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Preface

Dr Brian Farrington is the author of the ninth edition of the acclaimed book, originally
created by the late Dr Kenneth Lysons. The procurement profession continues to rise

to national and international challenges, whilst at the same time contemplating its role

in corporate matters. The global economy remains unstable. The private sector requires

a competitive edge to survive. The public sector requires cost effective provision of

services. The procurement and supply chain profession is in a unique position to help
deliver these ideals.

The ninth edition has been reengineered to make the content of immediate benefit to

students and practitioners alike. Accordingly, there are a number of important points
to make.

1

The content reflects the emphasis of the Chartered Institute of Procurement and
Supply (CIPS) education syllabus and modern world-class practice. There are inno-
vative inputs, including contractual issues and hot topics, contract management and
category management.

The content is informed by Dr Farrington’s international research and real-life con-
sultancy experiences in the private and public sectors. His experience spans many
sectors, including automotive, aerospace, defence, shipbuilding, mining, airlines,
financial services and government departments.

Some of the changes have been influenced by active contact with readers, practi-
tioners and specialists in other functions, particularly legal, financial, audit and oper-
ations management.

The author is an active change agent and is professionally driven to enhance the rep-
utation of procurement and supply chain performance. This new edition aims to be
informative, challenging, thought provoking and a stimulus for further learning. The
literature is increasing and that is welcome.

Case studies and CIPS examination questions are now provided at the end of the
book. There are the author’s discussion questions at the end of each chapter. This
will assist tutors and learners to test their learning in a structured manner.

Finally, to procurement and supply chain practitioners, there is a wealth of reference

material designed to enable specific research to be undertaken in specialist areas.
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Chapter 1

The scope and influence of procurement

Learning outcomes

This chapter aims to provide an understanding of:
m the scope and influence of procurement

m the stages of procurement development and future trends in procurement
development

factors influencing the internal and external status of procurement
the strategic dimensions of procurement
demands for change in the strategic business role of procurement

characteristics of world-class procurement

future challenges for procurement.

B Procurement as a function, process, supply or value chain link, a relationship,
discipline and profession.
m Definitions of purchasing and procurement.

B The evolution of procurement and supply management (PSM) from a reactive
transactional to a proactive strategic activity.

m Globalisation, information technology, changing production and management
philosophies as factors in the evolution of procurement.

m Characteristics of world-class procurement.

m Leverage, focus and professionalism as factors contributing to the status of
procurement within an organisation.

m Procurement as a business change agent.

m Procurement as a key influencer on business decisions.



Part 1 - Introduction, strategy, logistics, supply chain, policies and procedures

Introduction

The first edition of this book was published in 1981. The ninth edition is published
in 2016. The fact that thirty five years has passed warrants reflection on the scope and
influence of procurement. The optimist will assert that:

procurement is a profession in its own right
procurement has visibility at a corporate level
procurement offers an excellent career choice
procurement directly impacts on corporate performance
academic standards have dramatically improved

chartered status of the Institute of Procurement and Supply exerts world-wide influence.

The pessimist will assert that:

there is little intellectual context to procurement

there is no requirement for continuous learning

there is too much emphasis on price

in many organisations, procurement is not a respected activity

insufficient attention is given to risk management and mitigation strategies

procurement is not an active contributor to corporate strategic planning.

The emphasis of this edition is procurement, although other terms for the function are
in widespread use throughout the world.

The author believes, passionately, that procurement has achieved high standards but

has far to go in the corporate world. A key purpose of this book is to inform and moti-
vate you the reader. We want to make them inquisitive and aspire to the highest standards.

How to define procurement

CIPS Australia' motivated a debate on an agreed procurement lexicon. The following
statements were proposed:

Procurement is the business management function that ensures identification, sourcing, access
and management of the external resources that an organisation needs or may need to fulfil its
strategic objectives.

Procurement exists to explore supply market opportunities and to implement resourcing
strategies that deliver the best possible supply outcome to the organisation, its stakeholders
and customers.

Procurement applies the science and art of external resource and supply management through
a body of knowledge interpreted by competent practitioners and professionals.

When CIPSA set out to identify the key issues for Australian procurement professionals
they undertook a survey of those active in the profession. In summary they concluded,

The survey responses indicate that there is a wide variation in the intended meaning of the
terms we use. Many are used interchangeably, even loosely, by some, but have specific mean-
ings to others. The word ‘purchasing’ is a good example. It can be an all-encompassing term
synonymous with ‘supply management’ and ‘procurement’ or it can indicate just one step in a
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much-bigger process. Such variation is of concern as it could lead to miscommunication and
hinder the development and sharing of our body of knowledge. A concern, at the most fun-
damental level, is that unless we can describe what we do and demonstrate our success to our
stakeholders we cannot win their recognition and support.

The author provides two more definitions of procurement.

Procurement is a pro-active, strategic corporate activity to ensure a continuing supply of
goods and services to enable world-class organisational performance.

Procurement manages supply chain risks through the effective negotiation of contracts,
cost and price models, quality and other essential supply characteristics.

Strategic roles of procurement

There are unquestionable operational and tactical roles of procurement, such as agree-
ing the price; placing purchase orders; attending meetings; chasing overdue deliveries;
handling stakeholder queries and handling order acknowledgements. These are all nec-
essary roles but they fail to highlight any strategic dimension. The strategic facets are
notably absent from some of the literature.

