided that such consent shall not be necessary where any assignment or subcontracting 
is necessary for the due performance of the contract by the supplier.
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■	Confidentiality
In contracts where the buyer may need to give the seller access to information 
regarding its operations, it is advisable for the buyer to have an express term 
in the contract relating to confidentiality. The clause should cover the seller’s 
need to keep such matters confidential during and after the contract period. An 
example clause is given below.

Confidential information shall mean all information disclosed by the Client to the 
Contractor in any form or manner, provided that each such item of information would 
appear to a reasonable person to be confidential or is specifically state by the Client to be 
confidential. 

The Contractor will take all proper steps to keep confidential all Confidential Information 
disclosed to, or obtained by, the Contractor under or as a result of this contract, and will 
not divulge such information to any third party. Without prejudice to the foregoing, such 
information may be divulged where this is necessary for the proper performance of this 
Contract and providing the Contractor ensures that the recipient is under a like obligation to 
that spelled out in this Clause. In addition, no liability will attach in relation to Confidential. 

Information which, through no fault of the Contractor, enters the public domain. It is 
further agreed that, on termination of the Contract, for whatever reason, the Contractor 
will return to the Client, all equipment, articles, items, products and data, in whatever 
form recorded, and without retaining any copies, provided for the purposes of this Contract. 
Notwithstanding the termination of this Contract, for whatever reason, the obligations and 
restrictions imposed by this Clause shall be valid for a period of (6) years after the date of 
such termination.

■	Retention of title
A retention of title clause put into the contract by the seller will state that the 
property in the goods will not pass to the buyer until the seller has been paid 
in full.

The aim of such clauses is that although the buyer obtains possession, the seller 
remains owner of the goods until they are paid for, so that if the buyer fails to pay, 
the seller can repossess his goods. This gives an unpaid seller a far more effective 
remedy against a buyer who becomes insolvent than an action for the price.

Such a clause is often called a Romalpa clause after the case of Aluminium 
Industrie Vaassen BV (AIV) v Romalpa Aluminium Limited (1976).

The claimants, a Dutch company, supplied aluminium foil to the defendants 
who were importers based in the UK. The defendants subsequently went into 
liquidation. The contract stipulated that title to the goods did not pass to 
the defendants until they had paid in full. The defendants failed to pay for a 
quantity of goods (some of which they had resold) and the claimants sought an 
order to recover them.

Held: In accordance with the conditions of the contract the claimants were 
entitled to the goods belonging to them still in the possession of the defendants. 
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Note that this reflects section 17 SGA 1979: property passes when the parties 
intend it to pass under the contract.

The Romalpa case involved raw aluminium which was not mixed with any 
other metal or alloy. Indeed, the purchasers specifically contracted to store the 
aluminium separately so that it remained identifiable as the sellers’ property. 
What would the position be, therefore, where the goods are rendered into 
other manufactured products? Is reservation of title to goods possible in such 
circumstances?

Such clauses are effective so as to allow the seller to repossess only if:

■	 the goods are still in the possession of the buyer, and
■	 the goods are identifiable (i.e. they are not mixed with other goods), and
■	 the goods are in their original state (i.e. they have not been subjected to any 

manufacturing process).

■	Force majeure
The purpose of force majeure clauses is to release the parties from liability 
in circumstances where their failure to perform a contract results from 
circumstances which were unforeseeable, for which they are not responsible 
and which they could not have avoided or overcome. Note that the clause 
provides for what is to happen when the force majeure event is over or it 
extends for a long time.

Contract management
Contract management can be defined as:

‘The activities of a buyer during a contract period to ensure that all parties to the 
contract fulfil their contractual obligations.’

An important aspect of this is managing the relationships between all parties 
in the most effective way so as to ensure the contract meets the optimum 
combination of cost, time and quality. Contract activities can be split into 
two distinct but interdependent phases: ‘upstream’ (pre-award), ‘downstream’ 
(post-award). Contract management is a downstream activity but can only be 
effective if upstream activities are properly carried out.

Contract management applies to the whole of procurements from a simple 
order to a complex construction or service contract.

CIPS believes the most important measurement of effective purchasing 
and supply management is that the purchasing and supply management 
strategy precisely and continually aligns and integrates with the organisation’s 
corporate plan, business unit and functional strategies. Contract management 
performance measures should reflect the objectives.
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A performance measurement system therefore plays an important role in 
managing a business as it provides the information necessary for decision 
making and actions. CIPS advocates a balanced scorecard approach.

In summary, the balanced scorecard approach puts the company vision 
and values at the centre and classifies measures under headings of Finance/
Shareholders: People; Processes; and Customers. In a purchasing supply 
management context suppliers may be included within the ‘customers’ 
category. Typical measures could include:

 ■	 Cost savings.
■	 Percentage of corporate spend covered by contracts managed by procurement.
■	 Number of suppliers.

People ■	 Staff training and development, e.g. training of end-user buyers.

Processes ■	 Time/cost to process purchase orders.
■	 Implementation of effective IT systems, e.g. e-procurement.
■	 Performance against SLAs agreed with internal customers.

 ■	 Supplier payment performance.
■	 Supplier quality performance measures.
■	 Feedback from staff survey reports, i.e. customer satisfaction surveys.

There are examples of other objectives. The aim should be for continuous 
improvement.

A balanced performance measurement system
We shall now turn to a more detailed insight into a balanced performance 
measurement system.

