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One More Time:

People, Process, Technology

eople, process, technology. These are the three

core elements that determine the relative suc-

cess (or failure) of any organization. We've

heard this in countless management books and
keynotes speeches. And it's hammered home in busi-
ness school curricula across the country.

Now it’s our turn. This issue of Supply Chain
Management Review is devoted in roughly equal mea-
sures to the three core elements. Our rational: Their
importance can never be stated enough.

Let’s take technology first. Our opening feature
article from Derek Jones and Thomas Schramm of
Accenture paint a comprehensive picture of one of the
most promising technologies to come along in recent
years—cloud computing. Thanks to the ads that have
been popping up on national TV lately, everyone is
probably familiar with the cloud concept by now. What
may not be so evident, say the Accenture consultants,
is the real potential that cloud computing holds for
the supply chain. In their article, the authors describe
those financial and operational benefits in some
detail—while offering this sage counsel: In order to
achieve the benefits, you first need to address six criti-
cal questions.

On the process side of SCM, this issue focuses on the
way in which capital expenditure projects are designed
and executed. Traditionally, the procurement and supply
management folks have been called into these projects
after the key design and supply decisions had been made.
Thus, purchasing’s role became largely transactional, sim-
ply buying the materials and services that effectively have
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been “baked into” the project.

But according to supply man-
agement experts Robert Rudzki
and Robert Trent, this conven-
tional approach forecloses on
some important opportunities.
They argue convincingly that Frank Quinn, Editor
companies need to put in place fquinn@ehpub.com
a process whereby purchasing is
involved early in any capital expen-
diture project. The perspective and expertise purchasing
pros can bring to this effort, the authors say, will pay big
dividends—not just in the initial buying activities but
throughout the life of the CapEx project.

The people part really flows through most of our sto-
ries most of the time. It's especially evident this issue
in the piece about Biogen Idec’s shake-up of its sup-
ply chain to cope with an expanded and more complex
operating environment. The team-based approach this
biotech company took to accomplish the transforma-
tion speaks to the criticality of having the right people
in place. After all, it's the people who use the technol-
ogy and execute against the processes.

Though the primacy of people may be self evident,
we introduced the Talent Strategies column in our
March/April 2011 issue just to make sure. Written by
the experts at MIT, the column this month addresses an
especially timely question: What are the critical skills
needed to manage in a supply chain crisis?

So at the end of the day, I guess we can't say it
enough... People, Process, Technology.

Francis J. Quinn Patrick Burnson
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BY LARRY LAPIDE

Integrated Demand
Signals at the Crossroads

Integrated Demand Signals, or IDS, allow you to leverage
“daily data, daily.” But how close are we really to
realizing that ambitious goal?

In 1992, Wal-Mart deployed Retail Link®
to provide its vendors with information on
the sales trends and inventory levels of their
products sold at the retailer’s stores. In 1996,
Retail Link became available via the Internet
and made the Web its application platform.
The deployment of Retail Link marked
another watershed event in the Efficient
Consumer Response (ECR) movement that was
beginning around that time. At the 1994 confer-
ence of the Council of Logistics Management
(now the Council of Supply Chain Management
Professionals) 1 spoke about forecasting in the
consumer products industry and showed an early
version of the demand signals graphic shown in
Exhibit 1. I said that companies were contem-
plating relationships with downstream partners
to get demand signals to better understand sup-
ply chain dynamics, to do multi-tier forecasting
for improved forecast accuracy, and to improve
planning to better integrate supply chains. I
had just completed a consulting engagement in
which we had installed a forecasting system for a
consumer-products manufacturer that used the
knowledge of a distributor’s inventory to better
forecast product sales to that manufacturer.
Since that time, I've been enthusiastic
about demand signals. I've researched, writ-
ten, and spoken about opportunities that exist
to leverage POS (point-of-sale) data and other
downstream signals to improve forecasting and
integrate supply chains. While industry has
generally been receptive to this concept, com-
panies have actually done little with POS data
to integrate upstream supply chains. Instead,
POS data has mostly been used by customer-
facing service and account teams to work with
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retailers on replenishing inventories, espe-
cially to support promotions and new product
launches. As 1 observed what has been hap-
pening, 1 concluded that supply chain man-
agers felt that POS data was too inconsistent,
cumbersome, and hard to use. Had 1 been
“beating a dead horse” for over 15 years?

Finally, Some Momentum for IDS

What 1 and others had been advocating all
along has come to be known as the Integrated
Demand Signals (IDS) concept. And in the
consumer products industry anyway, the
concept is finally heating up. Responding
to a request from General Mills, Penn State
and the MIT Center for Transportation &
Logistics (MIT-CTL) last fall jointly ran an
IDS Symposium. Participants were drawn from
consumer product manufacturers, suppliers,
third-party logistics providers, and technol-
ogy analyst firms. The symposium was writ-
ten about in the Winter 2010 edition (Issue
No. 39) of MIT-CTLs Supply Chain Frontiers
(http://ctl.mit.edu/about us). The article was
titled “Demand Sensing at a Crossroads.”

What follows is my summary of the current
state of IDS, based on the symposium and on
my research and observations:

e [DS remains in piloting mode.
However, as the article in Supply Chain
Frontiers indicated, the concept is at a
“crossroads.” While supply chain managers
are finally convinced there is substantial
value to IDS, they believe that it will take
significantly more time and resources to
implement than originally thought.

® Symposium participants cited a host of hard
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EXHIBIT 1

benefits as demonstrated by
pilots. These included cost
and inventory reductions, rev-
enue growth, improvements
in new product launches,

Manufacturer
and better fill rates and retail-
shelf availability. With regard "
to top-line growth, the par- =

ticipants said that IDS yields
more timely information than
today’s syndicated data that
is up to six weeks old. It also
provides earlier feedback on
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T

implement Demand ~ Signal
Repository (DSR) databases to store massive quantities of
downstream data for easy access and rapid analysis. Moore's
Law (of exponentially increasingly computing capabilities) has
made such databases more feasible, yet the industry may need
to wait a little longer to reach the levels of computing required.
The goal for IDS is to leverage “daily data, daily.” That is, data
needs to be consistently collected everyday and processed
overnight for managers to act on it the next morning.

e As one participant in the symposium aptly put it,
the “drumbeat” of decision-making and planning at a
company will have to change to daily from what is now
monthly or weekly. Getting to this stage requires the
creation and implementation of enterprise-wide busi-
ness processes that can leverage daily demand signals.
Today’s demand-supply chain activities are typically
driven by customer orders and not by what is going on
downstream, such as on retailers’ shelves. The enter-
prise-wide processes needed to get the needed data—
upstream and downstream—requires the input of mar-
keting, sales, and finance as well as the supply chain.

e Suppliers will face a significant challenge in coping
with the inconsistent policies and data formats that retail-
ers have been using in providing POS data. Some retailers
“don't get it” and others “don't have it.” Some give it for
free, while others charge. Most significantly, some com-
panies—Wal-Mart being the primary example—will not
allow a third-party to access and host data on behalf of
suppliers. This restriction is hampering syndicated data
innovation. Suppliers are finding that having to develop
DSRs on their own to accommodate the policies and data
formats of multiple retailers is proving cost-prohibitive.

Where Do We Go from Here?

The IDS concept, which is very much at a crossroads,
is leaving managers in a quandary. They believe it will
ultimately yield big benefits; however, they struggle with
coming up with effective means to achieve those ben-
efits. Supply chain managers realize that they need to
jointly implement enterprise-wide business processes
with counterparts from marketing, sales, and finance.
In and of themselves, these implementations are huge
efforts. Over and above this, they recognize the neces-
sary (and costly) effort required to build DSRs that will
allow them to leverage “daily data, daily” from the lion’s
share of retailers. Data from just a few simply will not
achieve the critical mass needed.

As technology analysts at the symposium noted,
the industry is experiencing “perpetual pilot syn-
drome” and “no one has cracked the code on demand
sensing.” | believe retailers will have to play a larger
role in establishing what is needed. Suppliers have
their hands full implementing cross-functional busi-
ness processes. So it's up to the retailers to estab-
lish industry-wide data standards. At the same time,
they need to work with technology providers to offer
hosted DSRs so that suppliers can inexpensively pur-
chase syndicated data, rather than having to develop
DSRs themselves.

Barring this support from retailers, some day some
supplier might “crack the code” and get substantial com-
petitive advantage from IDS. However, implementing
IDS today represents a big gamble for a single supplier
to take on itself, especially in an uncertain economy.
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Pragmatic Strategist:

Ronald D. Schnur

By John Kerr

on Schnur spent much more than he had to
Rwhen he was a sourcing chief at beer maker

Coors. Instead of trying to procure bottle
labels for as little as possible, Schnur and his team
chose more expensive labels that change color
when the bottle is cold.

The additional spend was entirely justified.
Consumers love the idea of knowing their beer is “ice
cold” when the mountains pic-
tured on the label turn blue.
The labels’ special tempera-
ture-sensitive ink, also sourced
by Schnur, significantly boost-
ed Coors brand qualities—and
sent sales and market share
soaring.

Schnur cites this example
to expose the central flaw in
conventional cost-centric sup-
ply chain approaches. “Supply
chain people should have met-
rics that are tied as much to
revenue and growth as to cost
saving,” he says. “We really
have to do a better job of get-
ting people prepared to oper-
ate in a world like that.”

As the vice president of
dairy supply & operations at
WhiteWave Foods Company,
Schnur practices  what he
preaches. “You have to learn to understand and
appreciate the sales and marketing world and speak
their language—and engage with them,” he says. He
describes how he adapts his presentations to ensure
that they translate for his colleagues from other
functions: for instance, how a dollar not spent is the
equivalent of so many cartons of milk sold to super-
markets. When he speaks with finance staff, he talks

MAY/JUNE 2011

Ron Schnur defines leadership as the
ability to engage and excite people around plicr diversity.
the achievement of a common goal.

in cost per container and about shareholder value—
not about the supply chain’s specific metrics. And
he makes it his business to get out into WhiteWave's
markets, joining sales and marketing teams on visits
to customers to get an immediate sense of the scale
and cadence of demand.

In his current role—he has been in the job since
mid-2009—Schnur is in charge of providing strate-
gic, financial, and operational
leadership for the compa-
ny's dairy supply chain and
operations team of 115. His
group also provides direct
support for WhiteWave's
foods

unit, whose Horizon brand

organic business
is a familiar sight on store
dairy shelves nationwide.
Previously, Schnur was
vice president of procure-
ment and supplier man-
agement for Sears Holdings
Management Corp. There,
he steered procurement and
supplier management activi-
ties for $8 billion in non-mer-
chandise spending and had
responsibility for corporate
aviation, e-sourcing and sup-

Prior to joining Sears
Holdings, Schnur was vice president, strategic
sourcing for Coors Brewing Company for nearly
five years, leading procurement and supplier man-
agement activities encompassing raw materials,
packaging, corporate services, and supplier diver-
sity. He has also held procurement and supply
leadership positions in several other organizations,
including Eaton Corp. and Chrysler Corp.

WWW.sCmr.com
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PROFILES in LEADERSHIP cowinweas

Getting Results Through People
Schnur defines leadership primarily as
the ability to engage and excite people
around the achievement of a common
goal or objective. “Great leaders get
results through people—by building
organizational capability,” he says. “To
put a bit more emotion into that assess-
ment, people have some fundamental
questions that determine your ability
to lead them. Are you committed to
the task? Are you engaged? Are you
leading from the front? People gravi-
tate to positive energy. Also, is there
a sense that I can trust you? And do
you have empathy—do you care about
me? These are some of the things that
employees will want to know about
their leaders,” says Schnur.

Asked about the development of his
own leadership style, Schnur describes
a trajectory that will be familiar to regu-
lar readers of this column. “You mature
from a state of doing and of having
people think you're the smartest person
in the room to one of teaching—help-
ing people grow so they can do it them-
selves. Youre no longer telling them
what to do,” he says.

When he took over strategic sourc-
ing and supply at Coors, Schnur had to
keep those ideas very much in mind.
With a mandate from senior manage-
ment to have the supply chain group
add more value to the whole organi-
zation—for instance, by partnering
with sales and marketing to bring new
products to market—Schnur con-
cedes that he sometimes had to resist
the urge to do things himself. The
pressures to perform were significant.

Schnur knew it was necessary to
build an organization that could expand
and sustain strategic sourcing activities.
“To transform a group of 100 supply
professionals, you have to bring people
along. People go at different paces;
you have to recognize that,” he says.
Throughout the group’s shift to a strate-
gic sourcing stance, Schnur had the full
support of Coors” supply chain officer
and chief financial officer; they helped

Www.scmr.com

coach him to walk before running.
“Youve got to understand what your
long-term vision is and articulate it,”
Schnur adds. “You have to make sure
your change effort has a solid founda-
tion, and then you pace your change.”

During his career, Ron Schnur
has arrived at five ideas that serve as
leadership guidelines for him and the
managers who report to him. The first
is simple: Do good work. “If I had to
turn it into a bumper sticker, it would
read: ‘Pursue excellence,” he says.
The second guideline is just as simple:
Get results. The third is a reminder
to do what is in the
best interests of the
enterprise in terms of
total cost, rather than
making decisions that
cut purchasing costs
in the short term. His fourth prin-
ciple gets at the team-building con-
cepts noted earlier—with a particular
emphasis on finding ways to resolve
conflicts. And the last idea: “Enjoy
what you do.” Says Schnur: “If you
don’t, then find something else to do.
Life is too short.”

Advocate for Supplier Diversity
Schnur has no problem enjoying what
he does. He is a board member at the
Institute for Supply Management.
An alumnus of Pennsylvania State
University's MBA program, he’s also
on Penn State’s MBA Advisory Board
and has served as a curriculum adviser
for the university's supply chain man-
agement program.

He is also well-known for his work in
developing minority suppliers, and has
been a board member of the National
Minority Supplier Development Council
as well as a member of its Corporate Plus
Committee. He is adamant that sup-
plier diversity initiatives must not—must
never—be viewed as social responsibility
programs. “It’s not a quota system and it’s
not a ‘nice-to-do’ thing,” he emphasizes.
“We all have a responsibility to do busi-
ness with suppliers that more and more

SuppLy CHAIN MANAGEMENT REVIEW -

reflect your consumers. It just has to be
part of how you research your category,
develop your category, and implement
your category strategy.”

Schnur has pushed for such prag-
matic supplier development every-
where he has worked. At WhiteWave,
for instance, his group works to
encourage their Tier One suppliers
to engage with minority suppliers.
“We'll help them with programs and
matchmaking. We'll lend our resourc-
es to help them find new sources,”
he says. But in no situation should
there be different types of scorecards

Enjoy what you do. If you
don’t, then find something
else to do. Life is too short.

for minority suppliers, according to
the WhiteWave supply chain chief.
“I don't believe in free lunches and I
don't believe in holding any group of
suppliers to any different standards
than any other suppliers,” he main-
tains. At Coors, his target was to attain
10 percent of his group’s spend with
women and minority suppliers within
five years, working with many of the
company’s Tier Ones. The target was
easily surpassed.

Schnur contends that there are no
great secrets to managing suppliers well.
He points to five truths he considers
universal. First, suppliers want to know
what'’s expected of them, with all con-
tract terms made very clear. They also
want to know how they are performing
against those expectations, using met-
rics that make sense to them and that
are consistent. Suppliers also appreci-
ate communication and information,
says Schnur; they want to be engaged
and want to know what's going on with
your business. They always want to be
(and deserve to be) treated with respect
and integrity. And of course, they want
to be paid a fair price.

Profound? Not especially. Practical?
Very.
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Do You Have the Skills

to Manage a Crisis?

By Dr. Bruce Arntzen and James B. Rice Jr.
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he tsunami that devastated northern

Japan and wreaked havoc on the world’s

third-largest economy delivered a shock-
ing reminder of the vulnerability of supply chains
to catastrophic disruptions. Other recent exam-
ples of such calamities include the earthquake
that struck Haiti in 2010 and Hurricanes Katrina
and Rita in 2005.

While much of the physical destruction
caused by disasters like these is unavoidable, it
is possible to mitigate the business impacts. For
example, Japanese car manufacturers suffered
production stoppages and parts supply interrup-
tions in the aftermath of the tsunami. But the
manufacturers were proactive in keeping cus-
tomers informed of developments and working
with current and prospective suppliers to mini-
mize the supply chain fallout.

In light of these experiences, what supply chain
skills are needed to be prepared for large-scale
disruptions and to recover quickly when disaster
strikes? And who in the organization should take
the lead in developing response strategies?

Risk Management Plus

All supply chain managers are risk managers in
the sense that they regularly deal with risks across
the supply chain. They hedge demand uncer-
tainty with extra finished inventory or additional
capacity, and guard against supply uncertainty
with dual sourcing and raw material inventories.
Supply chain managers buffer the organization
against unreliable manufacturing operations with
multiple production lines and plants.

While these areas of expertise are invaluable in
crisis situations—and underline the supply chain’s
critical role during emergencies—companies with
complex supply chains also need dedicated risk
management resources. An individual or internal
organization should take the lead in developing
business continuity plans and assessing the risks

MAY/JUNE 2011

throughout the supply chain.

The specifics of this role will vary from compa-
ny to company. But often the lead person is called
the supply chain risk manager (we shorten it as
SCRM here) and has responsibility for managing
risk for the entity, which could be a business unit,
a product line, or a product category.

Skill Set Needed

The skills required to fulfill the SCRM role are
reflected in the activities that need to take place both
before and after a disruption hits the organization.

Before the Event Happens

The secret to successful response to disruptions
is to prepare before the event occurs. To do this
effectively, the SCRM needs to address some
critical questions: What disruptions could hap-
pen? And how would these supply interruptions
affect the business? Importantly, this individual
also must consider both the possible sources of a
disruption as well as the associated end states—
and recognize that these scenarios represent dif-
ferent challenges. In considering the sources (for
example, earthquake, tsunami, hurricane, labor
action, fire, terrorist attack), the SCRM assesses
the probability of potential events, and decides
which require preparatory actions.

Humans are creatures of habit—a truism that
is reflected in the amount of attention people pay
to various types of risk. A recent survey by the
MIT Center for Transportation & Logistics (MIT
CTL) of 1,500 supply chain managers asked
these individuals to rank a list of 25 risks from
most to least frequently occurring. They judged
supplier failure to be the most frequent risk event
and earthquakes as the least frequent. The next
question asked them to rank the importance of
these same 25 risks to their supply chain. The
rank ordering of importance was almost identical
to that of frequency.
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TALeNT STRAT

The survey results strongly suggest that the respon-
dents were using one metric—frequency—to judge the
importance of a disruption. But what about severity of
the impact? Don't earthquakes do a lot more damage
than a supplier failure? As creatures of habit, these man-
agers focused their attention on the familiar risks that
A talented SCRM should avoid

forming a “risk comfort zone” and put all forms of risk in

happen most often.

proper perspective.

Having identified the types of disruptive events and
potential impacts, the SCRM can then develop appropriate
contingency plans. What actions can be taken to ensure
that the business continues to operate even if it loses the
ability to produce, ship, communicate, and secure sup-
plies, for example? The level of planning required to for-
mulate back-up plans requires creative thinking and a
“preparation” mindset.