Due diligence

Due diligence is a structured methodology to help determine that a supplier has the
necessary qualities to become a partner of the buying organisation. The term ‘due dili-
gence’ is more usually associated with financial reviews in takeover situations. Within a
procurement context it includes consideration of the supplier’s:

financial robustness, including working capital

competence and availability of key resources

reliance and extent of sub-contracting

history of legal disputes and litigious actions

experience of partnering relationships

existence of a robust five-year business plan

history of insurance claims

IT system robustness.

Conducting due diligence is a far more demanding task than reading responses to a
Pre-Qualification Questionnaire. It requires probing beyond a superficial scrutiny of
written answers to questions.

Risk Management of the supply chain

Identifying supply chain risks and developing acceptable risk mitigation strategies is a
hallmark of a strategically focused procurement operation. All supply chain risks fall
into one of three categories:

1 Those risks that only the supplier can manage

2 Those risks that only the buying organisation can manage

3 Those risks that must be jointly managed by the supplier and the buying organisation.
5
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Examples of risks that fall into category 1 are:

Having a robust business continuity plan

Ability to match resource planning to programme deliverables
Contractual relationships with sub-contractors

Design, inspection and testing

Having available sufficient working capital

Through life product support.

Relationship management

The adversarial approach to business life is an outdated concept, a fact that some pro-
curement specialists should realise. The skill of managing relationships with strategic
suppliers necessitates attention to, for example:

conducting regular blame free reviews of contract performance
a joint commitment to continuous improvement

sharing long-term business goals

active involvement of senior people at both organisations

]
[
]
[
B negotiations based on genuine business objectives
[

provision of accurate and timely business and contract management data.

Continuous improvement of supplier performance

All sectors of the economy have competitive challenges, sometimes from off shore
organisations. The procurement community has a strategic role to motivate suppliers to
continually improve their performance. The performance on long-term contracts can be
incentivised to reward the supplier’s investment and initiatives. The contract can require
continuous improvement as an obligation. In some situations the buying organisation
may jointly invest in new technology, providing the supplier agrees to appropriate own-
ership of intellectual property and perhaps licensing upon payment of a royalty on sales.

The supplier’s investment in ‘right first time’

An organisation’s reputation for quality is a prime business asset. The law courts reg-
ularly try cases where non-compliance with the specification is at issue. Suppliers have
expert knowledge, or should have, of the goods or services they provide. The supplier
can add value to a procurement by ensuring that the specified quality is satisfied or
exceeded. The supplier can also advise on through life costs, maintenance support,
inspection and testing and continuous improvement. When the procurement specialist
is engaged in pre-qualification processes, there should be a penetrating analysis of the
bidder’s quality management attributes.

The supplier’s investment in inventory

The rapid business approach to Just-in-Time has focused attention on who pays for
inventory in the supply chain pipeline. Buying organisations are naive to believe this is a
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‘free of charge’ service, willingly entered into by the supplier. There are costs involved,
including strategic warehousing facilities, distribution network costs, danger of product
changes, working capital costs and so on. The concept of consignment stock is a proven
concept in manufacturing, with some suppliers very adept at completely satisfying the
buyer’s needs for production line side stock.

The supplier’s investment in procurement expertise

It is a strange phenomenon that when buyers visit potential suppliers they often fail to
probe the supplier’s investment in procurement expertise. When the author engages
with clients engaged in a tendering exercise and the supplier makes a presentation, it
is most unlikely that there will be a procurement specialist on their team. Why? It can
only be concluded that their procurement operation is not seen as contributing to their
competitive edge.

Procurement as organisational buying

Organisational buyers have been defined by Marrian? as:

Those buyers of goods and services for the specific purpose of industrial or agricultural produc-
tion or for use in the operation or conduct of a plant, business, institution, profession or service.

Organisational buyers are therefore those who buy on behalf of an organisation rather
than for individual or family use or consumption. As shown in Table 1.1, organisa-
tional buyers can be considered to belong to one of four buying groups, each of which
can be further subdivided.

Some of the categories in Table 1.1 may overlap. In the National Health Service, for
instance, some supplies may be bought centrally by government agencies, regionally by
health authorities and locally by hospitals themselves.

Table 1.1 A typology of organisational buyers

Types of organisation Characteristics Examples

Industrial/producer Purchase of goods and services for Manufacturers: primary (extractive)

organisations some tangible production and producers - agriculture, forestry,
commercially significant purpose fishing, horticulture, mining

Intermediate organisations Purchase of goods and services for resale Distributors, dealers, wholesalers,
or for facilitating the resale of other goods retailers, banks, hotels and service
in the industrial or ultimate consumer markets traders

Government and public-sector  Purchase of goods and services for resale or Central and local government,

organisations use by organisations providing a service, often public utilities

tangible, and not always commercially significant
at national, regional and local levels

Institutions

Purchase of goods and services for institutions Schools, colleges, hospitals,
that buy independently on their own behalf voluntary organisations
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1.3.1 Procurement as supplier management
Supplier management may be defined as:

That aspect of procurement concerned with rationalising the supplier base and selecting, coor-
dinating, appraising the performance of and developing the potential of suppliers and, where
appropriate, building long-term collaborative relationships.