The concept of a balanced performance measurement system emerged in the 
late 1980s and early 1990s as a reaction against the increasing focus on purely 
financial measures for planning and managing the business.

Others have criticised financial performance measures for:

■	 focusing on external financial reporting needs rather than the needs of managing 
the business;

■	 encouraging emphasis on the short term; in the short term it is easier to 
increase profits by reducing costs rather than increasing revenues;

■	 being backward looking – they tell you how well you performed last month, 
quarter or year, without any indication of how you will perform in the  
future;

■	 being internally focused, concentrating attention on internal efficiencies 
rather than on what is happening in the marketplace;

Finance/ 
shareholders

Customers/ 
suppliers
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■	 encouraging minimisation of variance rather than continuous improvement;
■	 lacking strategic focus.

Financial performance is a measure of the result of all the other business 
activities. Many of these activities are much better measured in non-financial 
terms (e.g. productivity, speed of response, quality, and variability) and can be 
expressed in ways which are relevant to the day-to-day business activity.

There have been a number of attempts to move the debate away from 
purely financial measures, with performance measurement frameworks being 
developed to promote alternative views. For example:

■	 Keegan proposes a balance between internal and external measures and 
between financial and non-financial measures, as detailed in Figure 19.3.

■	 Cross and Lynch describe a pyramid of measures which integrates 
performance through the hierarchy of the organisation (Figure 19.4).

■	 Fitzgerald distinguishes between the result (financial performance and 
market competitiveness) and their determinants (service quality, flexibility, 
resource utilisation and innovation) (Figure 19.5).

■	 Kaplan and Norton identified the four perspectives of the balanced scorecard 
(financial, external customer, internal process, innovation and learning), as 
mentioned above (Figure 19.6).

Number of repeat buyers

Number of customer complaints

Market share

Product image amongst target 
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Competitive cost position
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Supplier cost position

Relative labour cost
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Non-cost Cost

(Source: Adapted from Kegan et al., 1989)

Figure 19.3  
Supportive 
performance 
measures
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Business
operating systems

Measures

Departments and
work centres

Corporate
vision

Market

Objectives

Customer
satisfaction

Quality Delivery Cycle time

Operations

External effectiveness Internal efficiencies

Waste

Flexibility Productivity

Financial

(Source: Adapted from Lynch and Cross, 1988/89)

Figure 19.4  
Smart performance 
pyramid

Dimensions

R

D

Types of measure

Relative market share and 
position

Sales growth

Profitability/liquidity ratios

Customer base measures

Reliability and responsiveness

Security volume and delivery

Specification flexibility

Productivity

Efficiency

Process/product/performance

Competitiveness

Financial

Service quality

Flexibility

Resource utilisation

Innovation

(Source: Adapted from Fitzgerald et al., 1991)

Figure 19.5  
The Determinants 
and Results Matrix
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However, although performance measurement frameworks help us understand 
the different perspectives of the performance measurement system and the 
balance between the measures, they don’t tell us exactly what the measures 
should be. To do this we need a management process.

■	The management process
The process can be split into three basic steps (Figure 19.7):

■	 defining the business objectives;
■	 designing the performance measures;
■	 managing through measurement.

 The first step of the process is to define the business objectives. This is done by 
considering the needs of two groups: the company’s customers and the company’s 
stakeholders.

Customer requirements are considered first, under the four headings of: 
quality, time, cost/price and flexibility.

In considering the customers’ requirement, you must distinguish between 
‘order winners’ and ‘order qualifiers’. Performance on order winners enables 
the company to win the business. Order qualifiers, on the other hand, are 
those attributes which the company must achieve to be considered for the 
business at all. For example, being accredited under ISO 9000 may be an order 
qualifier (your customers will not buy from you if you are not accredited) but,  

Step 1 – Defining 
the business 
objectives

Vision
and

strategy

Financial perspective
To succeed financially,

how should we appear to
our shareholders?

Learning and growth
To achieve our vision, how
will we sustain our ability to

change and improve?

Internal business
processes

To satisfy shareholders
and customers, what
business processes
must we excel at?

Customer
perspective

To achieve our vision,
how should we appear

to our customers?

(Source: From Kaplan& Norton, 1992)

Figure 19.6  
The Balanced 
Scorecard
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having reached this level, improving your ISO 9000 performance doesn’t 
usually give the company any better chance of winning the business. Price, 
for example, may be an order winner, with the cheapest-price bid winning the 
business, but the bid will not be considered at all unless the company is ISO 
9000 accredited.

Having identified the customers’ needs, you need to look at the needs 
of the different stakeholders who may have an interest in the future of the 
business.

The two lists are then compared, balanced and blended into a set of 
objectives which meet the requirements of both the customer and the 
stakeholders.

 Setting business objectives by itself is not enough, even when these are 
quantified. An important second step is to define the measure in such a way 
that it reinforces the achievement of the business objectives. Table 19.1 depicts 
the level of detail realised.

Measuring performance explicitly focuses attention and influences 
behaviour. When designing a measure it is always useful to review the measure 
by asking two questions:

■	 What behaviour will result from the introduction of this measure?
■	 Is this behaviour desirable?

 Performance measurement only works if it is seen to be important, and this 
requires procedures to be put in place so that the measures are collected, analysed, 
reviewed and acted upon on a regular basis over a sustained period of time.