Still, back-up plans alone are not enough when
responding to a severe disruption. The SCRM should
also establish resources such as emergency response
centers (ERCs), communications systems, chain-of-
command structures, and business continuity plans
that can be activated when the enterprise is thrown
into a crisis.

Finally, the supply chain risk manager must help to
educate employees and increase awareness of emergen-
cy response practices. This will encourage employees to
consider potential crises, be aware of the consequences,
and think about what measures can be taken to prevent
or mitigate the impact of a business interruption.

After an Event Happens

After a disruption, the focus shifts to recovery and imple-
menting the contingency actions that have been developed
for such emergencies. The key is to react quickly: compa-
nies that delay not only risk a lengthier recovery, but have
more difficulty securing scarce production capacity that
has already been taken by nimbler players.

Typically, an organization will activate an ERC at the
corporate level or in the region where the even occurred, or
both. An ERC can even be “virtual.” In the Japanese tsu-
nami disaster, for example, Hewlett-Packard set up a vir-
tual situation room where managers across the world could
pool information.

The ERCs should be staffed by key functions that typi-
cally come under the supply chain umbrella such as pro-
curement, operations, and distribution. The SCRM directs
the overall effort, though he or she may or may not be a
part of the team. These functional experts are the central
coordinators for the supply chain response. They need
knowledge and a skill set that may not normally be part of
supply chain manager’s make-up. For instance, they must
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be intimately familiar with the business continuity plans
established by the planning group. And they should be able
to interpret the plans quickly and adjust them as needed
depending on how the situation is unfolding.

This type of decision making requires the ability to work
under extreme pressure with limited data, and to coordinate
across many parties in the supply chain. These emergency
response specialists work effectively in an informal hier-
archy and, where necessary, assume authority over more
senior managers.

Managers with these “extreme” problem solving capa-
bilities rapidly consider a situation and craft creative
solutions to unanticipated problems. Similar to a broken
field runner in football, they are able to handle surpris-
es without being derailed and come up with innovative
solutions. Such innovation was evident at one company

Steeling the supply chain against
calamities is part of a culture

of emergency response that any
enterprise can benefit from.

that was faced with the loss of a critical petroleum-based
packaging material in the aftermath of Hurricane Rita.
It redesigned its packaging around non-petroleum-based
materials as a near-term solution to circumvent the mate-
rial shortage. This undoubtedly entailed a cost increase
and numerous changes. But the problem solvers did not
accept the base constraint and found a solution that kept
their products on the shelves.

Emergency responders also require a mix of diplomat-
ic and listening skills—and a thick skin. They also must
be exceptional communicators. These individuals are the
company’s main channel of communication both internally
and externally in crisis situations. The external audience
includes highly demanding media representatives.

Expect the Unexpected
Merecifully, disruptions on the scale of the tsunami that
ravaged Japan are few and far between. But that does not
mean that supply chain organizations should ignore the
possibility of being affected by such disasters.

Steeling the supply chain against calamities is part of
a culture of emergency response that any enterprise can
benefit from. But that culture requires specific skills that
are not part of regular supply chain operations. It is incum-
bent upon companies—particularly large organizations
with complex supply chains—to nurture these skills and
identify individuals who can take the lead in supply chain
risk management.
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By Derek Jones and Thomas Schramm

round the world, interest in cloud com-
puting is growing rapidly, as executives in
more and more industries identify ways
to capitalize on the benefits it prom-
ises. Many organizations are now using
cloud services and technology to develop
innovative products, improve operations,
share information with customers, partners and suppliers,
and run important enterprise applications. Despite secu-
rity concerns and other challenges, executives in virtu-
ally all sectors believe cloud computing can provide their
companies with lasting competitive advantage.

Over time, the cloud revolution will reach every area
of business activity, reflecting the benefits it offers in
terms of costs, scalability, and flexibility. Not surprisingly,
interest in cloud’s potential in supply chain management
is increasing apace, as companies worldwide strive to
make their supply chains more flexible, dynamic, and effi-
cient in response to ever-increasing volatility in customer
demands and market conditions.

Benefits Beyond Costs and IT Capacity

Currently, most attention is focused on how cloud comput-
ing can reduce IT costs and help companies meet press-
ing—but often short-term—computing needs. However,
some organizations are looking beyond these short-term
opportunities to determine how clouds can help them
achieve a permanent step-change in competitiveness. In
the coming years, as operational excellence becomes ever
more critical for success, executives in both the developed
and emerging world will take advantage of cloud computing

to run leaner, more agile operations at lower cost.

In fact, reducing capital expenditure and recurring [T
costs are just two of the many reasons organizations decide
to pursue cloud computing and services. The Accenture
Institute for High Performance recently concluded an
18-month research study into cloud computing, involving
interviews with some 669 senior executives worldwide.
Exhibit 1, drawn from this study, illustrates the wide diver-
sity of drivers behind enterprises’ cloud computing activity.
While cost benefits claim the top two places, other impor-
tant benefits being targeted include enhanced communica-
tion and collaboration, more standardized and efficient pro-
cesses, and provision of I'T services in locations with limited
IT infrastructure, resources, or skills.

All of these potential benefits are highly relevant to sup-
ply chain management. In addition, the close alignment
between the cloud’s capabilities and the needs of high-
performance supply chains is further underlined by the fact
that supply chain is one of the leading areas where busi-
nesses expect to use cloud computing in the near future.

As Exhibit 2 illustrates, respondents to our High
Performance Cloud Computing research believe that
over the coming 18 months they will use cloud com-
puting and services primarily to provide shared IT
platforms, manage and store data, run enterprise appli-
cations, improve productivity and collaboration, and
execute analytics. Within these general objectives, the
third-highest priority is running CRM, ERP, or supply
chain management applications in the cloud. This prior-
ity came behind only running multi-organization IT plat-
forms, and data back-up.

Derek Jones (derek.m.jones@accenture.com) is the

Research & Development lead in the Accenture Supply
Chain Management practice and Thomas Schramm
(thomas.a.schramm@accenture.com) is the Executive

Director in that practice.

CLOUD
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Cloud computing—an emerging technology that
gives users wide access to computing capabilities
without the costs of ownership—has huge potential
for the supply chain. In fact, the cloud is poised to
usher in a new era of high-performance SCM. But
before making the transition to cloud computing,
companies need to address six key questions to

make sure that they capitalize on its full potential.

OMPUTING
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Cloud Computing

EXHIBIT 1

Reducing up-front costs/capital expenditures
Reducing/avoiding cost of maintaining IT infrastructure

Improving communication and collaboration between individuals

Providing new ways to engage and interact with customers
Providing IT services where IT infrastructure, resources and labor is limited

Developing news or improved services/products more quickly

Enabling processes that are not otherwise cost-effective or feasible
Exchanging data more efficiently with outside organizations
Establishing uniform processes in different regions

Developing products or services that were not feasible before

Reducing energy consumption

Source: The Accenture Institute for High Performance’s Global Cloud Computing Survey

How Important Are These Benefits in Using/Exploring Cloud Computing?

Providing platforms for standardized, efficient business processes _

Changing business processes more rapidly [INEIIN27581
Improving analytical capabilities _

focus on the truly key issues,
and start to identify the real
opportunities and risks that
35% | cloud computing brings to
34% | their own organization.
41%
& | 1. What is cloud
37% .
s | computing and
- how does it
sm | WOTk?
40% As we noted earlier, cloud
379, computing allows companies
36% to access IT-based services
0% via the Internet. These ser-
355 vices include infrastructure,
applications, platforms, and
business processes. Across

Six Critical Questions
While cloud computing in the supply chain is attracting
growing interest, it is also generating some difficult ques-
tions. We are still at the dawn of the cloud computing
era—a stage at which companies are experimenting with
cloud services, or are in the early stages of implementa-
tion. It will take years to see the exact ways in which
cloud computing will change or transform how business
is conducted and companies compete.

We believe that cloud computing will ultimately
drive a revolution in the way supply chain services are
provided; in particular, we envision a shift away from tra-
ditional, contracted outsourcing models to more flexible,
transaction-based models. Some companies are already
using cloud computing to do this, such

all these offerings, cloud ser-
vices tend to share several characteristics:

e little or no requirement for capital investment to
enable usage;

e variable pricing based on consumption—buyers
pay per use;

e rapid acquisition and deployment;

e [ower ongoing operating costs than I'T owned and
managed in-house; and

e programmable and adaptable in use.

Companies that have begun to map out and plan
their cloud strategies have typically focused on IT infra-
structure initially. The benefits targeted include finan-
cial flexibility, lower total cost of ownership (TCO),
speed to market, and the availability of information

as the U.K.-based confectionary com-
pany Cadbury (see accompanying side-

What Is Cloud Computing?

bar). The good news for other businesses
is that they have time to decide how to
use the cloud and to learn how to man-
age its risks—thereby enabling them to
save money, improve their operations and,
most critically, transform themselves into
a more formidable competitor.

Supply chain executives can get a head
start by conducting a timely, focused, and
productive evaluation of cloud’s poten-
tial and pitfalls. To help them do this,
Accenture has identified six key questions
that decision makers should ask about this
still-new phenomenon. By addressing these
questions, supply chain executives can

12 SupprLYy CHAIN MANAGEMENT REVIEW *

he term cloud computing originated as a twist on “computing cloud,”

an easy-to-visualize way to portray a group of computers or the
Internet itself. Put simply, cloud computing allows users—wherever they
are in the world—to obtain computing capabilities through the Internet
from a remote network of servers.

When provided as a service from an external company, cloud comput-
ing lets organizations bypass the expense and overhead of buying, install-
ing, operating, maintaining, and upgrading the networks and computers
found in data centers. Instead, users tap into a service when it’s needed
for as long as it’s needed. All that is required is a broadband Internet con-
nection, at the other end of which are computing clouds—supersized data
centers containing tens of thousands of servers hosting Web applications.
Organizations usually pay for cloud services based on the kind and the
amount of services used.
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EXHIBIT 2
How Will You Use Cloud Computing in Next 18 Months
Providing an IT platform for business processes involving multiple organizations level. Private clouds also can
Backing up data span multiple companies,
Running CRM, ERP, or supply chain management applications effectively becoming private
Providing personal productivity and collaboration tools to employees “trading eXChanges” for part-
Developing and testing software ners in the extended supply
Storing and archiving large files chain.
Analyzing customer or operations data In contrast, small and
Running e-business or e-government websites medium-sized enterprises
Analyzing data for research and development may find a public cloud to
Supporting projects be the most suitable solu-
Meeting spikes in demand on our website or internal systems tion. Though they may sac-
Processing and storing applications or other forms rifice a degree of customiz-
Running data-intensive batch applications ability, these organizations
Sharing information with the government or regulators gain such benefits as lower
Providing consumer entertainment, information and communications cost, simplification of IT
None of the above/Not applicable . 2% support, sca]ability, and
ongoing innovations and
Source: The Accenture Institute for High Performance’s Global Cloud Computing Survey upgrades_ Crucially, adopt—

anywhere and anytime. However, cloud also brings
opportunities to expand similar benefits up the value
continuum to applications and processes, and into the
design, development, and delivery of innovative prod-
uct and service offerings for customers. The hierarchy
of cloud opportunities that starts with infrastructure,
and then moves up through platform, application, and
business process clouds, is summarized in Exhibit 3.

Clouds at each level of the hierarchy can take two
forms: private and public. Private clouds are built within
a company’s data center and are designed to provide and
distribute virtual application, infrastructure, and com-
munications services for internal business users. In con-
trast, public clouds extend the data center’s capabilities
by enabling the provision of third-party providers over a
network.

The choice between private and public clouds rep-
resents a trade-off between security and flexibility.
A company using a private cloud (an approach that is
sometimes required by regulators) gains the perceived
benefits of lower risk and higher data security because
the company owns and holds the cloud data and services
within its own infrastructure. With a public cloud, the
user’s data is held externally alongside that of other busi-
nesses. Yet a public cloud also tends to offer greater flex-
ibility and scalability than a private cloud.

Different types of businesses may make different choic-
es regarding public or private clouds for running their sup-
ply chains. Large multinational companies with multiple
global supply chains may decide to use private clouds as
a way to standardize their I'T infrastructure, simplify their
upgrade paths, and standardize their processes—while still
retaining a high degree of customization at the enterprise

WWWw.sCmr.com

SurppLy CHAIN MANAGEMENT REVIEW -

ing this approach means
they will not need to run complex implementation proj-
ects. Cloud computing allows them instead to focus on
training and change management support for the affect-
ed users.

2. Is cloud more than just a
techmology or applications play?

Certainly, technology is the bedrock of cloud computing.
However, cloud represents much more than “just anoth-
er” technology platform. In fact, it promises to transform
how companies buy and use IT services, both within the
supply chain arena and across the broader enterprise.

Moving further up the cloud computing continuum
shown in Exhibit 3, we believe that cloud technology
will also be the enabler for an entirely new paradigm:
cloud-based supply chain processes, or “supply chain in
the cloud.” Put simply, in the not-too-distant future we
expect to see providers of supply chain services leverage
the cloud computing technology to provide services on a
transactional pay-per-use basis to any customer, anywhere,
anytime. The emergence of supply chains in the cloud will
have a transformational impact on the way in which sup-
ply chains are created, managed, and optimized.

What is it about cloud technology that will enable it
to transform supply chains operations in this way? The
answer essentially comes down to two key attributes that
cloud brings for users of cloud-based services. The first is
that little or no CapEx is required. Cloud-based applications
and services are generally provided almost entirely on a
transactional basis. That means users require little or no
capital expense outlay to get started in new business seg-
ments, markets, or geographies.
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EXHIBIT 3

Continuum of Four Cloud Computing Opportunities

Process/Industry Clouds

Standardized horizontal or vertical business processes provided on a sub-
scription basis to individual clients and industries: Business Process Utility

Application Clouds

Business application provided on a subscription basis

Platform Clouds

Virtualized development and run-time platform

Infrastructure Clouds

“Raw” infrastructure (CPU, memory, storage, network) available
on an as-needed basis in public or private clouds

Source: Accenture Analysis

The second attribute is that low barrier to entry
will create new market entrants. Because major capital
investments and staff ramp-ups are not required, new
companies will find it easier to establish themselves in the
marketplace. These new competitors will combine inno-
vative ideas with readily available, cloud-based services to

challenge established market leaders—without the need
to build up an entire supply chain infrastructure.

Supply chain in the cloud is a concept that is still
in its early stages. It will develop at different paces in
different process areas, industry sectors, and markets, as
described below:

® Process areas—Supply chains in the cloud are
likely to take hold initially in areas on the fringe of what
companies consider core capabilities. Processes like
global trade compliance, transportation route planning,
freight bill audit and payment, and even basic product
design engineering are all likely candidates.

¢ Industry sectors—The ecarly adopters will prob-
ably be industries both with products that are less
complex, and those with the greatest cost and margin
pressure. This includes industries like mass-market
consumer goods and parts and supplies in the automo-
tive and industrial equipment sector. Sectors like phar-
maceuticals and high-tech will likely adopt cloud solu-
tions further down the road.

e Market—Supply chains in the cloud will be char-
acterized by a more efficient way to use services because
cloud enables companies to add and ramp up services
more quickly with little or no capital investment. As a
result, the most likely early adopters of cloud-based sup-

In 2008, Cadbury decided to transform its physical supply
chain by improving collaboration and visibility end-to-
end. The U.K.-based confectionary company realized this
would only be possible if all the relevant systems were
integrated and if everyone involved—from company manag-
ers to key partners across the extended supply chain—were
able to manage supply chain events in real-time.

Having evaluated the options to achieve this goal,
Cadbury decided to implement a cloud-based Software-as-
a-Service solution called CarrierNet, developed by Deltion
in the U.K. The solution was implemented in January 2009
and went live at the start of the busy Easter selling peri-
od that year. (Cadbury is now part of Kraft Foods, which
acquired the company in early 2010.)

By mid-2010, CarrierNet had saved Cadbury £145,000,
while also helping it to drive customer service levels to an
all time high—actually hitting 100 percent at times. Within
the first year of implementation, Cadbury saw a £45,000
reduction in transport costs due to the elimination of incor-
rectly addressed loads. Furthermore, no loads were deliv-
ered to the wrong address. Additionally, because the cloud-
based tool enables users to monitor and “talk-in"’ any potentially
failed deliveries caused by customer challenges or vehicle hold-

Cadbury’s Cloud-based Success Story

ups, the company reduced the number of “returned loads”
—that is, loads sent back to Cadbury because the driver
could not complete the delivery. This reduction resulted in a
further savings of £50,000.

The first year of cloud computing also saw Cadbury take
40,000 truck miles off the roads, reducing annual carbon
emissions by 650 tonnes and savings £50,000 in staff costs
through better planning. Cadbury’s supply chain partners,
including co-packers, also have saved significant sums by
reducing the resources required for planning.

Commenting on the results to date, Keith Newton,
Customer Logistic Director for Cadbury Britain & Ireland,
said: “The implementation of the CarrierNet solution has
enabled us to move from a series of unlinked systems to an
interfaced solution that has totally eliminated a number of
areas of failure. It is no coincidence that since implementa-
tion we have recorded a number of 100 percent customer
service days, which is a significant achievement for a large
FMCG company such as Cadbury.”

Sources: Adapted from publicly available materials on the
Deltion website, www.deltion.com, and on the Logistics

Manager website, www.logisticsmanager.com
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ply chain services may be organizations in countries that
have less developed infrastructure, and where traditional
approaches require higher up-front investment.

3. Is cloud a reality for all
supply chain processes?

While cloud computing for supply chain processes will
have a transformational impact, it is unlikely that every
single process will ultimately be a candidate for cloud.

Two categories of processes, in particular, may prove
not to be well-suited to cloud computing. First, complex
and/or unique processes that require a heavy degree of
customization are less likely to be delivered as cloud-
based services, at least in the near future. Second, pro-
cesses that require heavy integration with either a physi-
cal flow or with other information systems (particularly
those requiring ultra-fast response times) are not well-
suited to cloud. A good example of these might be opti-
cal character recognition used by postal services that
process mail at speeds of 30,000 pieces per hour.

These exceptions aside, there are many supply chain
processes that lend themselves readily to being cloud
based. These include some that are already available,
if not in a fully cloud-based model, then somewhere on
the spectrum towards cloud-based processes. By this we
mean services that can be ramped up relatively quickly,
that have no long-term contracts, and are paid for on
a per-transaction basis—even if the model is not com-

solutions will become more mature, standards will be
defined, and leading players will be established. Taking
all this into account, we expect cloud-based processes
will be established in three major waves by 2015, as
shown in Exhibit 4.

Of course, these are merely projections of what might
evolve, based on development to date. Over time, innova-
tive ideas from providers and demand for services from
consumers will ultimately determine which processes
move to the cloud. In all areas, the basis for successfully
providing supply chain processes in a cloud is a strong
combination of IT infrastructure and process excellence
and expertise.

4. What specific benefits can
cloud bring to my supply chain?

Supply chains in the cloud will bring an array of benefits
for users. We can group these benefits broadly into two
categories: financial and operational.