Supplier management is a more strategic and cross-functional activity than ‘buying’,
which is transactionally and commercially biased. The relationship between procure-
ment, purchasing and supplier management is shown in Figure 1.1.

1.3.2 Purchasing as external resource management
The following is the view of Lamming:’

The new strategic function will probably not be called purchasing — that is much too lim-
ited a word. The connotations of purse strings and spending money have no relevance to
the setting up and management of strategic interfirm relationships. This task is concerned
with ensuring the correct external resources are in place to complement the internal
resources. Perhaps ‘external resource managers’ is a term that future purchasing managers
will adopt.

Lamming’s view, expressed in 1985, has literally come to pass. The emphasis is now on
procurement.

Figure 1.1 The relationship between procurement, supplier management and purchasing

SUPPLIER MANAGEMENT

Mainly strategic activities including:

m Strategic bottleneck and leverage items (see section 2.13.11)

m Make/buy/outsourcing decisions

m Sourcing and appraising suppliers including global suppliers

m Rationalising the supplier base

m Developing supplier potential

m Early supplier involvement

m Negotiation

m Supplier relationships including partnerships,
co-makership and supplier associations

m Capital equipment purchasing

m Benchmarking

m Monitoring supplier performance

m Ethical and environmental issues

PROCUREMENT

PURCHASING

Mainly transactional and commercial activities including:
m Non-critical (low-profit impact, low-supply risk) items
m Ordering or calling off suppliers/services

m Expediting

m Maintaining inventory

m Receipt and storage of supplies

m Arranging payment
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The evolution of purchasing through to procurement

Procurement represents a stage in the evolution of civilised human relationships as it
enables a desired object to be obtained by trading rather than conquest, plunder or con-
fiscation. It is a very ancient activity. A cuneiform clay tablet excavated at Ras Shamra,
northern Syria, dated about 2800 BC, carries an inscription that, roughly translated, reads:

HST to deliver 50 jars of fragrant smooth oil each 15 days after [a starting date] and during
the reign of AS. In return he will be paid 600 small weight in grain. This order will continue
indefinitely until the purchaser or his son removes his consent.

The evolution of purchasing and procurement can be analysed in seven periods.

Period 1: The early years (1850-1900)

Some observers define the early years of procurement history as beginning after 1850.
Evidence exists, however, that the procurement function received attention before this
date. Charles Babbage’s book on the economy of machinery and manufacturers, pub-
lished in 1832, referred to the importance of the procurement function. Babbage also
alluded to a ‘materials man’ responsible for several different functions. Babbage wrote
that a central officer responsible for operating mines was ‘a materials man who selects,
purchases, receives, and delivers all articles required’.

The greatest interest in and development of procurement during the early years
occurred after the 1850s — a period that witnessed the growth of the American railroad.
By 1866, the Pennsylvania Railroad had given the procurement function departmental
status, under the title of Supplying Department. A few years later, the head procure-
ment agent at the Pennsylvania Railroad reported directly to the president of the rail-
road. The procurement function was such a major contributor to the performance of
the organisation that the chief procurement manager had top managerial status.

The comptroller of the Chicago and North Western Railroad wrote the first book exclu-
sively about the procurement function, The Handling of Railway Supplies — Their Purchase
and Disposition, in 1887. He discussed procurement issues that are still critical today, includ-
ing the need for technical expertise in procurement agents along with the need to centralise
the procurement department under one individual. The author also commented on the lack
of attention given to the selection of personnel to fill the position of procurement agent.

Period 2: Growth of procurement fundamentals (1900-1939)

The second period of procurement evolution began around the turn of the twentieth cen-
tury and lasted until the beginning of the Second World War. Articles specifically address-
ing the industrial procurement function began appearing with increasing regularity outside
the railroad trade journals. Engineering magazines in particular focused attention on the
need for qualified procurement personnel and the development of material specifications.
Procurement gained importance during the First World War because of its role
in obtaining vital war materials. This was due largely to procurement’s central focus
of raw material procurement during this era (versus buying finished or semi-finished
goods). Ironically, the years during the First World War featured no publication of
any major procurement books. Harold T. Lewis, a respected procurement professional
during the 1930s through the 1950s, noted that there was considerable doubt about the
existence of any general recognition of procurement as being important to a company.
Lewis noted that from the First World War to 1945, at least a gradual if uneven recog-
nition developed of the importance of sound procurement to company operation.
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Period 3: The war years (1940-1946)

The Second World War introduced a new period in procurement history. The empha-
sis on obtaining required (and scarce) materials during the war influenced a growth in
procurement interest. In 1933 only nine colleges offered courses related to procure-
ment. By 1945, this number had increased to 49 colleges. The membership of the
National Association of Procurement Agents increased from 3,400 in 1934 to 5,500 in
1940 to 9,400 in the autumn of 1945. A study conducted during this period revealed
that 76 per cent of all purchase requisitions contained no specifications or stipulation
of brand. This suggested that other departments within the firm recognised the role of
the procurement agent in determining sources of supply.