Step 2 – designing 
the performance 
measures

Step 3 – Managing 
through 
measurement

Implementation

Business
objectives

Step 2

Designing measures

Step 3

Managing through
measurement

Step 1

Developing business
objectives

Customer
needs

Stakeholder
needs

Performance measure
design

Review and agreement of
performance measures

(Source: Adapted from Fitzgerald et al., 1991)

Figure 19.7  
Three steps in 
designing and 
implementing 
a performance 
measurement 
system
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Managing by measurement requires:

■	 Arranging regular meetings where the measures are discussed, the 
performance reviewed and action taken, at all levels of the company. 
Include a methodology for analysing performance and prioritising action, 
using techniques such as root cause analysis or Deming ‘plan, do, check, act’ 
cycles.

■	 Make performance visible, aligning it with recognition and reward systems.

■	Benefits of contract management
Post-contract management is vital. If the agreement is not regularly reviewed, 
the true benefits and improvements contained in the contract will not be fully 
realised.

The London Fire and Emergency Planning Authority (LFEPA) states:

Once you sign a contract, you have three to five years to reap the benefits. If you don’t 
have continuity from procurement, then you don’t get those benefits . . .

Potential savings, benefits and efficiencies are worked out and presented with 
satisfaction. But these are only really meaningful once the contract starts and 
the ‘real’ value is achieved.

■	Whose responsibility?
Contract management is important but is not always given the full attention 
it deserves. Companies often struggle with the question of who should be 
responsible for ensuring the supplier delivers the promised goods and continues 
to deliver innovative solutions. This depends a lot on who owns the relationship 
with the supplier.

Measure A good self-explanatory title

Purpose Why are we measuring this?

Relates to To which top-level business objectives does this relate?

Target What is to be achieved and by when?

Formula How is this measured? Be precise.

Frequency How often is this measured and reviewed?

Who measures? Who collects and reports the data?

Source of data Where does the data come from?

Who acts on the data? Who is responsible for taking action?

What do they do? What are the general steps which should be taken?

Notes & comments

(Source: Adapted from Neely et al., 1996)

Table 19.1  
The performance 
measure record 
sheet
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There is often a lot of tension between procurement and other functions over 
who manages the contract. This results in a lack of co-operation. Recent estimates 
suggest that up to 20 per cent of companies do not involve procurement in the 
contract management phase, nor do they have an effective contract management 
strategy. Accordingly, service levels previously agreed are not met and clients fail 
to reap the benefits they negotiated.

Mini case study – BA
Once a year a mini business plan is created for each spend category and is shared with 
suppliers. It analyses supply market dynamics, what BA wants to achieve and how to get 
the best value from their major interests.

The key is to align the supplier with the buyer’s objectives. And that has introduced a 
discipline never there before.

For each of BA’s 80 most strategic suppliers, which accounts for 80 per cent of its spend, 
a detailed account plan is prepared to improve communication between procurement, 
contracting departments and the supplier.

It is visible to all the people in the business that deal with that supplier. Within it 
there is a page dedicated to supplier relationship management, which lists the key people 
responsible for managing the relationship.

BA thinks that buyers should not get involved in the day-to-day relationship. They do 
not and should not have the time or resources as it is the commercial lead that should 
come from procurement.

Other organisations believe procurement should work with other departments 
to extract the most value out of their contracts. Successful companies are those 
that align procurement and finance to co-ordinate policies for measuring 
contract compliance.

Mini case study – HMPS
Procurement at HM Prison Service (HMPS) has three staff wholly dedicated to contract 
management, to ensure the department gets the most value from its deals.

Buyers need to push suppliers for continuous improvement, something 
managers chiefly concerned with the day-to-day running of the business fail 
to do. Companies should ask themselves what they are doing to build up trust 
with the supplier. And how can they build communication between all parties 
in the absence of effective contract management? Penalising contractors for 
minor slippages will result in poor relationships – it is better to help manage and 
improve the performance of the contract throughout its life. Procurement needs 
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Examples of performance metrics

Strategic ■	 Total supply chain cycle time.
■	 Order lead times.
■	 Supplier lead time against industry norm.
■	 Level of supplier’s defect-free deliveries.
■	 Delivery lead time.
■	 Delivery performance.

Tactical ■	 Purchase order cycle time.
■	 Supplier ability to respond to quality problems.
■	 Supplier cost-saving initiatives.
■	 Delivery reliability.

Operational ■	 Total inventory.
■	 Supplier rejection rate.
■	 Quality of delivery documentation.
■	 Quality of delivered goods.

KPMG offer the following KPIs:

Mini case study – O2
At O

2
, procurement is involved in two elements of contract management. Procurement 

must initially take care of the ‘hygiene factor’ (the basics) before it can tackle vendor 
management.

The first is transactional. It’s about making sure you are getting what you thought you 
would be getting.

Back to basics
Major contracts are given ‘hygiene’ checks every six weeks by procurement, or every six 
months for less strategic deals. Once this is done, procurement takes it further.

At that stage they are talking about vendor management, where they work with the 
vendor rather than the contract. This is followed by reviewing, redefining and developing 
the relationship.

Often, such important activities are neglected when companies have multifaceted 
relationships with a supplier and where vendor management is diluted.

to be involved in contract management to a greater or lesser extent, depending 
on their organisational model and culture.
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Performance measurement: effectiveness
So the function needs a robust method of measuring its performance to show 
how it adds value as a strategic resource. There might be process measures such 
as transactions per person, value of purchases per member of the function, 
accuracy, proportion of time spent with suppliers, percentage of e-procurement, 
or the proportion of spend under the function. Cost and competence measures 
are about input, not performance.