Financial benefits. For users of cloud-based services
in the supply chain, one of the most powerful benefits
will be the ability to switch capital expenditure into opera-
tional expenditure. This is especially attractive in the
current environment in which companies are limited
by the capital markets in terms of the amount of capi-
tal expenditure they can make. By utilizing cloud-based
supply chain services, they can reduce the amount of
capital investment required to operate and to grow.

pletely Software as a Service,
and the technology is not

EXHIBIT 4

massively scalable. The areas
where this kind of service is
Wave 1

Implementation Waves for SCM Processes on Cloud Platforms

currently being used include
freight bill audit and pay-
ment, spare parts locating,
and transportation sourcing/
bid management.

Going  forward, those
supply chain processes that
lend themselves to cloud
computing can  generally
be divided between (1) the
“lower-hanging  fruit” that
is likely to move to cloud in
the short-to-medium term
and (2) the more challenging
and complex processes that
are longer-term candidates
for cloud. At the same time,
the market for cloud-based
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2010-2011

Processes and providers
characteristics and examples

Early pilots. Driven by innovation
and continuous improvement needs,
testing attitude.
Support and administrative
processes. These can easily be
abstracted and isolated, and do
not require complex integration.
Examples:

 Capability development/

training delivery
« Simple analytics

Source: Accenture

Wave 2
2011-2013

Processes and providers
characteristics and examples

Maturing phase, first providers
disappear from the market, others
invest to grow and improve service
offering.

Higher focus on core and rather
complex processes.

Examples:
 Pricing optimization
« Replenishment planning
« Order processing
 Transportation load building

Wave 3
2013-2015

Processes and providers
characteristics and examples

Consolidation phase, major players
in each category defined. Well
established models for usage and
payment of cloud based services.
Also complex processes covered
in cloud, e.g. requiring collaboration
between many entities and tighter
integration with other processes,
and perhaps involving physical
capacity constraints.
Examples:

¢ Collaborative engineering

* Warehousing and distribution
of physical product

* Reverse logistics/returns
processing

* Fleet management
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A related advantage is the opportunity to move to a
more variable cost structure. By taking advantage of trans-
actional commercial terms, companies will be able to
“variablize” their cost structures so that costs move more
in line with revenue. Compared to traditional outsourc-
ing models—which typically have fixed prices and long-
term contracts—cloud-based services will enable com-
panies to ramp up easily in times of growth and ramp
down in times of lower demand, without finding them-
selves stuck with excess capacity and cost.

Operational Benefits. Cloud’s advantages in terms of vari-
able costs also are reflected on the operational side. In par-
ticular, transaction-based services enable quick ramp-up and
ramp-down of process volumes—and even of new processes
and services. For example, assuming availability of viable
cloud-based capabilities, companies may decide in times of
unusually high demand to use a demand-and-supply planning
solution for a limited period of time. This enhanced flexibility
also allows faster entry into new markets and geographies.

Companies should also benefit from improved
uptime in their supply chain applications because hav-
ing fewer instances of software simplifies the support
and maintenance.

A further operational benefit of cloud is process excel-
lence, as users are enabled to take advantage of best-of-
breed processes and services in a lower-cost and more
flexible cloud environment. Cloud also will enable com-
panies to focus more efficiently on running their most
important and differentiated core processes.

5. How will cloud computing
change business models in
supply chain?

We anticipate that rising adoption of cloud computing
will have a major impact on supply chain business mod-
els. This change will make itself felt in four main ways:

e Better and broader decision-making. The integra-
tion enabled by cloud-based applications and pro-
cesses will enable faster and more effective cross-
enterprise and extended supply chain analysis and
reporting. This will result in more accurate, timely, and
comprehensive management information, thereby sup-
porting better decisions.

o [T governance. 1T governance will undergo a sig-
nificant change in that it will need to consider standards
and expectations towards providers of cloud-based ser-
vices, not just infrastructure and applications. Factors
such as interaction models, service levels for availabil-
ity, and potential downtimes will need to be defined.
Perhaps the most significant change, though, will be the
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application integration with cloud-based services, which
needs to be architected in a way that enables customers
to change service providers quickly and flexibly.

® Business process governance. Companies will need
to ensure that cloud-based processes are used across all
regions and legal entities in order to standardize the glob-
al operations and take full advantage of the financial and
operational benefits. This will require process governance
that can plan and manage all continuous process improve-
ments across the enterprise.

e Financial governance. Companies who opt for supply
chains in the cloud will come to look at all the aspects of
contracting for services differently from how they do so
today. This will be reflected in the following:

Administration and budgeting: While cloud-based ser-
vices will enable ultimate flexibility, their pay-per-use fee
structure will require companies to apply rigorous gover-
nance over who is using the services, how often, and why.
And they will need to account for the costs accordingly.

Measuring and monitoring: The transactional nature
of cloud-based services will require new SLA models, pos-
sibly based on response time, accuracy, or other measures
of effectiveness.

Billing and payment: The transactional nature of
cloud-based services will increase the complexity of bill-
ing and payment compared to traditional approaches.
Companies will need accounting systems and processes
that allow them to accurately pay for services that were
requested, provided, and met any contingent criteria.

6. What are the challenges—
and how can they be managed?

The journey towards cloud-based supply chains will
require companies to overcome a number of hurdles.
The foremost of these may be concerns over data secu-
rity, an issue that surveys consistently show is the number
one concern about joining a cloud-based service environ-
ment. For the most part, however, the cloud providers
have addressed the security issue. In any case, companies
using cloud-based services should perform data security
audits together with the cloud provider to ensure that
their customer data is properly protected.

A further risk is a loss of skills and knowledge from the
organization. Because cloud-based solutions will facilitate
moving processes beyond the organization’s borders, com-
panies need to have a very clear and deliberate strategy as
to which processes are to be owned and operated inter-
nally (mainly core processes) and which are less critical
and strategic and, therefore, could be handled by a ser-
vice provider. Once a company loses detailed knowledge
of these non-core processes, it could be very difficult to

WWW.sCmr.com


http://www.scmr.com

re-establish them in-house.

Compounding this risk of los-
ing valuable skills is the danger of a
service provider going out of business,
a scenario that would be especially
detrimental during the relationship’s
early stages. As with any supply
chain partnership, companies need
to mitigate this risk by evaluating the
strength of the overall market and
the specific strength of their chosen
provider. This involves using tradi-
tional risk-management and due dili-
gence techniques to determine the
risk of failure and to identify viable
alternatives in case of a failure.

Given the one-to-many nature of
many cloud services, companies also
worry about a loss of customization,
fearing they will have to use a stan-
dardized process that does not fit their
specific business needs and operat-
ing model. This risk can be offset by
advances in configurability. Software
vendors and service providers are
going to increasingly offer the ability to
configure within a standard code base.

Similarly, because competitors
may be using the same or similar
service offering, some companies
perceive a risk that using a public
cloud may result in a loss of competi-
tive advantage in their marketplace.
However, if a process gives a company
a significant competitive advantage, it
most likely isn't a candidate for a pub-
lic cloud process anyway. A private
cloud still provides major benefits such
as massive scalability, standardization,
and a clear upgrade path—the key dif-
ference from a public cloud being that
it does not deliver these in a multi-ten-
ant environment. So companies can
still take advantage of the technology
benefits with internal/private clouds
and create competitive edge through
differentiated capabilities.

While these are all important chal-
lenges for companies considering a
move to supply chains in the cloud,
the most significant challenge may well
be making the changes required to the
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overall business model, as we outlined
above. Most companies today are not
governed in a way that will allow them to
take advantage of new cloud-based ser-
vices—so to make the most of the capa-
bilities, they will need to change the way
they make decisions and govern their IT,
business processes, and finances. Cloud
will require these to be governed more
from the top-down across the enterprise
as opposed to autonomously in individu-
al geographies and/or business units.

Migration Should Start Now!
While it will take some time for
supply chains to transition to cloud
computing, Accenture believes it
is already clear that the capabilities
and potential savings from clouds
are too great to ignore. Executives
are still grappling with the risks,
possibilities, and the cost of writing
off current investments in systems
and processes. Yet beginning the
journey sooner rather than later can
deliver some substantial financial
benefits. Some companies that have
embarked on the transition to cloud
computing are already starting to
realize those benefits.

As the cloud is embraced, a wid-
ening array of software vendors and [T
consultancies, service providers, and
venture capitalists will be drawn to
this new market. In fact, given the low
development costs, short development
cycle, and quick return on cloud ser-
vices, future advances in supply chain
IT and processes are much more likely
to be based on clouds than on conven-
tional computing.

So the critical question isn't
whether  cloud  computing  will
become a fundamental technology
in high-performance supply chains
in the next decade. Rather, it is how
successfully companies will profit
from the capabilities that cloud
computing offers. If your organiza-
tion has not yet started the journey
to the cloud, now is the time to start
mapping out your trip. o>
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ADVANTAGE

THE POWERFUL
POTENTIAL OF DEMAND

By Michael Shea and Berry Gilleon

Michael Shea (mshea@
griffinstrategicadvisors.com) is
President of Griffin Strategic Advisors
LLC. Berry Gilleon (bgilleon@
vikingrange.com) is Director of

Procurement at Viking Range Inc.

The ability to see customer
demand and align it with your
supply chain—what’s called
demand management—has
become a truly crucial capability.
But many supply chain managers
still struggle with building this
capabhility in their organizations.
A new survey uncovers the
challenges they typically face
and points to opportunities for

successfully overcoming them.
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MANAGEMENT

ow well does your organization do at demand man-
agement, and in particular demand forecasting? The
answer to this question is central to supply chain
and business success. Proficiency in demand man-
agement is absolutely critical in developing the right
relationships with suppliers, producing the right
amount of product at the right time, and forging a
mutually beneficial and profitable relationship with customers. For this
article and related survey, we see demand management as the process
of assessing customer demand and matching that demand with the
supply chain capability to deliver against it in a cost effective manner.
For the most part, we exclude demand management processes focused
on influencing demand.

Griffin Strategic Advisors recently conducted a survey among sup-
ply chain professionals to determine the challenges and success they
have experienced with demand management activities. (For more
details on the survey, see accompanying sidebar on page 20.) Based on
the respondents’ collective experiences, we hoped to identify the state
of demand management today, the recurring challenges that need to be
overcome, and the best practices. From the findings, we also developed
what we hope are useful insights for taking demand management activ-
ities to a higher level. Importantly, in developing the survey we sought
the input of the supply chain professionals themselves. The idea was to
ensure that we had a “real-world” orientation.

Our survey focused on these key areas of inquiry: (1) most impor-
tant demand-management challenges facing companies; (2) demand
management integration with other related business systems; (3) best
practices in demand management; and (4) key issues around demand
forecast accuracy. We discuss each in turn below.

1.The Key Challenges

To put our discussion in a highly practical context, we wanted to learn
the most important demand-related challenges supply chain profes-
sionals were experiencing today. Reflecting obvious concerns about the
effectiveness of their forecasting capabilities, respondents put the chal-
lenges of long lead times, stock-outs, and excess inventory at the top
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of the list (see Exhibit 1). Two of the these top three—
stock-outs and excess inventory—have direct financial
impact on organizations, either through the potential
loss of business (stock-outs) or the inefficient use of
capital (excess inventory). Long lead time, on the other
hand, is more of a cause than an effect. Specifically, long
lead time exacerbates the problems inherent in demand
management such as variation in demand and supply
and other external factors.

We probed further to determine the relative impor-
tance placed on addressing the key challenges identi-
fied. Stock-outs was considered to be the most pressing
issue, rated as very or extremely important by 79 percent
of respondents. Excess inventory and long lead times
followed closely at 71 percent and 67 percent respec-
tively. There is some irony that stock-outs and excess
inventory lead the challenges, as they are diametrically
opposed in some sense. Isn't excess inventory the cure
for stock-outs? Such is the precarious balancing act we
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EXHIBIT 1

Single Most Important Demand Management Challenge
Long Lead Times
Stock-Outs

Excess Inventory

New Product Planning
Short Product Lifecycle
Obsolete Inventory

Other

0% 5%

10%

15% 20% 25% 30%

call demand management.

We further asked the respondents to assess their
efforts at addressing the important challenges identi-
fied. The results show that they were doing the best job
with regard to stock-outs and long lead times; 75 per-
cent reported at least moderate success in tackling the
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Demand

stock-outs issue and 70 percent had a similar level of
success with lead times. Excess inventories proved to be
a slightly tougher challenge. Only 55 percent indicated
that they were moderately or extremely successful in
addressing that task.

2. Demand Management Integration

Systems integration is key to efficiently addressing the
kinds of challenges identified by our survey respondents.
Highly integrated systems allow companies to drive to a
“one number” state in which decisions made in the func-
tional areas are all driven off a common data set. Other
benefits of integration include reduced manual transfer
of information from system to system, which has a posi-
tive impact on speed and accuracy.

So we asked respondents how effectively their supply
chain activities were integrated with the demand man-
agement software/systems. These software and systems
are used to manage information and form the basis of
planning, sourcing, producing, and delivering products.
The principal ones include demand management solu-
tions, S&OP (Sales and Operations Planning), and ERP
(Enterprise  Resource Planning). Survey participants
were asked to respond to these questions on integration

Details of the Demand
Management Survey

his survey was designed to gain an understanding of

current practices in demand management across a
broad spectrum of industries. The survey evaluated the
use of systems and their effectiveness, specific challenges
faced in demand management, and the degree of success
in tackling these challenges. It also sought to determine
the financial opportunity of improved demand manage-
ment and to gauge the effect of the recent financial down-
turn on demand management capability.

The survey attracted 190 respondents representing
companies in a wide variety of manufacturing and ser-
vice industries. The respondents represented company
sizes from less than $100 million (25 percent) to greater
than $10 billion (13 percent). Every continent except
Antarctica is represented in the survey, with the majority
(70 percent) coming from the United States. The respon-
dents represented all levels of the organization; 22 per-
cent were at the vice president level or higher; 32 percent
at the director level; and 50 percent at the manager or
professional level. This diversity of roles and responsibili-
ties among the participants enriched the follow-up discus-
sions designed to elicit more specific understanding in key
areas.
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whether they were using an actual software package
or were performing these functions via a “system” (for
example, meetings or spreadsheets). Note that we were
not concerned with the specific type of solution or sys-
tem, but rather with their integration with the supply
chain. In the vast majority of cases, though, respondents
were using software packages.

Integration proved to be somewhat problematical
across the different dimensions we measured. With
respect to the integration of the supply chain and the
demand management software/system, just under half of
the survey respondents reported that they were at least
moderately integrated. (See Exhibit 2.) Of that number,
however, only 6 percent considered their companies to
be “extremely integrated”—the highest possible level of
integration. Most surprisingly, fully 25 percent said that
they were not at all integrated. The findings indicate that
companies overall still have a long way to go on this key
integration activity. Effective supply chain management
requires and depends upon the outputs from demand
management.

EXHIBIT 2

Degree of Integration: Supply Chain
and Demand Management System

Not At All Integrated _
Slightly Integrated _
Moderately Integrated _
Very Integrated _
Extremely Integrated -
0% 5% 10% 15% 20%

25% 30%

Interestingly, the level of integration seemed to cor-
relate positively with company size. For organizations
with annual revenues of less than $100 million, the great
majority (around 72 percent) put their level of supply
chain-demand management integration as slight or non-
existent; only 28 percent were moderately integrated or
better. For companies with annual revenues greater than
$50 billion, on the other hand, about 85 percent rated
themselves as moderately integrated or higher.

Integration of the demand management software
and S&OP is of fundamental importance, as the S&OP
process drives the execution of manufacturing and sales
activity. The needed integration could involve differ-
ent modules of the same software package or separate
software solutions. Overall, the respondents reported
that the integration between demand management and
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Demand

S&OP was even less than that of the demand manage-
ment software/systems and the supply chain. Only
15 percent said that the demand management-S&OP
integration was very integrated or extremely integrated.
(This compares to 20 percent for the supply chain-
demand management integration reported at these high
levels.) We consider this finding particularly telling
because of the critical relationship that demand manage-
ment has within the S&OP process.

The important message here is
that everyone could henefit from

striving to achieve best practices in demand

management for greater profitability.

With regard to the necessary integration between
demand management and the ERP system, which forms
the overall architecture of the organization’s core busi-
ness functions, we again found only limited integration.
In fact, four out of five respondents reported that inte-
gration between demand management and ERP was
moderate at best (with 25 percent saying not at all).
Only 15 percent characterized their situation as very
integrated and a mere 5 percent as extremely integrated.
Again, this clearly points to an area of significant poten-
tial improvement.

Discussions with respondents and software suppliers
identified several factors that may help explain this relative
lack of integration. First, many companies’ ERP systems
were installed with a strong focus on financial reporting
and manufacturing, with demand management modules
either not purchased or activated. Second, demand man-
agement software systems often have been developed
with an eye toward specific industry needs, retail demand
management being a good example. In general, getting
multiple systems to play well together in a seamless fash-
ion continues to challenge many companies.

3. Best Practices

What currently constitutes best practices in demand
management in a supply chain context? Almost by their
very nature, best practices are relative rather than abso-
lute. However, because they arise from the actual prac-
titioners—and the related processes, systems, and tools
that they use—the best practices are pragmatic and
innately valuable. The trick is discerning common prac-
tice from “best practice.” Our survey questions sought
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to bring greater clarity to that distinction. In particular,
we looked for best practices in demand management in
such areas as metrics and incentives, customer involve-
ment, and profitability.

As a backdrop to examining the best practices, let’s
first look at some of the organizational issues surround-
ing this activity. Demand management touches and
benefits other functions across the organization’s entire
value chain But where does the ultimately responsibil-
ity for demand management typically reside?
Our survey questionnaire gave respondents
the following possible choices: operations,
supply chain, sales, marketing, procurement,
and transportation/logistics. (See Exhibit 3.)

The survey results indicate that the
responsibility for demand management most
often resides in the supply chain function—
as reported by one third of the respondents.
The next most reported function was opera-
tions (21 percent), followed by sales (18 percent), and
procurement (14 percent). While these results may not
be surprising, it is clear that more companies view the
activity of demand management as more of a supply
chain or operations function than a pure sales function.

EXHIBIT 3

Responsibility for Demand Management Process

Supply Chain

Operations

Sales

Marketing

Procurement
Transportation
Other

MAY/JUNE 2011

As part of the organizational inquiry, we were espe-
cially curious about the interaction between demand
management and the procurement and the logistics/
transportation functions. (In our pre-research, a num-
ber of supply chain executives asked about this as well.)
Procurement and logistics play key roles in the suc-
cessful execution of demand management strategy. We
found that the interaction in both cases was relatively
strong—but could be even stronger. Thirty percent of
respondents reported that their purchasing function was
“very involved” in demand management; for logistics/
transportation the comparable number was 17 percent.
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Demand

The majority of respondents characterized their involve-
ment as “moderate” with regard to both functions.

Companies would certainly benefit from a closer
integration between demand management and these two
functions. Regular input around supplier issues, capac-
ity and mix, transportation or warchousing constraints,
for example, are invaluable for a solid demand plan.
Similarly, logistics needs accurate and timely input to
execute against the demand plan.