Period 4: The quiet years (1947-mid-1960s)

The heightened awareness of procurement that existed during the Second World War
did not carry over to the post-war years. John A. Hill, a noted procurement profes-
sional, commented about the state of procurement during this period:

For many firms, purchases were simply an inescapable cost of doing business which no one could
do much about. So far as the length and breadth of American industry is concerned, the procure-
ment function has not yet received in full measure the attention and emphasis it deserves.

Articles began appearing during this period describing the practices of various companies
using staff members to collect analyse and present data for procurement decisions. Ford
Motor Company was one of the first private organisations to establish a commodity
research department to provide short-term commodity information. Ford also created
a purchase analysis department to give buyers assistance on product and price analysis.

Period 5: Materials management comes of age (mid-1960s-late 1970s)

The mid-1960s witnessed a dramatic growth of the materials management concept.
Although interest in materials management grew during this period, the historical ori-
gins of the concept date back to the 1800s. Organising under the materials management
concept was common during the latter half of the nineteenth century in the US rail-
roads. The combined related functions such as procurement, inventory control, receiv-
ing and stores were under the authority of one individual.

The behaviour of procurement during this period was notable. Procurement man-
agers emphasised multiple sourcing through competitive bid pricing and rarely viewed
the supplier as a value-added partner. Buyers maintained arm’s-length relationships
with suppliers. Price competition was the major factor determining supply contracts.
The procurement strategies and behaviours that evolved over the last half-century were
inadequate when the severe economic recession of the early 1980s and the emergence of
foreign global competitors occurred.

Period 6: The global era (late 1970s-1999)

The global era, and its effect on the importance, structure and behaviour of procure-
ment, have already proved different from other historical periods. These differences
include the following:

m Never in our industry history had competition become so intense so quickly.

m Global firms increasingly captured world market share from domestic US compa-
nies, and emphasised different strategies, organisational structures and management
techniques compared with their American counterparts.
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m The spread and rate of technology change during this period was unprecedented,
with product lifecycles becoming shorter.

m The ability to coordinate worldwide procurement activity by using international
data networks and the World Wide Web (via Intranets) emerged.

This intensely competitive period witnessed the growth of supply chain manage-
ment. Now, more than ever, firms began to take a more coordinated view of manag-
ing the flow of goods, services, funds and information from suppliers through end
customers.

Managers began to view supply chain management as a way to satisfy intense cost
and other improvement pressures.

Period 7: Integrated supply chain management (beyond 2000)

Procurement and supply chain management today reflects a growing emphasis concern-
ing the strategic business importance of suppliers. Supplier relationships are gradually
shifting from an adversarial approach to a more cooperative approach with selected
suppliers. The activities that the modern procurement organisation must undertake
require a different mindset than that traditionally adopted. Supplier development, part-
nering, supplier-design involvement, the use of full-service suppliers, lifecycle costing,
long-term supplier contracts and relationships, strategic cost management, and inte-
grated Internet linkages and shared databases are now seen as ways to create new value
within the supply chain. Procurement is attracting high-quality people who aspire to
senior business positions once they have established their credibility in dealing with
challenging procurement scenarios.

It is possible to reach three conclusions about this new era. First, the reshaping of
the role of procurement in the modern economy has been necessary in response to
the challenges presented by worldwide competition and rapidly changing technology
and customer expectations. Second, the overall impact of the procurement function
is increasing, particularly for firms that compete in business environments character-
ised by worldwide competition and rapid change. Third, procurement must continue
to become more sensitive to, and integrated with customer requirements, as well as
with operations, logistics, human resources, finance, accounting, marketing, and
information systems. This evolution will take time to occur fully, but the integration
is inevitable.

The above has been adapted from an article in Solar Energy Market Express.* For a
more detailed exposition of professional development and published literature Fearon®
details it in his historical evolution of the procurement function.

Reck and Long® have identified four strategic stages of development that procure-
ment must pass through to become a competitive weapon in the battle for markets (see
Table 1.2).

Reck and Long” also identify the effect at each of the four stages of 12 non-operational
development variables, as shown in Table 1.3.

Other attempts to trace the evolution of procurement are those of Syson® and Morris
and Calantone’ who each identify three stages. Syson refers to ‘the changing focus of
procurement as it evolves from a purely clerical routine activity to a commercial stage
in which the emphasis is on cost savings and finally a proactive strategic function con-
cerned with materials or logistics management’. Morris and Calantone differentiate
between (i) clerical, (ii) ‘asset management’ and profitability and (iii) ‘core-strategic’
function stages.

11
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Jones,'® however, criticises the above approaches on two grounds. First, they are
non-operational and merely indicate the stage of development of procurement activity,
the criteria for which may differ from one procurement organisation to another. Sec-
ond, the models have a restricted number of development measurement variables. In
an attempt to remedy those deficiencies Jones suggests a five-stage development model
using 18 measurement criteria. The five stages of procurement development measured
on a scale of 1-5 are shown in Table 1.4.

The procurement profile shown in Figure 1.2 enables the stage of development
reached by a particular organisation to be identified and assessed on a scale of 1-5. The
profile also indicates areas where further development is required, as measured in the
18 criteria shown in Figure 1.2. Appropriate strategies to meet identified shortcomings
can then be devised.