First the performance of the function must be clearly connected to the 
organisation’s objectives and constraints by:

■	 getting away from cost and process and putting the focus on outcomes, 
which signals that performance is about delivery;

■	 setting targets at levels defined by the organisation’s objectives and 
customers, e.g. response times for queries;

■	 adopting the latest techniques;
■	 improving the quality of feedback to and from procurement – getting proper 

feedback on customer perceptions and educating them about the role of 
procurement is important;

■	 trading off quality against on-time delivery.

■	SLAs
When drawing up contracts for services, it is crucial for buyers to define 
clearly what they expect of suppliers. This is often addressed in a service level 
agreement (SLA), which sets out what the service includes and the required 
standards. When drafting these types of contracts, you should cover these areas.

The integrated supply chain performance measure framework

Metric type Primary Secondary

Customer 
Satisfaction

1 – Perfect order fulfilment

2 – Customer satisfaction

3 – Product quality

9 – Deliver to commit date

10 – Warranty costs, returns and 
allowances

11 – Customer inquiry response 
time

Time 4 – Order fulfilment lead time 12 – Source/make cycle time

13 – Supply chain response time

14 – Production plan achievement

Costs 5 – Total supply chain costs 15 – Value-added productivity

Assets 6 – Cash-to-cash cycle

7 – Inventory days of supply

8 – Asset performance

16 – Forecast accuracy

17 – Inventory obsolescence

18 – Capacity utilisation
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 Key performance indicators (KPIs) cover the level of the service provided. They 
should be chosen and set at levels so that if they are all met, the buyer will 
receive the services it requires.

Credits The supplier may give the purchaser credits if it fails to meet defined KPIs.

Company buy-in Dispute resolution measures should be in place. Typically, there will be provisions 
in the SLA so that problems are escalated within set periods if they cannot be 
resolved by the staff working on the project on a day-to-day basis. Provisions 
relating to mediation (for example, using the Centre for Effective Dispute 
Resolution methods), binding arbitration or going to court may also be in the SLA.

Get external advice You should certainly consider using external advisers if:

■	 Either party is unfamiliar with all of the concepts involved in SLAs.
■	 The services covered are high value.
■	 The services covered are business critical, such as IT systems.

Keep it simple Agreements that are complicated or hard to follow are likely to fail. In addition, 
because SLAs are likely to change over the course of time to meet the parties’ 
changing business requirements, there should also be built-in change control 
mechanisms to ensure that the SLA is flexible enough to cope:

■	 SLA
■	 Services
■	 Service levels
■	 Regular performance reports.

It is also essential that the contract contains a tailored mechanism that 
incentivises performance. The most successful long-term service contracts 
contain not only disincentives against poor performance but also incentives to 
improve it.

There should be a robust contract management structure. This will provide a 
framework for regular communication between the parties.

The agreement should also provide a mechanism for regular reviews of the 
service, price and strategy, and should cover purchaser’s termination rights: with 
termination for cause, the purchaser should specifically identify those types of 
behaviours that will count as a material or persistent breach. Basic exit provisions 
include the preparation of an exit plan during the early part of the contract.

In much of the literature concerning procurement, the measures of performance 
which are discussed relate primarily to operational activities. Yet effective 
procurement must involve activities, objectives and measurement relating to both 
tactical and strategic issues. As Herb Simon (1996) argued, we should ask ‘Are we 
doing the right things?’ before we ask ‘Are we doing them right?’

Nevertheless, we still need to be concerned with the measurement of 
operational action. Indeed, in that respect measurement can be one of the 
major influences for improvement. One problem in measuring procurement’s 

Service  
requirements
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performance is that it is difficult to isolate responsibility: quality failure may 
be due to poor tooling provided by the buying company as much as to poor 
source selection; delivery failure may result from production control changing 
schedules frequently, or from late requisitioning; poor supplier performance 
might stem from the buying company being slow payers. The point is that 
many functions are involved in one way or another with the buying process. 
They may influence supplier performance in a variety of ways by their actions, 
yet the complex interrelationships make it difficult to segregate the effect of 
that influence. This is one of the arguments for management by objectives 
where corporate objectives are supported by a network of interconnected sub-
objectives. It is also a basic thrust behind the growing interest in what might be 
termed ‘collective’ approaches – materials management, logistics management, 
physical distribution management and materials administration. These all 
aim to group authority and responsibilities in ways that allow control and 
measurement. A department that indents for materials, stores them, purchases 
those materials and schedules supplies to production can be held responsible 
for total material performance. Such approaches may be conceptually and 
administratively attractive, but it is still desirable for management to gauge how 
well the function is performing.

Measuring procurement performance
One can examine efficiency in procurement in relation to its stage of evolution. 
At very early stages of development, procurement invariably has a low status 
and is reactive in operation. Its effectiveness or otherwise is seen in terms of 
its ability to handle transactions. While it is important that transactions are 
handled efficiently, achieving strategic procurement objectives can often assist 
in simplifying or reducing them.

Measurement that centres on the generation of transactional activities in 
itself often perpetuates the view that procurement is essentially a reactive clerical 
function. One might find, for example, that procurement in an organisation is 
subordinate to the finance director. This person’s view of procurement may be 
that the function should:

■	 encourage competition by placing numerous enquiries;
■	 change suppliers regularly;
■	 pay the lowest price; and
■	 delay paying suppliers for as long as possible.