Best Practice: Performance

Metrics and Scorecards

A recognized best practice of any supply chain improve-
ment initiative are measures to gauge progress and to
incentivize the desired behaviors. As the saying goes,
“What gets measured gets rewarded, and what gets
rewarded gets done.” In that spirit, the survey asked if
companies had measurements (for example, scorecards)
and incentives around their demand management pro-
cess, what were those metrics and incentives, and how
effective were they.

Only about one fourth of the respondents surveyed
indicated that their companies had metrics for demand
management. The specific metrics mentioned most
often by this group focused on forecast accuracy, on-
time delivery, and fill rate. Even fewer respondents (22
percent) have actually incorporated incentives into their
demand management process. The main incentive they
used was bonuses, with awards and salary increases a
distant second and third.

Among those respondents with demand manage-
ment incentives in place, 42 percent rated them as very
effective and another 46 percent called them moder-
ately effective. These findings appear to make a strong
argument for using incentives as a best practice around
demand management. It's interesting that the great
majority of companies (80 percent) who did not have
demand management incentives felt that such incentives
would not be effective. So the logical questions become:
Have these companies tried incentives in the past but
were unhappy with the results? If they have never tried
incentives before, what's the reason for their pessimism?
In either case, they need to seriously consider the posi-
tive response of those companies that have successfully
implemented incentives.

Best Practice: Customer Involvement

Companies increasingly are adopting the practice of
using customer-provided forecasts, often as part of a for-
mal customer relationship management (CRM) program.
We wanted to learn the extent to which this practice was

24 SuppLy CHAIN MANAGEMENT REVIEW *

being adopted, if the results were accurate, and whether
the sales or demand management function was the main
interface with the customer.

Half of the companies reporting said they did not use
a CRM system, 37 percent said they did, and 13 per-
cent were not sure/did not know. Notably, the responses
showed a strong correlation between size of company
and CRM usage. In particular, companies with revenues
in excess of $2 billion are far more likely to have a CRM
in place than companies under this revenue level.

Customer-provided forecasts on the whole were not
considered to be particularly accurate. Only 4 percent of
respondents said such forecasts were very accurate and
another 37 percent put them as moderately accurate.
(None said they were extremely accurate.) The remain-
der—close to six of 10 respondents—viewed customer-
provided forecasts as only slightly or not at all accurate.
This general characterization of customer-provided fore-
casts holds true for all company sizes. Obviously, there is
significant room for improvement with regard to custom-
er-provided forecasts. But based upon the survey results,
it would appear that the use of such forecasts in and of
themselves is not necessarily best practice.

Asked whether sales or demand management is
the main functional interface with the customer, more
respondents pointed to the former. Twenty-eight percent
said that the customer interface was completely through
sales, 27 percent said it was mostly through sales, and
28 percent said it was equally through sales and demand
management. By contrast, only 14 percent said the key
interface was mostly through demand management and
only 4 percent said it was completely through demand
management. This general pattern held true across all
company sizes.

EXHIBIT 4

Impact of Demand Management on Profitability
None
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Best Practice: Profitability

From a purely business standpoint, perhaps that most impor-
tant question of our survey asked about the perceived bottom-
line impact of using best practices in demand management.
We were surprised at the potential upside in profit indicated
by the respondents. Fully one fourth of them cited a profit
potential of greater than 10 percent through better demand
management. (See Exhibit 4.) Most respondents saw the
profit potential in excess of 4 percent, while fewer than one
in 10 put the potential margin improvement at 2 percent or
less. Interestingly, respondents from smaller companies saw
a relatively greater profit potential in demand management.
The majority of respondents in the $2 billion and under cat-
egory put the potential at 10 percent or more. (One executive
we interviewed told us that a demand management improve-
ment project currently under way at his company will abso-
lutely and significantly improve profitability.)

The findings point to a significant potential upside
that all companies should explore aggressively. The
important message here is that everyone could benefit
from striving to achieve best practices in demand man-
agement for greater profitability. This finding obviously
merits further study to better understand in more detail
what needs to be done to uncover this potential profit,
the difficulty and cost associated with that effort, and
how to sustain the results.

4. Demand Forecast Components

Beyond the integration and best practice issues, the
survey sought to identify the key components asso-
ciated with demand management forecast accuracy.
Specifically, we looked at frequency of forecast updates,
internal and external data sources used, forecast accu-
racy and related impacts, and responsiveness of demand
management systems.

Frequency of Demand Forecast Updates
First, we wanted to determine how frequently the demand
forecast data was updated. By far the most common fore-
cast cycle was monthly (42 percent of respondents).
Weekly was next, reported by 18 percent, followed by
daily (13 percent), and quarterly (9 percent). One respon-
dent told us that his company also updates their forecast
“when there are serious management problems.”

No clear correlation emerged between the fore-
cast update cycle length and the specific industry of
the participant. For example, retailers generally did not
have more or less frequent forecast updates than, say,
respondents in the manufacturing sectors. Similarly, we
observed no correlation between frequency of update
cycle and level of systems integration.

WWWw.sCmr.com
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Internal and External Data Sources
Used in Forecasts

Companies use a variety of internal data sources in devel-
oping their forecasts. The most common data source was
customer orders—mentioned by close to three out of
four respondents. Another common data source comes
from customer shipments, reported by 42 percent. Point
of sale (POS) data has become an increasingly impor-
tant source of forecast data as well. Close to one third
of respondents now say that these use POS data to help
drive their demand forecasts.

The use of POS data was not concentrated in any
particular business sector. However, we did see a cor-
relation between the use of POS data and the level
of demand management systems integration. Of the
responding companies using POS data, 31 percent said
that they were very or extremely integrated; this com-
pares to only 12 percent at this integration level among
companies not using POS data. Further, over 60 percent
of companies using POS data for forecasting rated their
demand systems integration to be moderately integrated
or better, compared to only 31 percent for the non-users.

External sources of data are also extensively used in
demand forecasting. Among the most commonly used gener-
al indicators were the Consumer Price Index, Gross National
Product Growth, and the Consumer Confidence Index.
About one quarter of the respondents use industry-specific
indices or other information sources. As would be expected
given the number of industries represented in the survey,
these more specific indicators were far-ranging—everything
from hotel occupancy rates and import data to intuition.

Forecast Accuracy Method Used
Understanding the accuracy of any given demand forecast
is as important as conducting the demand forecast itself.
Determining forecast accuracy is the first step in a continu-
ous improvement cycle that drives higher forecast accuracy.
The survey revealed that a high percentage of respondents
do measure their forecast accuracy using recognized statis-
tical measures. Mean Absolute Percent Error (MAPE) was
the most popular measure (used by 47 percent of respon-
dents), followed by Mean Absolute Deviation (MAD),
which was used by 37 percent. Several respondents also
used bias and Weighted Absolute Percent Error (WAPE).
Approximately one of 10 respondents said that their com-
pany did not measure the accuracy of their forecasts.

Responsiveness and Sensitivity of
Demand Management Software/System
The more sensitive and responsive a forecast is to trends,
the more value it has to supply chain management. The
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ability to rapidly detect changes in demand gives compa-
nies greater flexibility to accommodate changes, or influ-
ence overall demand. Most respondents clearly are not
satisfied with the ability of their demand management
systems to forecast short-term trends. Well over half of
those surveyed rated their demand management system
as either not at all or only slightly responsive to short-
term trends, while only 20 percent described their sys-
tem to be very or extremely responsive.

Most companies attempt to influence demand through
demand-shaping activities such as sales promotions or
new product introductions. A key question here, however,
is how accurately can the results of these demand shaping
activities be measured and can their effects be separated
from other sources of variation? Clearly, companies would
benefit from understanding the results of these activities.
For example, how much sales lift could come from a 15
percent discount? Does a 15 percent discount result in
more operating profit than a 10 percent discount?

The survey results show that most respondents
would have a difficult time answering these types of
questions. Fully 37 percent rated their systems as not at
all effective in measuring the impact of their demand-
shaping activities. Another 2 percent rated their systems
as only slightly effective. At the other end of the spec-
trum, 10 percent of respondents said their systems were
very effective at measuring demand-shaping initiatives.

(See Exhibit 5).

Impact of Forecast Accuracy

Lead-time variability is an often cited detriment to
demand forecast accuracy. The negative impacts—
which include supply chain risks and costs—extend
across inventory management, logistics, engineering/
design changes, and new product development. In our
pre-survey research, the supply chain professionals
expressed to us their concern about lead time variability

EXHIBIT 5

Effectiveness of Demand Shaping

Very Effective

Not At All Effective

Moderately Effective

Slightly Effective
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and asked us to quantify the related impacts in the sur-
vey questionnaire.

Not surprisingly, we did find a strong statement of
impact from our respondents. Almost half (49 percent)
said that lead-time accuracy had a very important or
extremely important impact on demand forecast accu-
racy. The remaining respondents were roughly equally
divided between moderate impact and slight or no
impact.

Bias—persistent under- or over-forecasting—is anoth-
er common problem for demand managers. Many of the
causes of bias are rooted in company culture and expec-
tations (for example, unbridled optimism or persistent
pessimism). For those responsible for managing supply
chains, bias can be especially frustrating, resulting among
other things in repetitive stock-outs or excessive inven-
tory. Survey respondents considered bias to be a recurring
problem that seriously impacted demand management
performance. More than 45 percent found bias to be
either very or extremely impactful on inventory levels or
fill rates. Only 5 percent of respondents felt that bias was
not a factor in inventory levels or fill rates.

Impact of Economic Recession on
Forecast Accuracy

With the recent economic downturn and recovery in its
early stages, many companies have experienced extreme
shifts in demand. Often these shifts are overstated at any
given point in the supply chain because of the effects
of de-stocking/re-stocking, also known as the Bullwhip
Effect. We wanted to learn just how well demand man-
agement systems performed in this unstable period.

The results were not particularly encouraging. A
majority (61 percent) of the respondents described their
systems as either not at all or only slightly responsive
to the recent economic volatility. And while 26 per-
cent of the respondents rated their systems as moder-
ately responsive, only 12 percent considered them to
be either very or extremely responsive. Not surprising-
ly, then, when asked how overall forecast accuracy has
been affected by the current period of economic vola-
tility, 41 percent of respondents felt that their forecast
accuracy had decreased while only 29 percent said it had
improved. (See breakdown in Exhibit 6.)

The responses to this question indicate that there is
still room for improvement and lessons to learn in terms
of minimizing the impact from future economic down-
turns. To be better prepared for future economic volatility,
companies could consider a couple of actions to improve
demand management processes. First, they could improve
sensitivity to leading indicators of upcoming demand
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EXHIBIT 6

Economic Impact on Forecast Accuracy

Increased Significantly
Decreased Significantly

Increased Slightly

Decreased Slightly

No Change

shifts in order to give themselves better visibility and
time to adapt. Second, they could shorten their sup-
ply chain in order to lessen the time needed to adapt to
demand changes. Moving from low cost country sourc-
ing to “near-shoring” would be an example of this.

Finally, we looked at the types of demand manage-
ment software/systems in place to help companies with
their forecast accuracy. SAP was the provider mentioned
by most respondents at 39 percent, followed by Oracle/
People Soft/]D Edwards at 16 percent. Others solutions
providers mentioned included i2 Technologies, Logility,
JDA, and Infor. Variations of proprietary/in-house/cus-
tom software accounted for about 9 percent of the com-
panies surveyed.

Asked about the effectiveness of these software pack-
ages in managing demand, 20 percent said they were
extremely effective; 39 percent said moderately effec-
tive; and 41 percent slightly or not at all effective. (See
Exhibit 7.) Larger companies in general tended to rate
the effectiveness of the software/systems higher than the
smaller companies.

Capturing the Opportunities
Our survey identified a host of potential benefits from
the successful implementation and integration of
demand management processes. Certainly, one of the
most significant of those is the profit potential from
demand management best practices identified by our
respondents. As we noted earlier, over 25 percent said
that better demand management could increase the
overall profitability of their organization by more than 10
percent.

What steps can companies take to begin capturing
the significant profit opportunities and other advantages
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that can flow from effective demand management? The
survey results lead us to a few key recommendations.

1. Get better organized. Migrate to an organization
with a comprehensive supply chain view as opposed to
a functional view (of procurement, transportation, sales,
and so forth). Our survey showed that many compa-
nies do not fully integrate or engage the various func-
tional areas of the supply chain to effectively maximize
the value that can be delivered through capabilities like
demand management.

2. Make your systems and processes work for you.
Improve system and process integration. The objective
here is to use common information across the organiza-
tion so that all team members are driving to the same
outcome. Note that we have no preference toward par-
ticular software or systems. The key for improvement
is ensuring the use of consistent information across the
organization.

EXHIBIT 7
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3. Incorporate multiple inputs in managing demand.
Develop a robust forecasting and demand management
process that uses multiple inputs including history,
trends, external and internal data. (The survey made it
pretty clear that customer-provided forecasts alone may
not be the answer.) Incorporating multiple inputs will
pay dividends by addressing the key demand manage-
ment challenges identified in the survey: stock-outs and
excess inventory

4. Use metrics and incentives. Create metrics in such
areas as forecast accuracy, on-time delivery, and fill rate
to gauge the effectiveness of your demand management
activities. Then build incentives that encourage people
to excel against those key metrics. The survey results
strongly support that creation of metrics and incentives
as a best practice in demand management. oo
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Ithough strategic sourcing capabilities
are well established in industries rang-
ing from automotive to pharmaceuticals,
they are still in the formative stages in the
biotechnology sector.
It isn't easy to drive the necessary
changes. With their external spend
increasing so fast, there is great pressure on biotech com-
panies to rethink how their sourcing structures are set
up to add most value. The first wave of strategic sourcing
strategies is often targeted at cost-cutting through volume
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consolidation and leveraging of the organization’s total
spend, followed by supplier base reduction and longer-
term contracting. But as organizations mature, execu-
tives require their sourcing groups to develop and deliver
additional capabilities. In a growing number of compa-
nies today, supply management is being asked to dem-
onstrate deep insights into customer requirements, and
to quickly translate those insights into product offerings
that often rely more on outsourced capabilities.

Biogen Idec Inc. is showing how this can happen
in the biotech sector. In the last year, the company has
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The management team at Biogen Idec knew they
had to transform the supply chain to cope with
increasing volume and complexity at this biotech
company. Beginning with a detailed gap analysis,
they launched a comprehensive transformation
program that addressed factors as varied as vendor
continuity and purchase order processing times,
drawing from sourcing best practices. The overhaul

to date has proved to bhe aresounding success.

undergone a huge shift in the way it operates its supply
chain, particularly in the management of sourcing.

What began as a “grass-roots” transformation effort
at Biogen Idec produced strong early results in the form
of cost savings. The initiative was soon recognized by
the executive team, but as the effort expanded, it pro-
duced results beyond cost savings, sustaining momen-
tum and moving the organization to higher levels of
process performance. This was achieved by focusing on
stakeholder engagement and use of an analytical sourc-
ing framework.
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Because Biogen Idec is applying a multi-faceted
approach to sourcing and procurement activities—
in effect, following the best-practice textbook—its
approach is noteworthy for any company that believes
that additional value can be derived from sourcing and
procurement operations. In this article, we present the
elements that were assessed and processes that were
enhanced to deliver the supply chain transformation.

Anticipating a More

Complex Supply Chain

Headquartered in Weston, Mass. and with international
headquarters in Zug, Switzerland, Biogen Idec is the
world’s oldest independent biotech and a Fortune 500
company with more than $4 billion in annual revenues.
The company discovers, develops, manufactures, and
markets biological products for treating conditions such
as multiple sclerosis and non-Hodgkin’s lymphoma. It
was formed from the November 2003 merger of Biogen,
Inc. and IDEC Pharmaceuticals Corp.

In addition to its portfolio of drug candidates, the
company has capabilities, including capacity for protein
manufacturing, that are world-class in quality and scale.
Biogen Idec is one of a handful of biotechs that have
licensed and dedicated biological bulk-manufacturing
facilities. It has a large-scale manufacturing plant in
Research Triangle Park, N.C.—one of the world’s largest
cell culture facilities—and a new 90,000-liter facility for
producing biologics in Hillerod, Denmark.

The company’s global operations (supply chain)
unit reports into its Pharmaceutical Operations and
Technology (PO&T) business area. The global opera-
tions mission is to ensure the uninterrupted supply of
the highest-quality products to patient sites worldwide.
To meet its goals, PO&T sources an array of products
and services, including active pharmaceutical ingredi-
ents, outsourced contract services, professional services,
manufacturing and facilities equipment, manufacturing
contract services, and raw materials and lab consum-
ables. Like many other companies in this sector, external
spend is significant—several hundred million U.S. dol-
lars annually.

Prior to 2009, support for PO&T sourcing and pro-
curement was provided by a corporate sourcing group
under a centralized business model. In September
2009, anticipating a sharp rise in the complexity of
the company’s supply chain, the management team
launched an assessment of supply chain maturity
across PO&T. Several factors had converged to spark
the maturity assessment. To begin with, there were
many more clinical trials in the pipeline, dealing with
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EXHIBIT 1
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a range of new technologies that had not been sourced
before. Concurrently, contract manufacturing spend
was increasing; As a result, the executives anticipated
that workload would increase in multiple PO&T areas,
as seen in the workload index in the anticipated spend
profiles in Exhibit 1.

The step change expected in Biogen Idec’s spend-
ing on contract manufacturing—and on distribution and
logistics—was largely due to the company’s assertive
move into the “small molecule” space, the manufacturing
of which was completely outsourced. (“Small molecule”
describes traditional pills, tablets, etc., whereas “large
molecule” refers to complex biologics.) In addition, the
imminent commercialization of the next generation of
large molecule products was going to drive activity and
complexity in the contract manufacturing organizations.
(drug product manufacturing at Biogen Idec is almost
exclusively outsourced.)

The assessment formally confirmed that there was
tremendous opportunity within the supply chain to add
value by instilling sourcing processes, personnel, and
tools that would maximize Biogen Idec’s return on exter-
nal spend and allow for the expected increase in work-
load to be handled without a big jump in the need to hire
new employees.

The central conclusion from the maturity assessment
was that sourcing systems could benefit greatly from
more analytical focus and organizational optimization in
the way that supply chain systems (particularly in con-
tract negotiations and supplier management) were being
managed. Six process specifics were considered key to
the transformation:
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Oversight and Organization. At the time of the
gap analysis, there were multiple forums that had over-
sight of the major sourcing and supply chain initiatives.
Sourcing and procurement services within PO&T were
provided via an alliance between the corporate sourcing
and the line functions. Under this model, the line func-
tions were responsible for forecasting spend and the pri-
ority was to achieve targeted spend rather than achieve
targeted cost savings or avoidances. Suppliers typically
worked closely with respective line functions (such as
manufacturing or quality) to drive specifications and
pricing, with minimal engagement of the sourcing teams
in analyzing key markets or cost management. This often
drove a proliferation of unique items and suppliers for
common categories of purchases.