Table 1.2 Strategic stages of the development of a procurement function

Stage

Definition and characteristics

Stage 1
Passive

Definition Purchasing function has no strategic direction and primarily reacts to the requests of
other functions

Characteristics B High proportion of time on quick-fix routine operations
B Functional and individual communications due to purchasing’s low visibility
B Supplier selection based on price and availability

Stage 2
Independent

Definition Purchasing function adopts the latest procurement techniques and processes, but its
strategic direction is independent of the firm’s competitive strategy

Characteristics B Performance based primarily on cost reduction and efficiency disciplines
B Coordination links are established between procurement and technical disciplines
B Top management recognises the importance of professional development

Top management recognises the opportunities in purchasing for contribution to
profitability

Stage 3
Supportive

Definition The purchasing function supports the firm’s competitive strategy by adopting
purchasing techniques and products, which strengthen the firm’s competitive position

Characteristics B Purchasers are included in sales proposal teams
B Suppliers are considered a resource, with emphasis on experience, motivation and
attitude
B Markets, products and suppliers are continuously monitored and analysed

Stage 4
Integrative

Definition Purchasing’s strategy is fully integrated into the firm’s competitive strategy and
constitutes part of an integrated effort among functional peers to formulate and
implement a strategic plan

Characteristics B Cross-functional training of purchasing professionals and executives is made available

B Permanent lines of communication are established with other functional areas

B Professional development focuses on strategic elements of the competitive strategy

B Purchasing performance is measured in terms of contribution to the firm'’s success

Source: Adapted from Reck, R. F. and Long, B., ‘Purchasing: a competitive weapon’, Journal of Purchasing and Materials Management, Vol. 24,
No. 3, 1998, pp. 2-8

12
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Characteristics (variable) Passive Independent Supportive Integrative
Nature of long-range None Commodity Supportive Integral part
planning or procedural of strategy of strategy
Impetus for change Management Competitive Competitive Integrative
demands parity strategy management
Career advancement Limited Possible Probable Unlimited
Evaluation based on Complaints Cost reduction and Competitive Strategic
supplier performance objectives contribution
Organisational visibility Low Limited Variable High
Computer systems focus Repetitive Techniques Specific to Needs of concern
concern
Sources of new ideas Trial and error Current purchasing Competitive Inter-functional
practices strategy information exchange
Basis of resource Limited Arbitrary/affordable Objectives Strategic
availability requirements
Basis of supplier evaluation  Price and easy Least total cost Competitive Strategic
availability objectives contributions
Attitude towards suppliers ~ Adversarial Variable Company Mutual
resource interdependence
Professional development ~ Deemed Current new Elements Cross-functional
focus unnecessary practices of strategy understanding

Overall characteristics

Clerical function Functional efficiency

Strategic facilitator

Strategic contributor

Table 1.4 Procurement development stages and performance capabilities

Stage of development Capabilities Estimated organisational contribution
Stage 1 Fragmented purchasing None or low
Infant
Stage 2 Realisation of savings potential Clerical efficiency. Small savings
Awakening via consolidation 2-5 per cent
Stage 3 Control and development of purchasing Cost reduction 5-10 per cent
Developing price/negotiation capabilities
Stage 4 80/20 recognised Cost reduction 10-20 per cent
Mature Specialist buyers Acquisition costs 1-10 per cent
Cost reductions
Commencement of supplier base management
Stage 5 Devolution of purchasing Cost reduction 25 per cent
Advanced Strong central control Cost of ownership

Supply chain management

Acquisition cost and supply chain

management 30 per cent +

Leverage buying

Global sourcing

Understanding and practice of
acquisition cost and cost of ownership

13
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Procurement and change

There are a number of drivers influencing and demanding changes in procurement,
including those detailed in the following sections.

The challenge to manage escalating costs in purchasing
goods and services

In the twenty-first century a number of pressures on costs manifested themselves.
Not the least of these has been the volatility in the cost of oil, feeding its way into
most supply chain costs. The continuing escalation of acts of terrorism, culture ten-
sions, displacement of people from Africa and the Middle East, tensions in the EU,
all impact on costs and economic confidence. The related impact on the cost of living
and consequent demands for wage increases are signs of potentially troubling times.
The traditional emerging economies supplying, for example, the retail sector cannot
escape the pressure on costs, noting that this sector has significant cost pressures.
Adding to all this is the impact of difficulties in the financial services sector, making
the cost and availability of capital a factor in investment decisions and availability of
working capital.

The public sector focus on driving out inefficiencies in
public expenditure

Some of the greatest changes in procurement in the 1990s and early in the twenty-first
century have been in public expenditure. The large amounts of spend in central and
local government have often been tackled through the aggregation of requirements.
While significant improvements in procurement have been made there remain chal-
lenges to further improve value for money. It can be postulated that procurement will

have to adapt across departmental boundaries and the classic silos of procurement will
have to be abolished.

The increasing trend to outsource manufacture and services

There has been a rapidly growing trend to outsource a wide range of manufacturing and
service delivery. This trend has challenged procurement departments to improve their
management of tender processes, due diligence, negotiation with different cultures,
managing outsourced contracts and applying open book methodologies. Procurement
is not immune from outsourcing actions.

The recognition that procurement is a significant contributor
to corporate efficiency

Enlightened organisations have recognised that procurement can contribute to corpo-
rate efficiency. An example is long-range business planning which requires input on
long-range costs, availability of strategic materials and supplies, supply chain develop-
ments and trends in service delivery; for example, voice recognition technology as an
anti-fraud measure.