These objectives could in turn lead to the following results:

■	 Too many suppliers offering materials at the lowest price, with no incentive 
to look at longer-term aspects that could lead to strategic savings.

■	 An enormous amount of expediting time could be spent by the buyer because 
suppliers are not paid on time.
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■	 Too many short-duration orders again increasing administrative effort rather 
than longer-term arrangements that could perhaps cover a number of years.

■	 Buyers wastefully involved in routine ordering rather than the computer 
scheduling supplies when required.

More advanced buying organisations would argue that the buyers’ time is much 
better spent on such tasks as negotiation, supplier development, cost reduction 
and internal interface development than on routine administrative activity.

■	Measurement criteria
Table 19.2 shows the likely measurement criteria as the procurement and supply 
function develops. The table illustrates how, as the focus of the buying activity 
changes, so the methods used to evaluate performance also change. Initially 
measurement is clerically orientated and superficial; as the function develops, 
measurement criteria become more tactically and strategically based, and the 
range of measurement criteria increases.

This framework of criteria is based on work undertaken by Van Weele (1985) 
and allows for five stages of development:

1 Where procurement is essentially reactive and fragmented, performance 
criteria are few or even non-existent. The main objective for the activity is to 
convert requisitions into orders and get the supplies in.

Position of procurement Status Procurement performance 
measurement

Focus on

Fragmented purchasing 
carried out mainly by 
functional areas; small 
clerical purchasing function

Low Very few; staying within 
agreed budgets

Getting the goods in

Purchasing function 
established; mainly clerical; 
functional area still involved 
in buying

Low but improving; report-
ing via other function to top 
management

Mainly measuring clerical 
efficiency of the function, 
i.e. orders and requisitions 
outstanding

Clerical efficiency

Procurement function 
commercial

Recognised function with 
procurement manager re-
porting to functional head, 
e.g. finance director; all 
buying carried out by pro-
curement department

Clerical buying efficiency: 
i.e. savings, cost reduction, 
negotiating efficiency

Clerical buying efficiency

Procurement function com-
mercial, but elements of 
strategic involvement

Reporting directly to MD; 
procurement manager

As above, plus supplier 
development and intra-
organisational interface 
development

As above, plus beginning 
to measure overall 
effectiveness on a  
longer-term basis

Procurement is a strategic 
business function

Reporting to MD/Board; 
procurement director heads 
function

As above, but concerned 
with strategic development, 
JIT, etc.; measurement of 
‘total costs of supply’

Strategic effectiveness

Table 19.2 Measurement criteria for the procurement and supply function
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2 As the function develops, it is likely to be given the responsibility for handling 
the paperwork involved in the buying system. At this point, in judging the 
function’s contribution, clerical efficiency is probably the main criterion.

3 In the third stage of development, the role is being viewed more in respect 
of its commercial usefulness to the organisation. At this stage a chief buyer 
or a procurement manager might be appointed. While clerical and systems 
efficiency are being measured, the function would also be expected to 
begin to show savings against budgets or costs. At this stage savings or cost 
reductions are likely to be measured.

4 At the next important stage of development, procurement is seen as being of 
more strategic importance. At this point measurement criteria are established 
to assess key supplier developments through vendor rating schemes. As the 
profile of procurement becomes higher, its interface with other functions 
becomes more significant and this may also be measured. At this stage the 
procurement manager is reporting to the chief executive of the organisation. 
Almost certainly concern will be shown for total acquisition costs and there 
will be less emphasis on lowest price.

5 Finally, at the fifth stage procurement is recognised as being of strategic 
importance, with the head of the function probably at director level. Here 
measurement is centred around strategic effectiveness. Procurement’s ability 
to make world-class concepts work would be measured, and thus there would 
be considerable interest in, for example, the following matters:
(a) moves towards co-makership and strategic supplier alliances;
(b) education of the supply base;
(c) improving the strategic profile of suppliers;
(d) improvements in the supply chain; and
(e) each supplier’s adoption of EDI, JIT, TQM and zero defects philosophies.

Measurement criteria are dynamic and must develop as the organisation 
develops. Clerical efficiency gives way to cost effectiveness and eventually 
strategic effectiveness. Figure 19.8 illustrates how measurement criteria change 
as the function develops.

As one might imagine, the move from one level of development into another 
is probably accompanied by a range of other changes. Often the transition is far 
from smooth.

■	Why measure performance?
The main benefits commonly considered to result from performance measurement 
are as follows.

Almost 75 per cent of the respondents to a survey believed that inability to 
measure procurement performance had hindered management recognition of 
the function. If a general manager has no means of measuring the effect of a 
function on its overall performance, he or she is unlikely to regard it as of great 
importance. If only crude ways to measure performance are available then these  
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are what will be used, in the absence of more sophisticated means. Crude 
performance measures of procurement performance tend to be negative, 
indicators of failure rather than success (e.g. when production supplies fail to 
arrive or fail to pass inspection).

Improved performance ought to be encouraged by reports of actual 
performance measured against some kind of standard. Such data should be 
invaluable in the organisation of the function and relationships with the wider 
organisation. In the event of a reorganisation, the data on the various jobs 
involved will be available.

Finally, if staff believe that their efforts will be recognised, they are likely to be 
better motivated, with consequent benefits to morale.

Figure 19.8  
Purchasing 
performance 
development

Mini case study – Ford
Ford of Europe displays signs in each of its purchasing departments illustrating where the 
department is on set performance criteria. The signs indicate suppliers (and responsible 
buyers) who are performing well. The best are identified as benchmarks for others to 
aspire to.