Procure to Pay (P2P). Although spend manage-
ment processes existed, and with the external manufac-
turing workload increasing, it was clear that adequate
criteria should be introduced to ensure that spend was
being optimally bid across all categories. The metrics
used to track spend-
ing or savings lacked
consistency and
comprehensiveness,
which meant that the
organization  risked
not having adequate
oversight of the over-
all value of contracts
with suppliers. Purchase order approvals typically took
longer than desired because there were frequent ques-
tions about whether the appropriate diligence had been
carried out or if the value of the PO could be reduced by
bidding.

Category Management. Under the existing model,
some sourcing category strategies had been identified,
but formal category management processes for PO&T
had not been established. The sourcing and procure-
ment activities were placed in the line functions across
the PO&T organization, which also were involved in
the day-to-day management of making the product and
maintaining supplier relationships. Thus, while supply
chain risk was recognized, contingency planning activi-
ties for risk management efforts were not yet formalized.
Also, the staff who carried out sourcing activities was
more focused on expediting or managing quality issues
than on strategic sourcing.

Supplier Relationship Management. With mul-
tiple governance forums, it was difficult to ensure that
supplier selection in areas such as selection criteria,
standard market price benchmarking, and performance
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With new systems and processes
in place, the confidence of line functions
in the competence of the sourcing unit
grew—to the point where they now actively
seek out the group for all major initiatives.
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measures were consistent and fully in accordance with
company manufacturing and risk strategies. In addition,
PO&T’s supplier base had quadrupled from 500 to 2,000
suppliers from 2007 to 2009, causing an explosion in the
workload needed to manage them. Although supplier
performance management (SPM) scorecards were in
use, they were not standardized.

Performance Measurement. Biogen Idec did use
key performance indicators (KPIs) for tracking sup-
ply chain performance around processes such as spend
under management, supplier performance, contracting
status, cost savings, visibility of service level metrics,
or multiple sourcing agreements with suppliers across
sites. However, the KPIs were neither standardized nor
trended. In addition, certain KPIs, although monitored,
were being tracked in separate databases and therefore
not considered in aggregate. Thus, performance man-
agement systems existed, but were not set up to truly
improve transparency and ease of access to contract
pricing structures.

Talent Management. It became apparent that
the capabilities of the sourcing groups could be greatly
enhanced by inclusion of staff with experience relevant
to the sourcing categories for which they were respon-
sible. This would enable greater engagement in technical
discussions and a more data-driven approach to sourcing.

Recognizing this, Esther Alegria, Vice President of
Manufacturing in N.C., and Alasdair Shepherd, the
company’s Vice President of Global Operations, quickly
decided to sponsor an effort that would help the supply
chain external spend, risk, and compliance to attain an
“optimized managed state.” This was characterized as
a state in which: external spend was assessed via exter-
nal market-intelligence-based research; pricing was
“fair;” supplier selection was based on analytical market
research; contracts were developed via a clear business
process; procurement transactions complied with finan-
cial imperatives; and supplier risk was systematically
managed through a formal sourcing process.

Launching Change on a Large Scale

Alegria and  Shepherd sponsored a  transformation
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team in November 2009; the team was directed by
Joydeep Ganguly—Biogen Idec’s Director of Operations
Analytics—and Robert Ciamarra, associate director of
PO&T sourcing, with academic guidance from North
Carolina State University’s Dr. Rob Handfield. The team
devised a detailed transformation plan and initiated chang-
es in three areas: (1) organization design; (2) governance;
and (3) institution of process improvements within spend
management, supplier selection and management, risk
management, and market intelligence/analytics.

Each of the above categories is examined in detail
below:

1. Organization Design Changes

The company made two major changes in its sourc-
ing organization design. The first was the formation of
a dedicated and decentralized sourcing team for the
Pharmaceutical Operations and Technology area (called
PO&T Sourcing and Procurement), reporting directly
into PO&T. Previously, sourcing support for PO&T had
been provided via a central sourcing group and the line
functions themselves. The new team was composed of
technical category managers, located at the site level to
ensure tight integration with manufacturing engineering,
development, and quality groups. While sharing best
practices and working with the same concepts as their
corporate counterparts, the team focused on sourcing
and procurement efforts within direct materials, contract
manufacturing, technical development, and distribution
and logistics. The team was staffed primarily by indi-
viduals from various technical backgrounds, including

ig # % |eadership team that the company’s supply

g ..
E: 4 # chain is under control.

manufacturing sciences and operations management. In
addition, a portion of the new staff consisted of exter-
nal sourcing experts from other industries. Collectively,
they were very familiar with the activities being sourced,
thus providing a sense of both credibility and techni-
cal advantage during negotiations and pricing analysis,
because the sourcing analysts were experts in the areas
they were representing.

Secondly, category teams, led by category team man-
agers within the newly formed PO&T Sourcing and
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Procurement group, were formed in the areas of raw
materials, contract manufacturing, technology develop-
ment, and distribution/logistics. The workspaces of the
category team leads were located close to those of the
functional users of these services (for example, the raw
material team was placed close to the manufacturing
operations) to foster maximum interaction and dialogue.
A consistent sourcing approach was developed to ensure
that strategies were data-driven and aligned with stake-
holder expectations.

The objective of the organization redesign was to
create a technical sourcing group that had analytical
insights into “what” they were sourcing, had credibility
with their suppliers and their internal stakeholders, and
that interacted closely with procurement to use analytics
to drive future negotiations.

2. Governance Changes

A Pharmaceutical Operations and Technology sourcing
council was formed to create and guide supply chain
policies and processes, and improve decision-making.
The council comprised vice presidents and senior execu-
tives from operations, manufacturing, technical devel-
opment, finance, tax, and quality functions. It reviewed
major supply chain projects every quarter to ensure that
they were strategically aligned and resourced appropri-
ately. This type of council had never been held before,
as supply chain activities had hitherto been spread out
across the PO&T organization.

Category managers were mandated to bring new
sourcing efforts to the council for approval, sponsor-
ship, and commitment. For
example, the council approves
new supplier recommendations,
non-budgeted spend with non-
approved suppliers, and major
strategy changes with regard to
supply chain configuration. In
addition, the facilitator of the
council meeting—the operations
analytics director—is tasked with
presenting the monthly KPIs on the health of PO&T
suppliers as well as the spend trends in order to ensure
adherence to overall corporate goals. Because robust
supplier approvals and/or changes were now being insti-
tutionalized, there was far less chance that suppliers
would be selected based on the priorities or wishes of
individual departments as opposed to organization-wide
imperatives. This framework also enabled a uniform,
data-driven basis for selecting which projects to pursue,
and to commit them to completion.
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3. Process Improvements
The following process areas received attention:

Sourcing Based on Market Intelligence. The team
introduced a structured, cross-functional team approach,
with teams organized by categories of spend (raw mate-
rials, contract manufacturing, outsourced development,
engineering, and so forth) and with a dedicated category
manager and a representative from every key functional
area. The functional representatives were typically direc-
tor-level, with the authority to commission resources
toward sanctioned sourcing projects. The roles of this
team were to establish priorities; authorize and sponsor
sourcing projects; commission resources; and act as a
steering committee for project teams as they advanced
through each project milestone.

Sourcing projects were identified in one of three
ways: corporate and divisional strategies (for example,
mergers and acquisitions, partnership arrangements,
etc.); program and/or team member objectives (such as
technology initiatives, life-cycle management); and cat-
egory portfolio analysis, whereby portfolios were ana-
lyzed for their business impact and complexity. Impact
was measured as a combination of risk, service levels,
and cost; complexity was gauged as a mix of technical,
regulatory, and market protection—that is, in terms of
patents or know-how. Regardless of where projects origi-
nated, it was important to establish and agree on the rela-
tive impact of the project on the business. Once projects
were sanctioned, the category teams followed a phased
sourcing process as shown in the model in Exhibit 2.

Contract Negotiation Business Process. Biogen
Idec’s managers saw that it would be critical to imple-
ment more efficient contract negotiation processes given
the growth in the numbers of suppliers and subsequent
contracts the company would have to implement. A new
business process was created that began with the cre-
ation of an optimized guidance document that spelled
out definitions of the types of contracts (master service
agreements, quality agreements, and so forth), and the
points at which each document would be needed. It also
spelled out who would “own” the contracts and who was
responsible for policing them.

In addition, a standard minimum terms sheet was
created that spelled out the non-negotiable terms (for
example, a legal section defines protection of intel-
lectual property, termination clauses, and so on). This
document ensured consistency in the terms received by
the company. Also, the transformation team sketched
out a process flow that mapped out exactly who devel-
ops a contract, who reviews it, when sourcing teams get
involved and how, and who approves particular sections

WWWw.sCmr.com

in an agreement. All PO&T contracts were funneled to
its Sourcing and Procurement group to ensure that they
were reviewed against the standard minimum term sheet
and in compliance with the corporate transaction policy.

Lastly, as part of the process reengineering effort,
the transformation team set up a contract storage and
retrieval process where contracts were intelligently
stored (standard nomenclature, intuitive and standard
titles, etc.) in a central database, and could be retrieved
easily. This eliminated any potential inertia that would
exist in verifying contract terms when purchases were
being made, and allowed the procurement group to
quickly match purchase orders (POs) with contractual
covenants.

Analytics. A standard set of metrics and analytics
was defined to measure key elements within the sup-
ply chain. A dashboard was created for each category to
track these metrics: 12-month rolling spend in category;
top 10 highest spend suppliers within category; spend
that was in a “managed state;” financial compliance; sup-
plier risk indices, as measured by z scores; percentage of
items dual-sourced within category; contract negotiation
status within category; supplier quality scores (multivari-
ate); number of sourcing projects worked on, and return
on investment (ROI) for each; and percent of spend
with preferred suppliers.

By adopting a “less is more” attitude towards metrics
and analytics, the sourcing category managers were able
to hone in on a few areas that needed attention, and
drive improvements against the pertinent metrics.

In addition, sophisticated “should-cost” models were
created for key high-spend materials and services, using
past data as well as industry benchmarks. These mod-
els were used to determine entry positions into contracts
and provided very useful negotiation tools when pricing
analyses were being reviewed with various suppliers.

Procurement Process. One of the most important
changes was the development of a routine PO recom-

EXHIBIT 2

Biogen Idec’s Strategic Sourcing Model
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mendation memo for all purchases over a certain dollar
amount. The memo, prepared by the PO&T Sourcing
and Procurement group, was a standard template that
captured the essential justification, fair value, and ratio-
nale for the purchase. The idea was to provide PO&T
management with visibility of the due diligence con-
ducted prior to issuing the PO, as well as to demonstrate
that all of the financial imperatives were met (such as
ensuring that the pricing adhered to the contract and the
supplier was an approved supplier). To emphasize the
importance of P2P processes, the category managers and
the broader team began to track PO processing times,
and to define acceptable lead times.

Risk Management Tools. The PO&T Sourcing
and Procurement group also re-engineered its overall
risk management process, applying a three-pronged
approach to manage and monitor supplier risk. To
begin with, standard supplier scorecards were cre-
ated that measured critical suppliers on the dimen-
sions of performance, quality, and on-time delivery.
The scorecards were used in discussions with key
suppliers at quarterly business review meetings.
They included elements of supplier performance
that were deemed to be important from a drug sup-
ply perspective, such that reduction in performance
would be construed as added risk. The intent was
to use supplier scorecards, in conjunction with fair
value pricing, to dual-source key materials and ser-
vices and thereby make sure that the supply chain
was always in a state of managed risk.

Second, the team adopted systems to enable moni-
toring of vendor continuity. The PO&T sourcing council
championed a program in which critical suppliers were
continuously policed using advanced financial analyt-
ics. The program involved publishing a quarterly report
featuring key analytics on suppliers to ensure there were
no risks associated with their ability to support the com-
pany’s supply chain over time.

Third, standard risk scores were developed for each
category, using a mathematical manipulation of the per-
centage of dual sourcing in each category, the percent
spend with preferred suppliers, percentage of suppliers
struggling financially, and the percentage of those with
quality problems.

Eye-Opening Results

The results from the transformation were astounding.
On an objective level, five areas that showed quantitative
improvements were savings realized; improved manage-
ment of external spend; procurement compliance; short-
er PO processing lead-times; and risk reduction.
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Using the refined business processes noted earlier
and implementing the organizational changes, Biogen
Idec’s PO&T sourcing and procurement group drove sav-
ings in excess of $13 million (validated against budget),
and avoided spend of more than $8 million in 2010. The
aggregate savings achieved represented a 500 percent
increase in total over the prior two years. In addition,
the savings reflected a return of 15 times the total costs
of operating the new PO&T Sourcing and Procurement

group. (See Exhibit 3.)

EXHIBIT 3
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In terms of the “managed state” external spend, the
improvements were dramatic: in 2010 over 90 percent
of spend profile had been reassessed under new mar-
ket-intelligence-based sourcing process, to get all the
categories to an optimized managed state. This analytic
was highly important because it showed that using the
processes developed, more than four-fifths of external
spend was being actively assessed—that is, cross-refer-
enced with existing contractual covenants and either bid
competitively or actively negotiated. A crucial benefit of
reaching and being able to demonstrate the degree of
diligence in managed spend was that it enabled senior
management to have confidence in the processes. In
turn, this paved the way for significant reductions in
approval times for POs of greater than $500,000. (See
Exhibit 4.)

A residual benefit of the new spend management
discipline—and a sign of the effectiveness of the stan-
dard supplier scorecards—was the fact that supplier
compliance numbers were sustained at well above 90
percent, as seen in Exhibit 5. Supplier compliance is an
analytic that measures how many transactions with sup-
pliers meet financial imperatives (adherence to contract,
adherence to lead times, and so forth) as well as delivery
and quality targets. By standardizing the way in which

WWW.sCmr.com


http://www.scmr.com

EXHIBIT 4
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suppliers were being measured, and publishing the data
to key suppliers, the team was able to drive significant
gains in compliance, and in turn greatly reduce supply
chain risks.

On a subjective level, the results were just as com-
pelling. With new systems and processes in place, the
confidence of line functions in the competence of the
sourcing unit grew—to the point where they now active-
ly seek out the group for all major initiatives.

Every sourcing project is supported by a strong
business case, and new strategies are reviewed by

EXHIBIT 5
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By standardizing the way in which
suppliers were being measured,
and publishing the data to key suppliers,
Biogen Idec was able to drive significant
gains in compliance and greatly reduce
supply chain risks.

the sourcing council. A business case is comprised
of spend analytics, vendor risk analytics, additional
market intelligence, “should-cost” models, and vendor
continuity reports. In the past, supplier selection was
often a function of the supplier's marketing strength,
price was proposed by the supplier, and supply assur-
ances were based on the relationships between sup-
pliers and line functions. Now, however, the sourcing
teams have become much more proactive in building
strong negotiating positions and buy-in based on solid
data and analytics.

Once selected, new suppliers are vetted using a rig-
orous qualification process. For suppliers with above-
average risk profiles, contingency plans are integrated
into contractual terms and conditions, or alternative
redundancies are identified. In addition, suppliers are
now much more willing to work with Biogen Idec PO&T
sourcing teams. Some have recognized Biogen Idec’s
requests for quotations as the clearest and easiest in the
biotech industry to respond to.

Overall, Biogen Idec’s bold transformation of its sup-
ply chain sourcing activities has produced an array of
significant improvements. The visibility and transpar-
ency produced by a tightly interlinked system of disci-
plines and metrics has assured the leadership team that
the company’s supply chain is under control, and that all
sourcing decisions are made in compliance with robust
procedures that are aligned with the company’s strategic
objectives.

Recently, a senior executive asked a simple ques-
tion via email: “How much are we spending with sup-
plier XYZ this year, and what'’s their risk profile?” The
category team leader was able to provide a document
that was in the requestor’s hands within the hour
that provided a full report on spending, KPlIs, sav-
ings opportunities, and performance scorecards for
that supplier. The executive’s response: “I love know-
ing that when 1 ask a question, I get the full analysis
behind it. T used to get subjective viewpoints; now |
get documented data!” <o
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By Robert A. Rudzki and Robert J.Trent

look toward the future suggests
that supply personnel will be
involved with just about every
category of purchase expenditure.
While managing direct materials
has been the historic responsibility
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Procurement and supply management personnel are
becoming involved in more and more areas of company
spend. But one category that to date has largely eluded
them is capital expenditure projects. That’s unfortunate
because when procurement gets involved early in these
capital projects, the advantages—operational, technical,

financial, and more —can bhe profound.

f procurement, why not also man-

age those troublesome indirect items? And, while we are
at it, let's have procurement personnel apply their com-
mercial expertise to the many services required to operate
a business. But why stop there? Why not apply that pro-
curement magic to capital expenditures? After all, capital
projects require suppliers and financial resources. They
practically beg for procurement involvement.

This article explores procurement involvement
within capital expenditure projects. As the term is used

Robert A. Rudzki (rudzki@greybeardadvisors.com) is
president of Greybeard Advisors and Robert |. Trent (rjt2@

lehigh.edu) is an associate professor and Supply Chain
Management Program Director at Lehigh University. This
article is excerpted from their new book Next Level Supply
Management. Reprinted with permission from J. Ross
Publishing Inc., copyright 201 1. For more information visit
www.jross.pub.
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throughout this article, involvement refers to an earlier
rather than later point in the capital expenditure pro-
cess. Research shows that on average the benefits of
involvement are greatest when that involvement comes
earlier in a project, such as during the concept or feasi-
bility planning stages, rather than later.

Understanding Early Involvement

Let’s step back and talk about the concept of early pro-
curement involvement. Early involvement is the process
of relying on procurement personnel and resources,
either physically or virtually, to provide support during
functional and strategic planning, demand and sup-
ply planning, continuous improvement projects, capital
project planning, and when developing new products
and technologies. Involvement can take place formally,
such as by membership on a project team, or informally
through a consultative role, or even virtually.
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e Competent supply
professionals provide a wide
range of expertise and value
within a process, and during
capital projects this could
mean insight into materials,
suppliers, and labor markets.

e The need to com-
press project development
times demands different
ways of doing business, and
research shows that early
involvement can take time
out of a process.

e A continuing focus
on the outsourcing of non-
core capabilities and com-
petencies results in a stron-
ger reliance on suppliers,
an area where supply pro-
fessionals must step up and
demonstrate leadership.

® Design changes become
exponentially more complex
and costly as product and
project designs move through
development  stages, some-
thing that encourages bringing

The scope of procurement’s early involvement must
expand once supply groups evolve from a transactional-
based purchasing model to a strategic supply model. While
a seat at every table sounds good on paper, turning this
into a reality is a bit more challenging. It requires human
resources that are available to support other groups as well
as personnel who have a solid knowledge of the needs of
various functional groups. Let’s be clear about an important
point here: Procurement is an organizational support func-
tion, and as a support function it has, by definition, inter-
nal customers. It just so happens that the domain of those
internal customers has expanded over time.

Whether in demand and supply planning, product
development, or capital projects, the reasons behind
early involvement of supply personnel are not difficult
to understand:

® The need for continuous improvement demands
new ways of conducting business.
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competent players to the table
early so that better decisions will emerge.

e Early involvement directly supports various qual-
ity management principles, particularly quality at the
source and the prevention of defects.

e Early procurement involvement is the catalyst for
early supplier involvement.