15
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The positive impact of global sourcing

It may be argued that the retail sector has a long-standing expertise in global sourc-
ing and coping with long-range supply issues. Their challenge includes responding
to fashion changes and a cycle of product selection for the seasons of the year. The
challenge for other buyers is their ability to find excellent suppliers wherever they
are in the world. International airlines have used global sources to provide equip-
ment and services. The challenges for procurement include how to structure their
organisation. It is not uncommon for retailers to set up a buying organisation in the
Far East.

The enhanced use of information technology and e-procurement

The IT revolution has impacted on procurement. What developments lie ahead?
The drivers for change in procurement must surely include the objective of eradi-
cating paper. In one procurement process each tender document weighed in excess
of six kilograms. The resultant tenders were heavier! Secure networks that facili-
tate a whole electronic procurement system, through to payment, is a far reaching
objective for the global economy. E-procurement is in its relative infancy with rela-
tively few reverse auctions, electronic tendering and knowledge storage and gather-
ing strategies.

The redressing of procurement power

Many suppliers have grown by acquisition and have assumed to themselves a power
that has affected buyer’s pricing, output allocation and other restrictive practices. The
procurement profession has been relatively unsuccessful in countering this power; for
example, by forming effective buying clubs, although the public sector has taken signif-
icant initiatives in setting up consortia.

The challenge to outdated traditional practices

It is always difficult to look within. The procurement profession itself must chal-
lenge outdated traditional practices. A move from transactional operations to stra-
tegic activities would be desirable in many organisations. Defensive posturing that
involves keeping stakeholders in the dark by denying them access to information; for
example, the status of tendering processes is unprofessional. An effective challenge to
traditional practices would be useful in the construction sector where quantity sur-
veyors handle the complete procurement cycle to the total-exclusion of procurement
specialists.

World-class procurement

The term ‘world class’ was popularised by the book World Class Manufacturing by
Schonberger!! published in 1986. Schonberger defined world-class manufacturing as
analogous to the Olympic motto ‘citius, altius, fortius’ (translated as faster, higher, stron-
ger). The world-class manufacturing equivalent is continual and rapid improvement.
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Twelve characteristics of world-class supplier management were identified by the

Center for Advanced Procurement Studies,? namely the following:

Commitment to total quality management (TQM).
Commitment to just-in-time (JIT).
Commitment to total cycle time reduction.

Long-range strategic plans that are multidimensional and fully integrated with the
overall corporate plan, including the organisation’s supply strategy, and related to
customers’ needs.

Supplier relationships, including networks, partnerships and alliances. Relation-
ships include such matters as supply base rationalisation and the segmentation
of suppliers as ‘strategic’, ‘preferred’ and ‘arm’s length’. Relationships with stra-
tegic suppliers include a high level of trust, shared risks and rewards, sharing of
data and supplier involvement in product improvement.

Strategic cost management — this involves a total life acquisition approach to evaluat-
ing bids and the use of IT to support a paperless and seamless procurement process
across the whole supply chain.

Performance measurements, including regular benchmarking with and across indus-
tries. Performance measures are developed in consultation with customers, other
organisational units and suppliers.

Training and professional development, including identification of required skills for
higher-level procurement posts and the maintenance of employee skills inventories.

Service excellence — procurement is proactive, anticipates customers’ needs and
demonstrates flexibility.

Corporate social responsibility, especially regarding ethical, environmental and safety
issues and support of local suppliers.

Learning — world-class procurement recognises that learning and education are criti-
cal factors in continuous improvement.

Management and leadership — although listed last, this is probably the key factor.
Procurement executives earn and enjoy top management support and recognise the
importance of transformational change. Such leaders have vision, foster open com-
munications, treat others with respect and develop the potential of both their staff
and suppliers.

Ultimately, world-class procurement depends on trading with world-class suppliers.
World-class suppliers will tend to mirror the characteristics of world-class procure-
ment listed above. Research reported by Minahan'’ indicates that, to be considered
‘world class’, suppliers must excel in such areas as competitive pricing, quality and lead
times; these attributes are ‘just the price of entry to get into the game’. The research
identified the following three characteristics of world-class suppliers:

continuous improvement — world-class suppliers have a formal and proven commit-
ment to achieve year-on-year products and process improvements

technology and innovation — world-class suppliers are technology leaders in their
respective industries, providing customers with next-generation technologies and a
‘leg-up’ on their competition

17
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m adaptability — world-class suppliers are willing to invest in new equipment, develop
new technologies and rework their businesses to better support the strategies of their
customers.

World-class supplier management is therefore concerned with:

m searching for suppliers with the above characteristics or the potential to
achieve them

m providing such suppliers with specifications of the purchaser’s expectations relat-
ing to products and services and agreeing how supplier performance will be mea-
sured against expectations

B recognising outstanding supplier performance by such means as the award of long-
term contracts, and sharing the benefits of collaborative innovation or performance
that enhance the purchaser’s competitiveness.

Strategic procurement partnerships are partnerships of equals in which suppliers are
regarded as a source of the competitive edge responsible for a major share of product
costs. As Saunders'* rightly observes:

For a firm to reach world class standards in serving its own customers, it is vital to achieve
world class standards in controlling its network of suppliers.