■	Measurement areas
What is measured in companies where some form of evaluation is practised? 
Common areas for the measurement of procurement information are:

■	 operational procurement;
■	 co-ordination with other functions;
■	 procurement organisation and system;
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■	 budget performance;
■	 creative performance;
■	 policy development; and
■	 planning and forecasting.

Typical measures used in relation to the first of the areas listed above are 
included in Table 19.3.

Co-ordination with other functions is difficult to measure, important as it 
is in the overall performance of the procurement function. Measures that have 
been used include the number of complaints from other department managers 
regarding procurement performance; the number of complaints to other 
managers by the head of procurement; and the number of panic purchases. All 
these are, to say the least, difficult to come to terms with as meaningful measures. 
One firm uses (i) periodic attitude surveys across departments, and (ii) a sampling 
method relating to key operational meetings and the content of the minutes.

The system and procedures involved in procurement might reveal lack of 
control within the department or between departments; they could highlight 
either staff or system inefficiency and may be indicative of poor management as 
well as poor liaison.

The aptness of the organisation to its environment and the suitability of the 
staff who work within it are also important.

Creative performance is difficult to appraise. However, questions that might 
be asked include: What has been achieved through value analysis? What has 
been developed in supplier price/cost analysis? Has the department been 

Area Measure

Quality Percentage of rejects in goods received

Percentage of parts rejected in production

Percentage of raw materials rejected in production

Quantity Percentage of stock which has not moved over a specified period

Number of production stock-outs

Number of small-value orders

Number of emergency orders

Comparison of stock with target stock

Timing Supplier’s actual delivery performance against promised

Time taken to process requisitions

Time taken up with remedial action

Price Prices paid against standard

Prices paid for key items compared with market indexes

Prices paid against budget

Price at the time of use against price at the time of purchase

Operational costs Cost of processing an order

Progressing costs as a percentage of total

Communication costs

Table 19.3  
Some commonly 
used measures 
of operational 
procurement 
performance
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 successful in locating alternative economic sources, particularly where there 
was previously a monopoly supplier? Has the department, in conjunction 
with its suppliers, contributed to productivity and efficiency on the company’s 
production line? What additional services are available to user departments as a 
result of procurement’s initiative that will contribute to their efficiency?

Policy development is another important area that does not lend itself 
to quantitative measurement; surprisingly few organisations have thought 
through their policies. Examples of procurement policy areas which might 
repay study are:

■	 make or buy;
■	 the degree of centralisation;
■	 reciprocity;
■	 inter-company trading (in groups);
■	 single or multiple sourcing;
■	 working with suppliers towards JIT; and
■	 co-makership arrangements.

Criteria that might be used in judging the quality of the department’s efforts 
include: Is there a clear statement of policy? Is that policy understood and applied 
by the relevant personnel? Have policies been updated as conditions change?

Planning and forecasting is an increasingly important aspect of procurement 
work. The basic question is: Is the function involved with long-term and 
short-term planning within the company at all? If it is, to what extent; what 
is the quality of the input, and what is the time horizon? How good are the 
forecasts that underpin the planning input? Perfection in forecasting is not to 
be expected, but a reasonable improvement both in forecast accuracy and in 
the quality of the accompanying comment should be achieved over the years. 
Forecasts may be concerned with: the industrial relations environment; supply 
and demand; prices; technological development; and legal and social changes 
that may affect supply markets.

Procurement as the intelligent customer
An alternative to the above approaches to measuring purchasing performance is 
to ask whether procurement is capable of operating on an ‘intelligent customer’ 
basis.

The concept of the intelligent customer is intended to convey the need for 
organisational expenditure to be made on a professional basis. The term ‘intelligent 
customer’ has entered into general procurement language. As a result, the specific 
attributes of an intelligent customer are hard to determine exactly. However, the 
basis of being an intelligent customer appear to include at least the following:

■	 Products. Do we understand the range of products available in the supply 
 market? Are we aware of the relative advantages and disadvantages of 
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alternative products available in the marketplace? Are we aware of new 
 products that will become available in the marketplace and likely trends in 
product costs?

■	 Suppliers. Are we aware of the complete range of sources within the supply 
chain for products or services? Are we aware of the professional reputation 
of potential suppliers? Do we have market intelligence on the trading 
circumstances of potential suppliers? Do we understand the organisational 
and trading culture of potential suppliers within the supply base?

■	 Organisational requirement. Are we capable of identifying the requirements of 
our internal customers and translating those requirements into specifications 
that enable suppliers to provide effective solutions? Are we in a position to 
persuade/require end users to amend their requirements?

■	 Procurement. Are we expert in the processes of procurement, that is, how to 
buy effectively and efficiently?

The concept of the intelligent customer is often employed in organisations 
that buy a wide range of products. Where the model identifies weaknesses, the 
organisation might seek external assistance, or delay buying while information 
on products, markets or organisational requirements is gathered.

Benchmarking in procurement and supply
As we have seen, there are numerous approaches to the assessment of both 
the performance of the procurement and supply function of an organisation, 
and the performance of the concern’s suppliers. Some have argued that 
the evaluation of supplier or vendor performance is also an appraisal of 
procurement’s performance, in that it is appropriate that the reputation of 
procurement should be dependent upon the quality and suitability of the 
suppliers recruited.