One of the above points requires some elaboration.
Exhibit 1 illustrates the inverse relationship between the
flexibility to change a design—whether it is a product,
equipment, or facility design—and the cost of design
changes. While design costs are a relatively minor part of
total costs, decisions made early in the process lock in a
disproportionate amount of final costs. It is well accept-
ed that the flexibility to make changes decreases rapidly
as development progresses. Within project management
we call this progression “stage gates,” which this figure
also shows. Early involvement seeks to include qualified
participants so that better decisions will emerge that are
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not changed at a later date. The reasons

EXHIBIT 1

for early procurement involvement are
compelling. Any barriers to early involve-
ment are usually self-inflicted and can be
overcome.

Procurement Early
Involvement with Capital
Expenditures
It is clear that the domain of early involve-
ment is expanding. And that expansion
is taking us to involvement with capital
expenditures. Procurement involvement
with capital expenditures should increase
primarily for two reasons. First, the mag-
nitude of the spending in this category
can be high. And second, it is largely an
untapped opportunity area.

The U.S. government defines capital

High

Low

Investigation

Stage Review

Flexihility vs. Cost of Capital Project Design Changes

Feasibility

Assessment Production

Design Construction

Stage Review Stage Review Stage Review Stage Review

Cost of Capital

Project Design Changes

Flexibility in Capital
Project Design

Time

expenditures as the total investment in new
and used structures and equipment for a particular period.
New structures and equipment include expenditures
for new buildings, structures that have been previously
owned but neither used nor occupied, new machinery
and equipment, and other new depreciable assets. Used
structures and equipment include the expenditures for
buildings and other structures that have been previously
owned and occupied, secondhand machinery and equip-
ment, and other used depreciable assets. The government
also includes new structures and equipment acquired
through capital lease arrangements.! Over the last three
years for which data are available, around 37 percent of
total capital expenditures have been for structures and 63
percent for equipment.

Exhibit 2 identifies the sales, capital expenditures,
and plant and equipment assets (capital assets) of some
well-known firms. The table also shows the percent of
total sales that capital expenditures represent. Sales data
are obtained from the income statement, capital assets
are from the balance sheet, and capital expenditure fig-
ures are from the cash flow statement. All data in this
table are from 2008 rather than more recently available
data. This was done purposely because after the eco-
nomic crisis that started in 2008, capital expenditure
figures, as well as revenue and income figures, declined
dramatically for some companies—sometimes by 50
percent or more compared with earlier figures. This
distorts what we are trying to achieve from this analy-
sis, which is to present what the world looks like in a
more steady state as it pertains to capital investment lev-
els. Hopefully, current data are an anomaly rather than
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When times become difficult one
of the first things corporate executives slash, along with
travel and training, is capital expenditures.

A review of Exhibit 2 shows that industries, and
companies within those industries, differ widely in their
capital investment requirements. Airlines, for example,
commit a large portion of their capital expenditures to
aircraft. A single Boeing 777, for example, can cost $250
million. Contrast that to the relatively meager capi-
tal expenditure requirements of Apple, and to a lesser
degree HP. These companies rely extensively on an out-
sourcing model that utilizes the assets of other compa-
nies. Some companies are simply more capital intensive
than others. Intel, for example, spends $2 to 3 billion
just to build and equip a single semiconductor facility.

A review of procurement involvement in vari-
ous purchase categories reveals that involvement with
capital expenditures represents a logical progression.
Most would agree that the primary focus of supply
professionals over time has been with direct materials.
Responsibility for services, indirect spending, and capital
equipment were often left to those groups that required
those goods and services. These items simply were not
on the radar screen of most procurement organizations.
And, the focus of early involvement efforts to date has
largely involved new product development.

While some purchases will never be the direct
responsibility of procurement (spot-market oil purchases
at oil companies, for example, are usually not procure-
ment’s responsibility), the trend today is for supply pro-
fessionals to apply their skill wherever corporate funds

a new normal state.
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are being committed. The bottom line is
: _ ) EXHIBIT 2
that capital expenditures represent serious
Cash OudayS, both at the macro-economic Capltal Investment EXpenditUI‘es OfWe“-KI‘IOWI'I Fil‘ms
level and at the firm level. And because $ (Billion)
the items that comprise capital expendi- Capital Capital Expenditures/
tures usually bring with them a stream of Company Sales Assets Expenditures Sales
expenses that extend for years, the effec- Tiitic] $37.6 $17.5 $5.20 13.8%
tive management of this purchase category Alcoa $26.9 $17.7 $3.41 12.7%
is important. At a leading global company, Southwest Airlines $11.0 $11.0 $.92 8.4%
procurement will continue to expand its Caterpillar $51.3 $12.5 $4.01 7.8%
involvement by attempting to get a bet- Target $63.4 $24.1 $4.37 6.9%
ter view of all upcoming project concepts. DuPont $32.8 $11.2 $1.98 5.7%
While this is a challenge in a large, global UPS $51.5 $18.3 $2.64 5.1%
company supply leaders want to know Eli Lilly $20.4 $8.6 $.95 47%
what is occurring in the concept stage Nucor $23.7 $4.10 $1.02 43%
across each business so procurement can Dow Chemical $57.5 $14.3 $2.28 4.0%
evaluate involvement opportunities at the Procter & Gamble $83.5 $206 $3.05 SHI
earliest possible date. American Airlines $23.8 $15.7 $.88 3.7%
Many companies have specific policies Apple $32.5 $2:50 $1.09 C7
that prohibit non-procurement personnel Kraft Foods $42.2 $9.9 $1.37 3.2%
. . . - o
from making commitments with company Wal-Mart 34044 ] L1 2.9%
funds. That said, variability often exists Boeing $60.9 $8.8 $1.67 27%
. . Hewlett-Packard $118.4 $10.8 $2.99 2.5%
regarding the level and timing of procure- o
. ited T i . : . 19
ment involvement as well as the level of United Technologies $58.7 . $L.22 21%
. .. . Bank of America $124.1 $13.2 $2.10 1.7%
expertise and sophistication of local pro-
curement Personnel- On smaller PYOJQCtS * Represents 2008 data rather than more recent data due to the distorted figures from the economic downturn
and in parts of a company where there are | Source: finance.yahoo.com

no dedicated capital procurement person-
nel, project managers usually drive the bid process and
negotiations, and procurement carries out the contract.
Strategic, complex projects should have dedicated capi-
tal procurement professionals assigned to the project
team. And on larger projects where there is a need for
dedicated personnel, procurement personnel can even
be collocated with the project design team.

Adding Value Through Early
Involvement

At many companies procurement has been involved early
with capital projects for many years with success differ-
ing on a project-by-project basis. Historically, procure-
ment involvement was not always consistent or viewed
as valuable by project managers. This is due partially to
the project manager’s experience with procurement as
a lower-level functional group that was not suited for
strategic thinking or a belief that procurement did not
understand the technicalities of capital projects. In fact,
as with many organizations, the procurement organiza-
tion was not the most widely respected or sought after
group. In the eyes of the project manager, would involv-
ing procurement justify the costs of their service?
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While specific value should accrue from involving
procurement early in capital projects, supply leaders
often find it challenging to separate the unique value
derived from early involvement within complex capital
projects. It is difficult to identify or partition specific
causes that lead to a desired effect within dynamic envi-
ronments. However, what is known for certain is that
when a project has some level of failure—whether due
to a lack of early procurement involvement, poor engi-
neering, inadequate construction, or poor planning—the
costs can be significant.

Early procurement involvement is sometimes not con-
sidered when project managers try to go it alone by get-
ting suppliers to assist “for free” by developing preliminary
designs. While at first glance this seems like a good thing,
this often locks in that supplier’s design, thereby eliminat-
ing a competitive selection process. Procurement creates
value by avoiding a practice that serves to increase project
costs by eliminating competition.

A number of issues can affect the success of capi-
tal projects—and this is exactly what early procurement
involvement seeks to prevent. Perhaps first and foremost,
the largest project issue involves “pushing the button”
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and the process does not work. A second issue involves
being late with project completion, and a third issue is
being over budget. Being too far under budget can also
come into play. One major company found that to com-
pensate for these issues project managers develop cost
estimates that are too high, buy locally as much as possi-
ble to eliminate potential shipping issues, and spend free-
ly to consume most of an inflated budget. Procurement’s
early involvement forces project leaders to look for the
best total value, including low-cost country sourcing.

Because the items that comprise
capital expenditures usually bring
with them a stream of expenses that extend
for years, the effective management of this

purchase category is important.

v o

Early procurement involvement in itself does not
guarantee success unless the supply organization adds
value to the process. Project managers may or may not
value procurement involvement based upon past experi-
ence. In general, procurement personnel add value by
understanding the needs of the project, which requires
a more technical procurement perspective than normal
procurement; understanding the market for the goods
and services needed to support a project; and allowing
project personnel to focus on the technical aspects of
capital projects while procurement covers the commer-
cial aspects. Value is also added by assisting in develop-
ing realistic material sourcing plans and contract plans,
and negotiating agreements for the project team and
business unit that address topics such as capital costs,
total cost of ownership, and post-project support.

Additionally, early procurement involvement sup-
ports a coordinated (and leveraged) view across proj-
ects and businesses. Project personnel often see only
their individual projects, and at times may want to use
a supplier that a company is struggling with on another
project. Procurement can leverage or bundle informa-
tion and demand across projects, determine shop and
contractor loads across projects, and provide a broader,
more strategic view compared with project teams acting
in relative isolation. The ability to see “the big picture”
helps preclude situations where a company finds itself
competing against itself when dealing with suppliers.

The bottom line is that engineers are conservative
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by nature and are not likely to endorse perceived risks
(such as unknown or un-tested suppliers) unless they
are convinced the risks are acceptable, including a risk
contingency plan. Procurement personnel must there-
fore understand the engineer’s perspective and be ready
to address those concerns by demonstrating the value of
early involvement.

When all goes well procurement’s involvement with
capital projects appears in the shadows, making it difficult
to identify cost savings or avoidances from doing things
the right way. When something goes wrong
on a project, the absence of early involvement
is one of many factors that might be respon-
sible. Root cause analysis usually focuses
on the technical aspects of failures rather
than the lack or quality of early procurement
involvement.

While it is still possible to provide some
value if procurement involvement is later
rather than early in the project planning pro-
cess, cost accuracy usually goes down when
there is less time to fine tune specifications
and less time for a supplier to provide a level of detail
that allows better pricing accuracy. The possibility of
bringing in new or alternative suppliers is also limited.
Ultimately, this will result in an increase in project con-
tingency costs.

Evidence of Tangible Support
The observations in this section are based on first-
hand experience at a major chemical company. At
this company there are different kinds of support
provided by procurement personnel during capital
expenditure projects—evidence that represents evi-
dence of procurement involvement. The first type of
support involves working with engineering to develop
the project scope and estimate project costs. The
second type of support involves identifying long lead
items that may need to be “pre-funded” and ordered
before total project scope is approved or funded. A
third support involves developing sourcing plans for
materials and contract plans for construction labor,
Finally, the fourth type of support is the develop-
ment of comprehensive bid packages with a determi-
nation of what to include in materials and contract
plans. Experience with many capital projects reveals
that early procurement involvement can result in
some tangible outcomes:

® An execution strategy plan that identifies whether
the project will be carried out in house or outsourced.

e A material control plan that identifies materials

WWW.sCmr.com


http://www.scmr.com

that must be expedited due to their criticality to the proj-
ect schedule.

e A material sourcing plan that identifies equipment
fabricators and manufacturers that have the capabilities
and capacity to supply the critical equipment. Also, the
material plan considers low-cost country sources. The
material sourcing plan can also consider leverage oppor-
tunities with other projects.

e A comprehensive contract and construction plan
that addresses issues such as contract types, bidders, and
construction planning efforts. The contract plan is inte-
grally linked to the engineering plan, project schedule,
and the availability of detailed information for bidding.

Evaluation Techniques for Capital
Expenditure Projects

It is possible that capital expenditure projects will have
finance personnel assigned to support complex analytic
requirements. It is also possible these resources will not
be available. In either case it is in the best interests of
procurement personnel to understand the relevant finan-
cial terminology and approaches that support the analysis
of capital projects. Remember an important point here:
For procurement to be an active contributor during capi-
tal projects, it must have the respect of the groups it sup-
ports. And that means bringing a wide
range of knowledge and project under-
standing to a project. Increasingly, this
includes a combination of technical and
financial knowledge.

Next-level  supply  organizations
understand the need to merge supply
management, supply chain manage-
ment, and finance. In fact, the term
“supply chain finance” is becom-
ing increasingly commonplace when
describing the application of financial
tools and techniques within the supply chain space.
Supply organizations must attain a certain level of finan-
cial competency since capital projects are usually evalu-
ated on their financial merits. A study conducted by
Aberdeen concluded that less than one-third of compa-
nies consistently consider financial topics such as cash
flow and working capital elements as part of their pro-
curement goals.? Concepts such as payback, net present
value, and internal rate of return should not be foreign
to procurement personnel who expect to be part of the
capital expenditure process. It is hard to talk about capi-
tal projects without acknowledging their financial impli-
cations. Poor financial awareness will make procurement
a less respected part of the capital expenditure process.

process.
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Early Involvement by Design at Alcoa
Let’s take a look at a company that understands how to
involve procurement personnel during capital projects.
Alcoa, one of the preeminent aluminum companies
in the world, is a company that appreciates the impor-
tance of well-planned and executed capital projects.?
Operating in dozens of countries in a variety of busi-
nesses, Alcoa is a capital-intensive entity that requires,
among other things, mines, equipment, smelters, and
aluminum refineries. At any given time Alcoa is execut-
ing multiple capital projects across its global businesses.
These projects will range in cost from hundreds of thou-
sands of dollars to over $10 billion.

Alcoa divides capital expenditures into sustaining
projects and growth projects. A sustaining project is a
capital project that is undertaken to sustain or improve
current operations. Safety and environmental projects
are included in this category. Growth capital projects
often feature the greatest early involvement opportuni-
ties because they are usually the most expensive, com-
plex, and visible. These projects involve capacity increas-
es and often include the construction of new facilities.
Across the company, Alcoa has many growth projects in
its pipeline at different points in the process, ranging
from concept/feasibility study to execution, although the

Early procurement involvement in
itself does not guarantee success

unless the supply organization adds value to the

W R

number varies with timing and economics.

The involvement of a dedicated capital procurement
group on capital projects is a mature process at Alcoa.
In an earlier era procurement often had to convince
internal customers to request its support, which was
sometimes resisted because of the view that procurement
only selected suppliers based on price. It was necessary
to show that procurement could deliver a value proposi-
tion that focused on the total value to the project based
on all cost factors including price, schedule compliance,
delivery, output, maintenance costs, and warranties. Over
time, Alcoa’s capital procurement group has demonstrated
that the greatest value is delivered when procurement is
involved during all phases of the project from pre-project
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planning through execution, commissioning, and opera-
tions. Procurement is no longer at the point where it must
prove the value of its involvement. Now, business units
actively solicit procurement support.

Early Involvement Enablers:

People and Structure

Beginning in 2005, Alcoa Procurement underwent a
major transformation that resulted in the creation of a
center-led global procurement organization. As part of
this transformation the supply group recruited additional
talent and provided training for its existing staff. In the
capital projects arena, procurement recruited engineers,
other technical personnel, and career procurement pro-
fessionals into capital procurement roles in the newly
designed organization.

Alcoa has a chief procurement officer who oversees
a center-led, global procurement organization. Supply
leaders believe strongly that the current organizational
structure is a primary enabler for many leading supply
practices, including early involvement with capital proj-
ects. Procurement involvement with capital expenditures
is not an accident at Alcoa—it happens by design. The
executive responsible for capital procurement, the direc-
tor of capital commodity management, reports directly
to a vice president that reports to the CPO in charge of
global procurement. The director of capital commodity
management is also on an executive team that is respon-
sible for of all growth projects for Alcoa, assuring him
visibility into capital plans.

Alcoa uses a matrix organizational design, which is
not unusual with a center-led structure. While all supply
personnel report into global procurement, many supply
personnel are located in the businesses they support and
have a dotted-line reporting relationship into the busi-

The reality today is that procurement
should bhe involved directly with any
purchase category that involves significant
dollars and where benefits are possible through

that involvement.
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ness. Alcoa’s organizational design ensures that procure-
ment’s “seat at the table” at the corporate and business
unit level is not an issue.

Three businesses make up Alcoa—Alcoa Global
Primary Products (bauxite mining and refining and alumi-
num smelting); Alcoa Global Rolled Products (rolled fabri-
cated products); and Alcoa Engineered Product Solutions
(aerospace fasteners, power and propulsion, wheels, auto-
motive, building and construction). Procurement sup-
ports each business group and has full-time personnel
who focus exclusively on capital projects for each of these
business units. There is a separate part of the global capi-
tal procurement group that is dedicated to large growth
projects for the smelting and refining business. It is not
unusual to transfer procurement personnel around the
world to support Primary growth projects. This is where
some of the largest capital projects and dollars reside.

Early Involvement and its

Impact on Suppliers

Suppliers have experienced some tangible changes
from Alcoa’s approach to capital expenditure projects.
Suppliers know they have to “sharpen their pencils”
when responding to capital project proposals. Early
involvement has introduced competitive pressure as the
supply organization evaluates the most qualified suppli-
ers using advanced cost analytic approaches. Suppliers
are required to provide greater cost detail in their pro-
posals compared with earlier times. In return, suppliers
know that business is awarded fairly based on the total
cost of ownership. The days of “designing in” specific
suppliers for a project are over.

A center-led procurement approach means procure-
ment has visibility into all Alcoa capital projects worldwide.
This offers the opportunity to provide additional business to
suppliers that provide good support.

A center-led approach also results
in company-wide consistency and stan-
dardization. Suppliers understand the
proposal process, payment process,
and the negotiation and contracting
process at Alcoa. This is often not the
case when an organization features a
dozen business units developing their
own supply processes, procedures, and
practices, including those that sup-
port capital projects. Alcoa now speaks
with a single voice to the supply market
rather than speaking with many voices
through different businesses and geo-
graphic regions.
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The Benefits of Early

Procurement at Alcoa

Supply leaders are clear when they discuss the benefits
and outcomes from early procurement involvement with
capital projects. They have seen first-hand the benefits
that early involvement offers from project concept to
completion:

e Early involvement at the concept stage helps with
the development of clear specifications and scopes of
work that require minimal changes later.

® The value of speaking to suppliers with one corpo-
rate voice allows a clear set of project rules to be estab-
lished that facilitates a fair process.

® Project costs, including initial estimates and final
costs, are more accurate when procurement is involved
early. Procurement personnel use a varied set of sourcing
tools and approaches when evaluating
capital projects, including leveraging
common requirements across projects,
developing total cost of ownership
models, “should cost” models based on
data from market indices on materials
and labor, and historical project data.