The status of procurement and supply management (PSM)

Within a particular organisation the status of PSM is influenced by leverage, focus and
professionalism.

Leverage

Traditionally, leverage of procurement has been focused on enhancing profitability.
This is relevant in a manufacturing or purchase for resale context, but is irrelevant for
procurement in a central and local government environment where procurement has a
direct impact on the quality and timing of public services being offered. The same can
be said of procuring goods and services for the National Health Service.

The greatest scope for savings lies in the areas of greatest expenditure. For many
organisations these areas are labour and materials. Labour is usually outside the scope
of procurement unless outsourcing activities and agency staff are being considered.
Within this context, outsourcing call centres to the Far East has reduced some labour
costs by more than 20 per cent for European-based organisations. Similarly, when
labour is outsourced within Europe under TUPE (Transfer of Undertakings Protection
of Employment) regulations, labour costs have also been reduced by more than 20 per
cent. This is achieved by finding smarter ways of working and redeploying the labour
to other roles. There is also the factor of the labour becoming more productive by
using advanced IT systems. These cost improvements require a short-term investment
by the new provider of services.

Expenditure on materials and services that are purchased from third parties is where
professional buyers must demonstrate their effectiveness in obtaining value for money.
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The benefits can be highlighted in organisations driven by the profit motive. It is the

case that:

m assuming other variables remain constant, every pound saved on procurement is a
pound of profit

m for many reasons, such as increased defects or poorer deliveries, a pound off the pur-
chase price does not necessarily represent a pound of profit

m when purchases form a high proportion of total costs, a modest saving on bought-out
items will result in a similar contribution to profits as would a substantial increase in
sales; so, as shown below, a 4 per cent reduction in purchase costs makes the same
contribution to profits as a 20 per cent expansion in turnover.

Sales
Then Now Increase Extra profit
£ £ % £
100,000 120,000 20 2000
(assuming 10 per cent on turnover)
Procurement
50,000 48,000 4 2000
(i.e. a saving)

This argument must, however, be used carefully.

m Cost reduction can be counter-profitable if the result is lower quality or higher
expenditure on production.

m The total cost of ownership (TCO) approach emphasises that not just the purchase
price but also all costs associated with the acquisition, use and maintenance of an
item should be considered.

m As the proportion of expenditure on supplies and the complexity of bought-out
items varies widely from organisation to organisation, it follows that there will be a

corresponding variance in the contribution of procurement to profitability.

The profit contribution may be low; for example, in the pharmaceutical industry where
the ingredients of a patent medicine can be insignificant compared with the costs of
marketing the product. Conversely, it will be significant in the motor vehicle industry
where the proportion of material costs to total factory costs is high.
Procurement as a factor in profitability is likely to be critical where:

short-run prices fluctuate

markets for the finished product are highly competitive.

bought-out items form a high proportion of total expenditure

judgements relating to innovation and fashion are involved
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1.7.2

Procurement will be less critical, though still important, where:

m bought-out items form a small proportion of total expenditure
B prices are relatively stable

m there is an absence of innovation in operations.

Within non-manufacturing organisations the savings resulting from value-for-money
efficiency procurement may allow increased expenditure in other areas.

Focus

Syson!® states that the position of procurement within a particular organisation
depends on whether the focus of the function is transactional, commercial or strategic.
Each of these foci is appropriate to sustaining commercial advantage for different types
of enterprise: ‘in terms of effectiveness, the key question is whether the correct focus
exists. In terms of efficiency, how well are the key tasks discharged?” Over time, the
focus of procurement may, as shown in Figures 1.3 and 1.4, change from transactional
to a procedure perspective. The more procurement becomes involved in commercial
and strategic areas, the greater will be its effectiveness and consequent standing within
the organisation.

In Figures 1.3 and 1.4 it will be noticed that as PSM moves from a transactional to a
pro-activity focus, performance measures also change from efficiency to effectiveness.

Figure 1.3 Positioning graph strategies/policies

Improving procurement performance Vectored thrust
Proactivity
focus Integrated logistics
Single source
Long-term contracts

. Supplier development programme
Commercial
focus

Electronic data interchange

Quality initiatives
Cost savings

Optimise use of capital employed
P P P ploy!

. Systems development codin
Transactions 4 P 2

focus Handle high volume of
transactions

Efficiency Effectiveness
Existing

v

Future

\4
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Figure 1.4 Positioning graph: measures of performance

Positioning the procurement department Vectored thrust
Proactivity No. of supplier partnerships
focus
Make/buy decisions
/

Procurement engineering involvement

Number of certified suppliers
Commercial .
focus Performance requirements

Delivery performance
Stock levels
Contact reports

Department lead times

Transactions
focus No. of orders placed

Invoices cleared

Efficiency Effectiveness

Efficiency is a measure of how well or productively resources are used to achieve a goal.

Effectiveness is a measure of the appropriateness of the goals the organisation is pursuing and
of the degree to which those goals are achieved.

Syson'® refers to the level of the procurement department, implying that the level at
which procurement is placed in a hierarchical structure reveals its status within that
company. From a different perspective, broadly similar considerations will apply in
determining the recognition given to procurement by other supply chain members.