Various monitoring and measurement approaches are employed in the 
activity of buying. It is sometimes found useful to calculate key ratios, and to 
watch for changes in the ratios. Examples include purchase expenditure; sales, 
number of orders placed; expenditure, salary costs; number of transactions, and 
so on. It is widely argued that if you cannot measure a variable and you cannot 
control it, then the data collected on procurement activity are usually valuable 
as instruments of control as well as performance indicators.

Benchmarking is more than another name for the kinds of monitoring, 
assessment and measurement so far mentioned. The idea behind benchmarking 
is not simply to seek statistics or other evidence as an indication as to whether 
a new or existing supplier, or the procurement function itself, is meeting 
specifications or requirements. The idea is to discover ‘best practice’ wherever 
it might be found, and to attempt to identify and isolate the variables that 
accompany or are part of this best practice. The thinking is that once this has been 
done, the variables can be transported as leading indicators (benchmarks) back  
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to the researching organisation with a view to focusing attention on how the 
performance might be matched (or bettered). Note that benchmarking is not 
concerned with copying the methods and systems of other organisations; the 
attention is given mainly to the factors that are identifiable as demonstrating 
that an organisation is successful. The term ‘best practice benchmarking’ 
occasionally confuses; it is the benchmark that is seen as most readily 
transferable, and hence most valuable, not the practice.

Given then that benchmarking is not simply attempting to replicate 
other successful organisations, it should also be clear that it is nothing to do 
with industrial espionage. The primary concern is with measurement and 
assessment, not for its own sake, but to keep in touch with current best practice 
achievements, with a view to matching or exceeding that performance in your 
own organisation.

There are five basic steps in benchmarking, as follows:

1 What are we going to benchmark? Almost anything that can be measured in 
procurement might be benchmarked. Outstanding deliveries, rejection rates, 
production interruptions or price-paid indices are some examples.

2 Who are we going to benchmark against? We first need to identify best 
practice. An obvious way to do this is to seek advice from our suppliers 
as to whom they regard as good trading partners. We might also look at 
organisations that are successful by the accepted measures of market share or 
profitability, and consider their procurement operations. Industry observers 
or professional bodies might give us the right kinds of leads.

3 How will we get the information? Much useful information is in the public 
domain. Much is published in the management journals and trade press, 
and many successful managers and organisations are very happy to share 
information. Personal contacts can help, and of course if a competitor is 
interested in benchmarking, and the leading ones are likely to be, there is 
mutual benefit in exchanging information.

4 How will we analyse the information? Benchmarking is not concerned with 
information for the sake of information. Collect only the data you need, and 
attempt, as far as is possible, to compare like with like. Statistics, ratios and 
other ‘hard’ information are usually more valuable than opinion or anecdote.

5 How will we use the information? Basically, if you discover that somebody 
is doing better than you are in a particular area of activity, set out to catch or 
overtake them. Set new standards for your own performance, and devise an 
appropriate methodology for meeting those standards. This of course means 
that adequate resources need to be deployed, which in turn requires that top 
management is enthusiastic about benchmarking. We cannot, unfortunately, 
simply adopt benchmarking as another valuable procurement management 
technique. It is unlikely to achieve its potential unless undertaken as a matter 
of organisational policy.

In an age when EDI and e-procurement are fundamental, measures regarding 
the development and implementation of information systems may well be 
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benchmarked and measured regularly. For example, one UK retailer targeted its 
buying staff to have their top 20 suppliers EDI-connected within 20 months.

Finally, it is worth registering the point that one measure of the effectiveness 
of a procurement function can be its own measurement systems. For example, 
does it measure the performance of key suppliers? Is this information used for 
control and management purposes? Do the data obtained from this process 
influence source decision making?

■	Information
Does procurement have access to key data early enough? Does procurement 
contribute key data on a proactive basis? Does procurement have up-to-date 
key data available to it on an as-needed basis (e.g. point-of-sale data in retailing; 
immediate inventory position in manufacturing)? Has procurement promoted 
the use of EDI with its key suppliers? Are procurement systems up to date? Is it 
regarded as the source of key data on supply matters?

■	Suppliers
What supplier relationship policies are in being? What programmes are in place 
to improve supplier performance? What supplier visit programme is in place? 
Which functions accompany procurement in these visits? Are longer-term 
considerations taken into account in measuring suppliers/potential suppliers? 
Are co-makership programmes in place?

Best practice – Contractual management of risk
The questions that have to be asked by any buyer in preparing a contract include:

■	 Who does what?
■	 For whom?
■	 When and where?
■	 At what cost and for what price?
■	 To what quality?
■	 For how long?
■	 Against what performance measures?
■	 Under what monitoring arrangements?

Also

■	 How do I know whether the service has been provided?
■	 How do I prove it?
■	 How do I judge if it is of acceptable quality?
■	 How much should I pay for it?

Without performance measurement the buyer cannot manage the contract 
to optimise value for money and maximise risk control.
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■	Risk management
Both parties must understand their responsibilities. A weak contract could leave 
the client exposed to claims. Tests for the contract include:

■	 changes in service needs;
■	 problems in service delivery;
■	 claims avoidance;
■	 cost of any variation.

Having to address issues at the time of the event should encourage co-operation 
and assist in sustaining a partnering relationship.

Administration instructions
The use of an administration instructions section should be one of the key 
elements in claims avoidance strategy. The contract should require the contractors 
to provide a monthly report that addresses predetermined issues, including:

■	 highlights – problems, solutions, key events;
■	 volumes to date and forecast;
■	 financial information – variations priced and agreed, the estimated value 

of variations issued but not agreed and, crucially, the estimated value of 
requested variations considered to be outstanding;

■	 performance – in line with the basis of reporting stated in the contract;
■	 resource information;
■	 health and safety information.