® Procurement now evaluates a
wider choice of suppliers for selection,
which leads to a competitive selection process and lower
costs. Specific suppliers are not “designed” into a project
proposal.

e Harly involvement gives procurement an oppor-
tunity to provide valuable information about materials
and labor availability. An assessment of labor availabil-
ity in Iceland to support a growth project, for example,
revealed a shortage of labor to support project construc-
tion. As a result, procurement along with project manag-
ers developed a plan in which suppliers built and preas-
sembled modular construction for delivery to Iceland.

e Early involvement allows procurement to leverage
common spending categories across multiple projects.
Because procurement has visibility to the total capital
project portfolio as well as the maintenance spending
of the company, projects with some commonality can
be bought together and advantages can be shared from
leveraging the total commercial position. Leveraging has
resulted in double-digit savings, improved schedules,
and improved terms and conditions in the areas of liabil-
ity, warranty, and damages.

e Early involvement allows the capital procurement
team to involve the indirect procurement team in provid-
ing input into the strategies for spare parts, maintenance
and ongoing service needs, thereby providing benefits
outside of the capital spend.
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Alcoa procurement has demonstrated how applying
good talent, advanced sourcing tools, and early involve-
ment can benefit capital projects. The capital procure-
ment group is now invited at the earliest stages of proj-
ects to work with the businesses on their capital needs.
And the project professionals at Alcoa would not have it
any other way.

Concluding Thoughts

The reality today is that procurement should be involved
directly with any purchase category that involves signifi-
cant dollars and where benefits are possible through that
involvement. Unfortunately, for a variety of often good
reasons, procurement involvement has been severely
lacking in the capital project arena. As it relates to the
capital expenditure side, we often do not expect much

The involvement of a dedicated
capital procurement group on capital

projects is a mature process at Alcoa.

¢

beyond ensuring that contracts are properly loaded into
the contract management system.

Capital expenditures cover a wide range of areas that
demand specialized knowledge. Supply personnel that
manage direct materials are expected to have a strong
knowledge of the items they support. Why would a
strong working knowledge be any less important when
supporting capital projects? Leading supply organiza-
tions will recognize the potential benefits of developing
capital project expertise that is respected and asked for
across the entire organization. If anyone asks why pro-
curement personnel should be involved early with cap-
ital projects, a proper response might be, “Why would

they not?" cgo>

Endnotes

1 Source: www.census.gov.

2 "Pushing Procurement Savings to the Bottom Line,
Increasing Corporate Competitiveness Both Dominating the
CFO Agenda, Says AberdeenGroup." Business Wire. 2005,
accessmylibrary. (August 31, 2010). http://www.accessmyli-
brary.com/article-1G1-137408915/pushing-procurement-
savings-bottom.html

3 The authors would like to thank Christie Breves and Chris
Taylor from Alcoa for their generous support during the
development of this section.
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SAMARITAN’S FEET:

TRIALY " STRIUMPHS
ofa GLOBAL

ON-PROFIT

he supply chain management themes we've heard for years—

improve operations, get lean, and reduce costs to improve
profits—mainly target for-profit companies. Less attention has
been paid to the supply chain challenges faced by non-profit organi-

By Christopher Norek, Brian Gibson, zations, and even less to those non-profits focusing on humanitarian

and Manny Ohonme aid. Like their counterparts in the private sector, non-profits must

continuously improve their supply chain operations to control costs.

Dr. Christopher Norek (norek@ Yet their ultimate goal is not to increase profits, but to ensure that
chainconnectors.com) is a senior partner the greatest portion of donations and resources go toward helping
at Chain Connectors, Inc. Dr. Brian those in need.

Gibson (gibsobj@auburn.edu) is a Humanitarian needs fall into two categories. Some needs result
professor of logistics and SCM at Auburn from disasters such as the earthquakes in Haiti, the Tsunami in
University. Manny Ohonme (manny@ Sri Lanka, the earthquake and tsunami in Japan, or Hurricane
samaritansfeet.org) is the Founder, Katrina in the United States. Other humanitarian needs are not
President and CEO of Samaritan's Feet. brought on by any specific incident, but rather result from long-

term, chronic conditions. Humanitarian efforts addressing this
category of needs can be more difficult to conduct because they
don't receive the significant exposure and outpouring of support
that typically occur in the wake of a disaster.

Human health is the principal focal point of many humanitar-
ian organizations working around the world. These groups under-
stand that many illnesses are preventable if the necessary materials
are made available to those at risk. A good example can be found
in the work of the Gates Foundation providing mosquito netting to
protect against malaria.

Prevention can also make a critical difference when it comes
to illness and injuries related to the feet. Foot-borne illnesses, soil-
transmitted infections and diseases, and parasites attacking the
feet are common problems in areas where proper shoes are not
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organization Samaritan’s Feet has persevered and is working steadily toward its

goal of delivering 10 million pairs of shoes to 10 million people in 10 years.The

the globe can be a daunting supply chain challenge. But the humanitarian aid

lessons SF has learned along are instructive for any supply chain professional.

readily available. Common symptoms of these afflictions
are digestive problems, lethargy, dehydration, and debili-
tating illness. Even in their mildest forms, these health
issues may affect daily life, inhibit learning abilities, and
stunt physical development. In some cases, the affliction
can result in amputation or even death.

It is estimated that more than 300 million people
wake up each day with no shoes to wear. Children, in
particular, are at the greatest risk of contracting these
infections, diseases and parasites from lack of footwear.
While drugs can be used to treat patients (if any drugs
are available), the real opportunity lies in the prevention
of these problems. This is the mission of Samaritan’s
Feet (SF).

SF is a non-profit organization that was started by
Nigerian-born Manny Ohonme, co-author of this article.
When he was nine years old, Manny began seeing the
world differently after a stranger from Wisconsin gave
him his very first pair of tennis shoes at a basketball
camp in Lagos, Nigeria. That first pair of shoes was the
inspiration that led him to a basketball scholarship at the
University of North Dakota—Lake Region and in 2003 to
the founding of Samaritan’s Feet.

SF today joins forces with its global community of
more than 80,000 volunteers around the world, com-
mitted to making a difference in the lives of children.
Ohonme and his team set out to accomplish a monu-
mental task globally that started as a dream and, despite
many stumbling blocks, has already turned into reality
for more than 3 million impoverished children in over 60
nations worldwide.

Supply Chain Issues and Challenges

SF’s mission is to protect people from harm’s way by pro-
viding them with much-needed shoes. The goal is both
clear and ambitious: to put 10 million pairs of shoes on
the feet of 10 million children in the next 10 years. While
the mission and goals are simple enough, the task of mov-
ing shoes across global supply chains to people in need
is anything but. In fulfilling its mission, the organization
encounters many logistics and supply chain challenges.
Some of these are unique to the non-profit world, while

WWWw.sCmr.com
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others transcend organization type to impact for-profit
companies and non-profit humanitarian aid organiza-
tions alike.

In addition to the typical issues of language barriers,
cultural differences, and regulatory red tape, SF encoun-
ters supply chain challenges related to product, ware-
housing, inventory, transportation, and third party ser-
vices. This article addresses each of these supply chain
challenges along with the solutions that Samaritan’s Feet
has applied and the lessons learned. Finally, we describe
some of the possible implications of the SF experience
for supply chain professionals everywhere.

Product:

All Donations Are Not Created Equal
The Challenges. Donations are the lifeblood of non-profit
organizations. Monetary gifts are particularly beneficial
because they are readily transferable to the locations of
greatest need with limited effort or minimal additional
cost. In SF’s case, monetary donations can be used to
direct-source shoes from vendors near demand points,
thereby avoiding unnecessary transportation expenses.
Also, these cash donations give SF leverage to procure
shoes at discounted prices, which often means that the
organization can buy more product for its money.

Bulk donations of new shoes also are beneficial and
processing the receipts is relatively straightforward.
However, these donations are not always well-aligned
with demand from the standpoint of time or geography.
Hence, SF may incur inventory-carrying costs to store
bulk donations until they are needed, and then transpor-
tation costs to move the goods to demand locations. (The
accompanying sidebar relates SF’'s experience with one
large bulk donation from Sears Holding Corporation.)

Though donors have the best of intentions, some
footwear does do not fit SF's mission. The organization
focuses primarily on distributing new athletic shoes. It
also distributes school shoes, sandals, and EVA foam
shoes. Donations of other types of footwear (dress shoes,
high heels, boots, for example) bring logistical and dispo-
sition challenges. SF needs to find users for these items;
merely discarding them is not an option. Used or poor
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quality shoes, which are not distributed to SF’s clients,
present yet another disposition challenge. Though gen-
tly used shoes can be a great resource for recycling, they
come laden with their own unique set of supply chain
challenges, costs, and sometimes conflicting operational
workflows.

The Solutions. A simple solution to the donation
dilemma would be to accept only cash contributions and
purchase new shoes with this money. Yet to do so exclu-
sively would reduce total donations and de-personalize
user experience and the SF mission. It would also pre-
clude individuals and groups from directly engaging with
SF and the connection to people in need. So Samaritan’s
Feet actively encourages interested groups to conduct
shoe drives and provides a step-by-step process for run-
ning a successful campaign. To assist in the effort, SF
will assign to the fundraising group an “ambassador” who
understands the organization’s donation needs and sup-
ply chain constraints.

Many of the 80,000 global volunteers assist with
the time-consuming activities of sorting and process-
ing donations at the SF warchouse in Charlotte, N.C.,
and other locations around the world. For those shoes
that do not fit the desired profile, SF seeks out organi-
zations that can use them in their assistance programs.
For example, dress shoes are donated to non-profits
that help people transition back into the workforce and
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winter dress boots go to people in cold and arctic regions
of the world.
The Lessons Learned. Just as for-profit companies

benefit from collaborating with suppliers, SF has learned
that it can build stronger relationships with donors that
go beyond contributions. The following opportunities
have been identified:

® Engage donors in the distribution process to improve
supply chain efficiencies. The more donors are involved
in the process, the more likely they will be to support and
participate in supply chain improvement efforts.

e Enlist key supply chain leaders and volunteers from
logistics, retail, and manufacturing with specific resourc-
es and expertise to drive projects, tasks or entire opera-
tions. For example, past and present SF board members
with experience and know-how in third-party logistics
have been indispensable in finding reduced or donated
shipping and domestic storage.

® Pursue new opportunities with donors and dona-
tions that don't fit the SF profile. For example, have
them send worn out shoes to a recycler who then pays
SF for the recovered materials.

Warehousing:

Creating a Responsive Distribution Network
The Challenges. Unlike many non-profit agencies that
have a local mission and limited scope of operations, SF
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has a global vision that has rapidly evolved. (See map on
page 46.) While the organization has been able to respond
to needs around the globe, the process has not always been
a model of long-range supply chain planning and strategic
network design. In reality, the network has been cobbled
together as best as possible to meet immediate needs.

Complicating matters, to gain access to large-scale
donations, SF must defer to the stipulations of its donor
organizations. This means taking donations wherever
and whenever they are made available—regardless of
any inconvenience or incremental cost. Thus, it is essen-
tial for SF to build flexibility and agility into its distribu-
tion network. Failure to do so could result in donor frus-
tration and fewer partnering opportunities in the future.

Wiarehousing is key to creating a responsive network. Like
all growing organizations, Samaritan’s Feet needs affordable
and strategically located facilities to promote operational effi-
ciency. Moreover, these facilities need to be relatively clean
and secure to protect shoes against damage and theft. That's
a hard enough combination to find in the United States—
and a virtual impossibility in many developing countries.

The Solutions. SF has been working feverishly to
keep pace with its storage needs for several years now.
The receipt of 1.44 million pairs of shoes in 2009 quick-
ly stretched SF’s original Charlotte, N.C., distribution
facility beyond its capacity. Rapid expansion was an
absolute necessity and the organization acted quickly.
It established primary storage facilities in the United
States, Africa, and South America as well as temporary
facilities on an as-needed basis.

SF relies on partnering and creative solutions to
address its growing storage needs. Rather than pur-
chasing or leasing dedicated facilities, it often chooses
to partner with other organizations to share capacity in
suitable facilities. The organization also leverages the
partner’s relationships and knowledge of warechousing
options in particular countries.

If appropriate space isn't readily available, SF must
become a bit more creative. In some cases, the organization
will seek out a partner with a secure compound to hold the
product. If SF can safely and securely do so, it will pur-
chase a used seaworthy container, ship it with product from
origin, and drop it in a secure compound. Another option
is to purchase a cheap, dry container in-country that can
be secured. Containers can provide valuable temporary as
well a semi-permanent storage space until the product is
distributed or until other warchouse space can be arranged.

The Lessons Learned. Agility is not the exclusive domain
of for-profit supply chains. SF needed to establish flex-
ible capacity and develop creative solutions to enhance
distribution network efficiency. Relevant opportunities
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identified include:

e Avoid owning and leasing facilities whenever possi-
ble. This helps to scale global capacity up or down as dic-
tated by major donations, special projects, and demand.

e Use alternate sources of labor to keep warehouse
wage expenses manageable. Going forward, SF will
increasingly utilize volunteers and interns in their facili-
ties. Timing for this seems right as more schools are
looking for real-world experience for their students as
well as community service opportunities.

e Strategically align with companies that have available
capacity to donate and the capabilities (network contacts,
board members, and so forth) to support SF's network.

Inventory: Visibility into Geography and
Nature of Demand

The Challenges. Even though Samaritan’s Feet is a non-
profit and relatively young, it experiences the same vis-
ibility headaches of a multinational for-profit company.
With seven distribution facilities on three continents and
a willingness to bring shoes to any location in need, SF
faces a huge task in maintaining effective inventory over-
sight. It cannot be demand-driven and needs-responsive
without adequate and up-to-date knowledge of inventory
levels across its network.

Adding to the complexity of inventory visibility is
the product variation of the shoes distributed. Inventory
information by size, gender, and style must be captured
and monitored at the distribution locations. SF needs
this information to effectively replenish depleted invento-
ries while avoiding unnecessary movement of shoes that
may already be in strong supply at a particular location.

A final inventory visibility problem relates to SF's
willingness to mobilize the inventory and serve remote
regions of the world. This has led to the wide range of
permanent and temporary storage facilities in the SF
network. While SF’'s permanent distribution operations
can leverage inventory management technologies and
processes, other facilities are relatively primitive and
unable to benefit from standard operating procedures.

The Solutions. SF recognized that a multiple facility,
complex inventory scenario is best solved with a robust
warehouse management system (WMS). Given the vari-

simplifies the process even in remote locations

The on-demand application enables SF to have WMS
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Profile of Samaritan’s

Feet Supply Chain

1| 2009 Revenue: $32,000,000
Shoe Donations Received and Processed in 2009: 1.44
i million pair
/| Global Staff: 30
Number of Volunteers Globally Since Inception (2003):
80,000
Countries with projects: 60+ (Africa, South America, the
Caribbean, Asia, Middle East, Eastern Europe, and North
America)
Headquarters: Charlotte, N.C.
Warehouse Locations: Charlotte (3); San Bernardino,
CA; Indianapolis, IN; Greencastle, PA; Washington
DC; Cape Town, South Africa; Sao Paolo, Brazil; Lagos,
Nigeria; Lima, Peru
| WMS Software: RedPrairie Smart Turn
| Key Modes of Transportation: Ocean, Ground, Rail, Air,

and Parcel

7 Supply Chain Partners: Transportation Insight, LLC
W' (Transportation) and Bonded Logistics (Warehousing);
Mission Expeditors (Ocean); UPS and FedEx (Parcel)
Type of Shoes: 90% new athletic shoes, 10% school
shoes and sandals

Source: www.samaritansfeet.org

* type and sophistication. Another benefit of a SaaS tool
* s that there is no infrastructure to install, maintain, or
remove when locations are added, eliminated, or moved.
Ultimately, SF was able to establish a critical combination
of inventory agility, accuracy, and insight for its network.

SF’s inventory capabilities were put to the test dur-
ing the 2010 World Cup in South Africa. The product
mix was out of alignment in SF’s South African distribu-
tion facilities. Specifically, the Gordon’s Bay facility out-
side Cape Town had only adult sized shoes and lacked
inventory of much-needed children’s sizes. Fortunately,
the WMS enabled SF to quickly find an abundance
of children’s shoe inventory at its Eastern Cape ware-
house, also in South Africa. Without a visibility system,
SF would have been forced to purchase shoes locally or
expedite them from faraway facilities. Either proposition
would have been extremely expensive.

The Lessons Learned. Just as for-profit companies
benefit greatly from demand visibility so does SE. The
organization has an acute need for a single view of inven-
tory worldwide to be able to balance its product mix. To
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better respond to immediate needs and future projects,
SF must:

e [dentify and train regional coordinators in inventory
management. Even with automation, there is a significant
human component involved in tracking and managing
inventory. Regular oversight and inventory updates at the
regional and country levels also limits inventory shrinkage.

e Fully capitalize on the ability of the web-based
WMS to collect and manage data remotely. Simplified
processes help shorten the learning curve of training and
reporting of good data. Making reporting less cumber-
some and less complicated will help ensure regular and
accurate updating. Web-based systems also help avoid
the expensive investment in technological infrastructure
such as computers and scanners at its facilities.

e [everage available mobile technology (smart
phones, tablets with a simple mobile WMS applica-
tion) rather than PCs or even costly notebook comput-
ers for inventory tracking and management. Mobile
applications enable SF to get instant updates from any
warehouse location in the world as well as the ability to
report on a move from anywhere.

Transportation:

Securing Capacity and Low Costs

The Challenges. SF's largest expense outside of shoe
procurement and travel is freight transportation. Like all
shippers, it must overcome capacity constraints, rising
rates, and in-transit product safety issues. In addition,
SF encounters transportation flow challenges as their
destination points may be remote and the routes uncon-
ventional to say the least.

Throughout the recession, available transportation
capacity had shrunk. Some of this was due to carrier
bankruptcies; in other cases, carriers reduced capacity to
maintain rates and counter the effects of lower demand.
The net result has been the removal of excess capacity
from the system, capacity that SF previously sourced as
donated backhaul transportation.

Combine delivery to some of the most troubled parts
of the world with a product that is coveted by thieves
and the real magnitude of the transportation challenge
becomes crystal clear. Getting the product to the destina-
tion port is in many instances the easy part of the trip.
The real headaches begin at the destination port during
the entry process and persist on to the final leg of delivery.
For example, SF has had an entire container of donations
disappear from bonded storage at a port in West Africa.
The organization is still working to resolve the loss claim.

The Solutions. Samaritan’s Feet has taken a multi-
pronged approach to overcoming transportation obstacles.
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First, it brought in knowledgeable transportation experts
to manage freight flows and develop creative solutions
to its freight predicaments. Unlike many non-profits, SF
now has on staff a full-time director of logistics and supply
chain. Supply chain experts also serve as members of the
organization’s Board of Directors and Board of Advisors.
Because SF doesn't have consistent volume, it is
difficult to lock in needed capacity and low rates with
transportation contracts. Fortunately, the organization’s
freight flows on low-demand backhaul routes in some
regions of the world. So occasionally this presents oppor-
tunities for SF to seek partnerships with carriers and
intermodal companies to move freight at reduced back-
haul rates. Ideally, the freight will move as a donated

Coordinating a Massive
Donation in Two Weeks

Imagine getting the news about a donation of one million
pairs of shoes from Sears Holdings Corporation, the par-
ent of Kmart. Great news until you discover that you have
only two weeks to organize the transportation and storage
of 280 truckloads of the shoes.