A somewhat different approach to determining the internal status of procurement is
provided by the three laws propounded by Farmer:!”

1 Procurement increases in perceived importance in direct relationship with the reduc-
tion in length of the product lifecycle times.

2 Procurement is perceived to be important when the business concerned interfaces
significantly with a volatile market(s).

3 Procurement is important whenever the organisation concerned spends a significant pro-
portion of its income on procurement goods and services in order to allow it to do business.

Empirically, the importance of procurement both organisationally and within the sup-

ply chain is indicated by structural and influential factors.

Structural factors
These include:

m the job title of the executive responsible for PSM

B to whom and at what level the executive in charge of PSM reports
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m the total spend for which PSM is responsible

m the financial limits placed on PSM staff to commit the undertaking without recourse
to higher authority

m the committees on which PSM staff are represented.

Influential factors

Ibarra'® has identified network centrality, power and innovative involvement as import-
ant influential factors in the determination of status.

Network centrality, like format authority, implies a high position in a status hierar-
chy and also varying degrees of access to and control over valued resources. As stated
in section 3.2.1, procurement is frequently a key activity in materials management. Pro-
curement is also central in supply chains, as indicated in section 3.11.

Power may be considered from two aspects: the sources of power and the use of
power. The sources of power are briefly considered in section 4.1.4. The use of power
may be defined as the ability to affect outcomes.

The executives in charge of PSM may have all the five sources of power identified by
French and Raven in section 4.1.4. Executives also derive power from having access to
information or occupying a boundary-spanning position that links organisations’ inter-
nal networks to external suppliers and information sources.

Innovative involvement, as Ibarra shows, may be either administrative or technical
and may itself be an indicator of power as any change in the status quo requires an indi-
vidual to use power and mobilise support, information and material resources to over-
come resistance to change. Persons with a high position in the organisation are more
likely to be successful innovators than those further down with less or little power.

Technical innovators are directly related to the primary work activity of an organ-
isation and include the introduction of new products, services and production
technologies.

Administrative innovations involve changes in structure and administrative pro-
cesses and are more directly related to internal management than the other types of
innovation. Kanter’s'? observation that ‘corporate entrepreneurs have often to pull in
what they need for their innovation from other departments or areas, from peers over
whom they have no authority and who have the choice about whether or not to ante up
their knowledge, support or resources to invest in or help the innovator’ is of relevance
to both supply chain management and the centrality of procurement within it.

The status of PSM in any organisation depends on two key factors. First, the ability
to impact positively on the bottom line of corporate strategic planning and, second,
recognition by PSM of the value of its contribution to profitability and competitive
advantage and being able to market that contribution to top management and other
supply chain members.

Professionalism

As long ago as 1928, Carr-Saunders®® made a distinction between professionalism and
professionalisation. Professionalism is traditionally associated with certain attributes,
including:

m skill based on theoretical knowledge

m prolonged training and education
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B demonstration of competence by means of tests and examinations

m adherence to a code of professional ethics.

Professionalisation is associated with the development of associations that seek to estab-
lish minimum qualifications for entrance to a professional practice or activity and
enforce appropriate rules and norms of conduct among the members of the profes-
sional group and raise the status of the professional group in the wider society. Thus,
attempts to raise the external perception of procurement have included:

m the establishment of institutions concerned with promoting the concept of ‘profes-
sional’ procurement, such as the Chartered Institute of Procurement and Supply
(CIPS) in the UK and the Institute of Supply Management (ISM) in the USA (in
2004, over 42 national procurement associations were affiliated to the International
Federation of Procurement and Materials Management)

m the development of undergraduate and postgraduate courses with a procurement
content

m the establishment of ‘Chairs’ in procurement or logistics at some universities
B research into PSM and related fields

m the publication of textbooks and specialist journals relating to procurement, such
as Supply Management (UK), European Procurement Management and the International
Journal of Procurement and Supply Management, as well as, in the logistics field, Logis-
tics Focus and the International Journal of Logistics

m published codes of ethics (see Appendices 1 and 2).

Notwithstanding the enhanced status of procurement in the UK by the granting in 1992
of a Royal Charter to the then Institute of Purchasing and Supply, the occupation has
to surmount difficulties in its quest for professional status.

Such difficulties include:

B no regulation of entry — it is not necessary to have a professional qualification in pro-
curement to enter the profession

B procurement practitioners carry out their duties with varying degrees of profession-
alism, so those with only an operational or transactional knowledge of procurement
might experience difficulty in moving to strategic procurement

m limited powers to enforce ethical standards.

The general problem, however, is what constitutes the academic content. Procurement
is a hybrid subject that draws heavily on other disciplines to build its knowledge base.
Such disciplines include accounting, economics, ethics, information technology, mar-
keting, management and psychology.

Even the study of subjects such as negotiation can be enhanced by knowledge of the
approaches to negotiation in such fields as politics and industrial relations.

Cox*! regards much contemporary academic work relating to procurement as ‘unsci-
entific’, characterised by uncritical accounts of what procurement practitioners do,
untheoretical research and the development of ‘fads and short-term fixes’. Such aca-
demic work is often regarded as irrelevant by procurement practitioners. Cox there-
fore calls for a proactive, scientific approach to the academic study of procurement.
He believes that such an approach will invo