It is difficult for the contractor to make a claim at the end of the contract if no 
relevant mention has been made in the monthly report during the contract. 
However, if concerns are raised and the client has not taken appropriate action, 
the monthly report will be used in support of the claim.

When the preliminary programme of purchases is constructed, the procurement 
manager has to take into consideration:

■	 current material/component stocks;
■	 outstanding orders for relevant production materials;
■	 agreed stock levels and current lead times;
■	 the production schedule for the period in question;
■	 price trends of key materials and components in the long term; and
■	 unit prices in the short term.

The task of estimating prices and price trends requires the consideration of 
many things, including:

■	 political or economic factors, world or domestic, that may affect prices;
■	 labour relations and availability of labour to major suppliers;
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■	 comparative currency changes and levels of inflation in pertinent countries;
■	 possible changes in import duties, transit and insurance charges, dock 

charges, etc., as they affect goods from overseas;
■	 indirect effects on component prices due to fluctuations in prices of raw 

materials to suppliers;
■	 the position of long-term contracts as regards fixed prices or escalation 

clauses;
■	 the supply position of materials and components in relation to overall 

demand; and
■	 lead times and the potential effects of having to buy from more expensive 

alternative sources in the event of a failure.

Disposing of redundant stock, scrap or waste
Despite the considerable efforts which have been made to improve the 
management of materials in many organisations, some redundant material has 
to be disposed of. The same thing can be said of scrap or waste and, frequently, 
the task of disposal is vested in the procurement department. The following 
short section is designed to suggest something of the role that an effective 
procurement department might play in the process.

One important point is to consider why the redundant or scrap materials 
have arisen. Some waste is inevitable, but careful consideration of the reasons 
behind the surplus, such as a result of poor storage, damage while in stock, 
the materials/components being faulty on arrival, the product becoming 
obsolescent or the production process, can have a profound effect on the 
economies of an operation. Again, in many cases of these and other types, 
prevention is always better than disposal.

■	Managing disposal
Space does not permit full treatment of this subject, for the variety of types of 
material that need to be disposed of is extremely wide. However, there are some 
useful points that apply in many cases and which should be noted.

When considering how to dispose of scrap materials, questions to be considered 
might be:

■	 Can we dispose of material within the business (or group)?
■	 Can the item be cannibalised for useful parts prior to scrapping?
■	 Can we sell the items in the marketplace rather than scrap (e.g. back to supplier 

if redundant stock)?
■	 If we are to sell material as scrap, can we get a better price if we segregate by 

type or size or by baling into cube form or cutting to smaller sizes?
■	 Can we come to an agreement with a merchant whereby they provide skips/

containers for housing the scrap prior to collection?
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Clearly the costs associated with disposing of materials need to be kept in 
mind when examining the issues involved. It makes no sense to install some 
sophisticated scrap system if the cost of doing so is greater than the money 
received. Usually effective negotiation with a bona fide scrap dealer can provide 
the buyer with useful guidelines within which to operate.

It is extremely important to ensure that the control systems associated 
with scrap disposal are clear and watertight. As a principle it is far better not 
to become involved in ready-cash transactions. While converting the scrap 
into cash in the business as quickly as possible is a sensible requirement, scrap 
disposal services are not always offered by bona fide businesses. Where cash 
payment is an acceptable alternative for some reason, it is important that the 
system ensures that checks on what passes to the merchant and what cash is 
paid in return are properly documented. Where valuable scrap (e.g. gold, silver, 
platinum) is involved, security arrangements have to be made to a higher degree 
than would be the case with other materials.

Finally, it is essential that buyers who are concerned with the disposal of 
significant amounts of scrap or waste material should keep in touch with market 
trends. Scrap prices fluctuate, as do the prices of materials from which the waste 
arises.

Mini case study – Cummins Engines
Cummins Engines agrees targets with suppliers in the areas of quality, component cost 
and administration. Annually, each supplier makes a formal presentation to Cummins 
indicating its progress towards, or achievement of, the targets.

Summary
 1  This chapter has provided a thorough overview of the key elements of contract 

law.

 2  The chapter discusses the relative importance of post-contract, contract 
management, service level agreements and key performance indicators.

 3  At the lowest level of development, purchasing is often a clerical function, using 
an adversarial approach to sourcing. Price is the major decision factor between 
competitors, which are changed regularly. At the highest level, procurement is 
recognised as a strategic business function, playing a vital part in the adoption 
of world-class concepts.

 4  The higher the degree of procurement development, the greater the extent of 
measuring performance. Measurement leads to recognition of the function, sets 
targets and establishes ground rules from which policies can be formed.
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 5  The role of procurement may be seen as that of the intelligent customer.

 6  Benchmarking aims to discover ‘best practice’ wherever it might be found. The 
idea is to identify key characteristics of best practice and adopt them.

 7  Budgets are derived from objectives such as required return on investment 
(ROI). The estimated expenditure required to meet the desired ROI is given. This 
budget figure is then used as a control comparing actual expenditure with 
projected. If necessary, corrective action can be taken.

 8  Redundant stock, scrap or waste is a cost to an organisation. The most effective 
way to reduce it is to avoid the production of waste. Waste occurs through 
obsolescence, theft, poor storage conditions or damage in transit.
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