Samaritan’s Feet received that call in December 2009.
The donated shoes were ready to be picked up from Kmart
returns centers, but with one important stipulation: the
operation could not affect any of the post-holiday activi-
ties at those returns centers. At the time, SF had only one
facility in Charlotte, N.C., which would be receiving loads
originating from multiple Kmart locations.

Literally overnight, SF’s mindset needed to transition
from a non-profit humanitarian aid organization to that of
an efficient supply chain network operator. SF responded
by enlisting the help of supply chain professionals, 3PL
service providers, and government entities to manage the
flow and storage of the massive donation.

Transportation Insight, one of the group’s supply chain
partners, managed every aspect of moving the 280 loads.
North American Van Lines and Bonded Logistics set up
warehouse operations across the country to process and
store the shoes. Warehouse capacity was provided at no
cost by the State of Indiana (75,000 sq. ft.), the City of
{ San Bernardino (50,000 sq. ft.), and underutilized manu-
{ facturing mills in North Carolina.

The project was a success. Samaritan’s Feet handled
every truckload of shoes without a single donor issue. And
in the process, an efficient distribution network was estab-
lished. Subsequently, SF was able to easily assimilate a
donation of 300,000 pairs of new shoes from Homeland

Security into the network.
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service from the carriers, though this is rarely the case.

To minimize the risk of product loss, SF closely monitors
freight flows for potential problems and works to avoid politi-
cal hotspots. Likewise, it seeks to limit dwell time at ports
where the athletic shoes become prime targets for theft. SF
seeks to partner with people who have a strong track record
of quickly clearing goods through customs. In many cases,
but not all, SF as a humanitarian organization is able to get
the donated athletic shoes classified as “duty free.”

The Lessons Learned. With global shipping capacity
decreasing and rates increasing, a not-for profit has to
be very creative in transportation arrangements. Some
opportunities are to:

e Increase the use of intermodal (piggyback) where
available to counter the capacity crunch and rate
increases of over-the-road truckload.

e Scek in-kind donation of transportation from mov-
ing companies like North American Van Lines who have
shared backhaul capacity as well as providing deep dis-
counts to move last-minute shipments or donations.

e Partner with third party transportation manage-
ment companies and use their rate umbrella to secure
the best rates.

e Scck additional backhaul opportunities to inter-
national locations that are primarily exporting to (rather
than importing from) the United States.

3PL Partners:

Never Too Many Cooks in the Kitchen?
The Challenges. 1t's hard to say no to offers of help when
you do not have an abundance of in-house supply chain
expertise or resources. A relatively young non-profit like SF
doesn't have the financial wherewithal to staff and manage
facilities in every region in which it is trying to help people.
Thus, the assistance provided by 3PLs is both appreciated
and essential. Third parties possess the capabilities, infra-
structure, and knowledge needed for operational efficiency
in regions where SF has a limited presence.

Problems can arise, however, when the pool of ser-
vice providers grows rapidly and the supply chain net-
work becomes fragmented and dysfunctional. Yet while
SF feels that there can never be “too many cooks in the
kitchen,” this situation at times had made the organiza-
tion vulnerable to certain supply chain problems. These
include the following: simple processes became difficult,
cumbersome, and inconsistent across regions; commu-
nication challenges arise, especially when dealing across
cultures; and maintaining a global view of inventory
becomes more difficult. In short, SF needs to be ever
vigilant that the presence of multiple third parties never
impedes its mission of serving people in need.
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The Solutions. Intelligent partnering is the key to
success for non-profits like Samaritan’s Feet. The orga-
nization learned the hard way that not every offer of
help should be immediately accepted. The capabilities
of potential partners must be vetted, their market exper-
tise verified, and their fit within the existing network
assessed. This qualifying process needs to take place
before any working relationship is established.

Whenever possible, SF uses partnering opportunities
to empower indigenous people. These individuals often
prove to be adept at working at the end distribution point
and handling clearance at the port and movement inland.
Yet while SF seeks to empower the indigenous popula-
tion, it does not do so at the expense of supply chain
expertise and efficiency. SF's approach—which has prov-
en successful so far—is to work with trusted, experienced
freight forwarders and 3PLs. And in many instances,
where SF needs to quickly access local experience and
relationships, it secks out an experienced non-profit orga-
nization that is already established on the ground. This
was the case when SF partnered with the Zimbabwean
Organization of National Healing and Reconciliation to
ship a truckload of 5,000 pairs of shoes from South Africa
for distribution throughout the country.

The Lessons Learned. SF has to be proactive in iden-
tifying requirements and partners, particularly in areas
where proven capabilities are weak or absent. Some
opportunity areas that should be pursued include:

e For cach project, clearly map out which resourc-
es are needed (people, transportation capacity, storage
capacity, etc.), the quantity of resources needed, and the
required timeframe.

® Do capability and capacity checks of 3PLs to be
used in each country before engaging them. This would
include conducting reference checks on the providers to
ensure that they have the capabilities they claim to have.

e Continue to reach out to other non-profits around
the world. Compare and contrast operating footprints
and expertise to better identify partnership opportunities.

® Become familiar with variances in customs pro-
cesses across countries.

Solutions to Consider

In this persistent, difficult economic climate, business
leaders will continue to look at supply chain as a key to
preserving limited company resources. Supply chains,
especially those in a non-profit organization, will
be pressed to do even more with less and be nimble
enough to react wherever a need exists. In response to
these pressures, SF is constantly developing innovative
supply chain solutions and approaches. Many of these
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can be applied effectively in both non-profit and for-
profit environments:

Control the product mix to streamline operations.
By avoiding products that are not central to the core mis-
sion, organizations can reduce inventory levels, warchouse
resources, and supply chain complexity. SF accomplishes
this by focusing mainly on new athletic footwear.

Leverage opportunities to establish operations
within demand regions. This can reduce transpor-
tation costs and provide access to reasonably priced
labor. This approach also helps to promote regional eco-
nomic development, empower the local workforce, and
increase visibility of the mission—all key tenets of the
SF mission.

Establish inventory visibility to control supply
and cost of regional storage. Simplifying processes,
training local staff to maintain accurate data, and using
low-cost technologies enables rapid and accurate inven-
tory updates. SF can gain excellent visibility even when
storing inventory in a dropped container.

Develop operational and staffing resource flex-
ibility to respond to volume fluctuations. SF’s core
staff is supplemented by a volunteer base to manage the
processing of large-scale donations. Also, SF uses tem-
porary facilities and consolidates regional operations
as appropriate. Similarly, for-profit organizations can
achieve flexibility though the use of 3PL facilities and of
temporary and part-time labor.

Invest in qualifying and selecting supply chain
partners. Finding partners with both a desire to help
with the SF mission and the required supply chain exper-
tise and local knowledge is an arduous but eminently
worthwhile exercise. When strategic relationships are
built on mutual trust, capabilities, and cultural fit, the
potential for supply chain success is greatly enhanced—
in any type of organization.

In its brief lifespan, Samaritan’s Feet has encoun-
tered significant supply chain challenges on the way to
becoming a truly global operation. The ability to iden-
tify and execute innovative solutions to meet these chal-
lenges has helped the organization mature and expand
its services to more people in need in more locations of
the world. The good news is that SF is quickly moving
toward its goal of putting 10 million pairs of shoes on the
feet of 10 million people in 10 years—the 10/10/10 goal.
Solid supply chain management is a critical part of that
effort. oo

Authors’ note: Readers interested in helping with Samaritan’s
Feet are invited to contact Manny Ohonme at manny@
samaritansfeet.org or call toll free 1.866.833.SHOL (7463). To

learn more about Samaritan’s Feet, visit www.samaritansfeet.org.
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Procurement Outsourcing:
Proceed with Caution

By Chris Ahn, Rodrigo Slelatt, and Ricardo Ruiz-Huidobro
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rocurement is not
as easily outsourced
as many other trans-
actional or non-strategic
functions—that's because
it ties directly into the busi-
ness’s profit-and-loss state-
ments. Despite a substantial growth in outsourcing
in the past several years, procurement outsourcing
is less than 2 percent of all outsourcing activities,
according to a comparison of A.T. Kearney indirect
procurement studies (2007-2010).
Only a handful of

ered experts at outsourcing procurement and, to

companies are consid-

date, most procurement outsourcing is limited to
select portions of indirect spend. It is difficult to
envision it expanding to all indirect spend areas
across companies, let alone into direct spend.
Expectations that procurement outsourcing will
achieve high growth over the next several years
may need to be tamped down.

In fact, we have recently worked with com-
panies in the process of backing out of procure-
ment outsourcing deals they signed just a few
years ago. One large U.S.-based multinational
that considered all indirect sourcing categories to
be “nonstrategic” undertook a sizeable outsourc-
ing deal that did not result in substantial benefits
in very many categories. Another global company
that “mixed” procurement into a broad outsourc-
ing contract concluded that it was paying too
much for average results. Both companies now
recognize that their due diligence efforts during
the vendor selection and contracting processes
were less than adequate.

These experiences exemplify why compa-
nies planning to begin procurement outsourc-
ing efforts, or intensify already started programs,
should do so cautiously.
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What You Need To Know

A thorough analysis is a must when considering
procurement outsourcing. You must be honest
about your current capabilities when determin-
ing what facets of procurement you might out-
source. For instance, do you outsource strategic
sourcing? Category management? All procure-
ment operations from buying through payments?

Strategic sourcing or category management
should not be outsourced in isolation, in most
cases. Yes, an external provider can perform stra-
tegic sourcing alone to cut costs quickly with
minimal transformation or change management.
But the benefits will be short lived unless you
subsequently develop a sound category manage-
ment capability. The development process will
help acquire skills and know-how that were not
already available and build discipline in the pro-
cure-to-pay chain. But doing so requires substan-
tial change management efforts that vendors will
find challenging to drive, especially when they
are not in control of the purchasing operations.
Outsourced category management brings fees
for service that can exceed the cost of bringing
this expertise in-house, especially where there is
scale to leverage.

A preferred operating model involves outsourc-
ing procurement operations as a first step and com-
bining end-to-end solutions for specific categories.
The former arrangement helps to realize savings in
labor arbitrage and improve efficiency by outsourc-
ing non-core activities. It also yields data trans-
parency that can result in further savings due to
improved spend management and provides a solid
starting point for incremental outsourcing. A com-
bined end-to-end category solution allows for maxi-
mum savings potential from a non-core business
area and encourages vendors to “put some skin in
the game” by committing to specific savings targets.
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Of course, agreeing to this requires ceding control over deci-
sions in the selected categories, combined with lots of change
management and collaboration to realize savings.

Clearly, if you are considering procurement outsourc-
ing you must be open to change and be willing to let the
outsourcing vendor drive that change to promote long-term
savings. You must also understand all potential costs—both
upfront and ongoing—before engaging vendors.

Contract Cautiously

Deciding to pursue procurement outsourcing also means
undertaking a formal vendor selection process, as vendor
solutions and contracting methods vary widely in this rela-
tively immature outsourcing field. While a customer service
leader today can contract with a contact center vendor and
feel secure about the outcome, the same cannot yet be said
about the procurement leader who is looking to outsource.
Each service provider's specific capabilities,
solutions, and service offerings are differ-
ent, as is the category-specific know-how
each possesses. Most importantly, a full
understanding of the value proposition in
terms of costs weighed against potential
savings and other benefits is needed.

Determining which aspects of procurement to out-
source and which vendor solution to adopt are the basic
first steps toward successful procurement outsourcing. Yet
the ultimate success or failure of a deal can very well lie in
the contracting process. At this time, there are too many
ways to land a procurement outsourcing contract, and the
variety of options is actually a negative. You need to have a
very clear picture of the fees that you will pay for the ser-
vice and the benefits you should expect in exchange.

Vendors may charge a fee as a percentage of managed
spend, charge a fixed price per full-time equivalent (FTE),
charge a percent of savings achieved or even offer to nego-
tiate a gain-sharing agreement. Deals built around percent-
age of managed spend bring clear cost and invoicing, but
can result in high ongoing fees and the risk of operating
loss if savings are not committed.

Price per FTE deals, which we endorse for procure-to-
pay outsourcing, present a clear picture around costs that
make them easy to audit. The downside of FTE deals is
that when contracts include category management, what is
in fact a high-value-added service is treated like any other
type of transactional outsourcing. This blurs the value of
the spend management skills incurred, which actually go
beyond that FTE.

Contracts that include one-time charges upfront typi-
cally bring negative cash flow in the first year or two of the
arrangement. But they are fairly transparent and help to

Www.scmr.com
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incur a real cost in the right category rather than realizing
it later through high long-term fees. Although gain-sharing
agreements create the appearance of a partnership and
potential upside, the concept tends to be blurry in execu-
tion. Because gain-sharing relies on trust, disputes may
arise around how much in savings were realized should the
signatories of these multiyear contracts move on—thus,
we rarely favor this type of arrangement.

Delivering Results: Deal After Deal

Procurement outsourcing is an emerging practice, but is
certainly not an arrangement to be entered into lightly. For
several companies, it has not yielded the expected results.
Companies with the most to gain tend to be those with
annual revenues between $1 billion and $5 billion, as they
rarely invest heavily in procurement capabilities and are
keenly focused on growth. Companies in this range lack

You must be honest about your current
capabilities when determining what
you might outsource.

the scale to make significant headway by pooling their
own spend across the business, but can outsource indirect
categories to a vendor that will in turn bundle this spend
with that of other companies to obtain favorable terms.
Consumer products and financial services companies have
been making significant inroads in procurement outsourc-
ing based on a combination of their familiarity with out-
sourcing other functions and their sizable (but underman-
aged) indirect spend.

Procurement outsourcing is also unique when com-
pared to the many other types of business process out-
sourcing (BPO); it does not come with the baked-in guar-
antees that vendors can deliver as in other functions. An
early willingness to share spend data and an honest assess-
ment of present-day capabilities is a must during the ven-
dor selection process. Where a capability is found to be
lacking, the question then is whether it can be improved
through an internally focused effort or by outsourcing.

The pilot approach discussed earlier offers a cautious
on-ramp, with the potential to expand efforts by adding
more categories or moving up the chain to more tactical
aspects such as strategic sourcing and category manage-
ment. As it happened with the now more popular out-
sourced functions, the best way to eliminate “buyer’s cau-
tion” in procurement outsourcing is for a group of vendors
to deliver sustainable results and operational efficiencies—
and do so deal after deal.
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Tallying the Benetits of S&OP

Benchmarking data show that adopting an S&O0P
program in conjunction with close collaboration with
suppliers and customers can deliver major advantages
in key performance areas.

i

By Rob Spiegel,
APQC
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ollaboration has
become one of
the profession’s

And

while collaboration in

guiding ideals.
supply chain management
typically conjures visions of
data sharing with suppliers
and customers, it's impor-
tant to remember that col-
laboration looks internally,
too. Recognizing this, more
and more companies are
embracing sales and operations planning (S&OP)
to end the inefficiency inherent in functional
silos working in their own world. In effect, they
are using S&OP to foster internal collaboration—
i.e., to let the right hand know what the left hand
is doing within the organization.

The downside potential of clinging to a silo
mentality can be huge. It’s estimated that much
of the massive inventory build-up that occurred
in the electronics industry during the downturn
in 2001 may have been avoided if sales, market-
ing, and finance had shared accurate demand
information with the supply chain managers.

Information sharing between the supply
chain and other internal business functions is
really what S&OP is all about. The ultimate goal
is to achieve the following benefits:

e greater visibility of demand and supply;

® better promotional planning;

e improved product lifecycle management;
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® improved inventory management;
® better revenue management; and
® more accurate budget forecasting.

A Distinct Approach to Planning

While its principles were formulated many years
ago, S&OP has become a common supply chain
activity only in recent years. According to APQC
Open Standards Benchmarking data, 76 percent
of organizations surveyed have now developed
a formal sales and operations planning process.
A full 63 percent have a centralized supply
chain planning operations structure. Because of
the global nature of supply chains today, some
organizations reported a supply chain planning
structure that includes a mix of centralized and
decentralized by region.

While S&OP supports the traditional busi-
ness planning process, it is different from that
process in important respects. The S&OP pro-
cess typically reviews planning at a higher level
than traditional planning. This is reflected in
planning meetings that take place monthly and
yearly as opposed to the daily or weekly meet-
ings of the more tactical traditional planning.
Also, senior management is usually more heav-
ily involved in S&OP than they are in tactical
planning sessions, seeking to encourage con-
sensus for a single operating plan across busi-
ness functions.

According to Hitachi Consulting, the types
of information that get examined at an S&OP
meeting typically include:

WWW.sCmr.com
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e forecasted demand and corre-

EXHIBIT 1

sponding revenue;

e production plan and cost-of-sale
projections;

® inventory positions/levels;

e financial budget vs. actual compari-
son (P&L, balance sheet and cash flow);

e raw material purchase projections;

Inventory carry

Return on asset:
e forecasted capacity utilization com-

pared to past performance; and Shrinkage as a

e forecasted labor utilization com-
pared to past performance.

degree (1-2 on a five

S&OP combines a view of demand the median performa

and supply. It often begins with a

Impact of External Demand Collaboration on Key S&0P Measures

Selected S&OP Measures

of average annual inventory value

Note: The “Low” column indicates the median performance level for organizations that have only a small

customers (4-5 on a five-point scale).

Low High
Collaboration Collaboration N
ing cost as percentage 16.0% 8.0% 38
s 11.0% 15.9% 33
percentage of total revenue 0.16% 0.05% 38

-point scale) of external demand collaboration with customers. The “high” column indicates
nce level for organizations that have a high degree of external demand collaboration with

demand plan across a specific time

EXHIBIT 2

period such as 12 or 24 months. A sup-
ply plan is then created for the same | External Supp
period by the supply chain team in col-
laboration with marketing and sales.
Demand and supply are justified to
develop an operating plan. The goal is DIy Gl
to gain consensus on what will be sold

and what revenue will be produced for

Selected S&OP Measures

per $1,000 revenue

Number of FTEs for the supply chain
planning function per $1 billion revenue

ly Planning Collaboration with Suppliers on Key S&O0P Metrics

Low High
Collaboration Collaboration N
planning costs $3.43 $1.98 45
27.12 12.97 53

each product each month. This gives
the supply chain function visibility into actual demand.
This improved visibility, in turn, allows the supply chain
team to create a more efficient flow of materials.

The Benefits of S&OP

There are a number of efficiencies associated with S&OP,
especially when its measures are combined with external
collaboration on both the demand and supply side. APQC'’s
Open Standards Benchmarking shows that organizations
that have a high level of external demand collaboration in
their dealings with customers had half the inventory car-
rying costs (as a percentage of average annual inventory
value) as those with low levels of demand collaboration
(see Exhibit 1). Likewise, those with high collaboration
displayed better return on assets and lower shrinkage as a
percentage of total revenue.

External demand collaboration involves bringing the
customer’s view of demand into the planning process.
External supply collaboration brings the view of suppliers
into the process. The combination of these external views
can smooth out any disruptions due to demand spikes or
supply shortages.

Those organizations with high levels of demand collabo-
ration also show a better finished goods inventory turn rate

WWWw.sCmr.com

that the low collaborators—15.2 turns vs. 7.6 turns. With
regard to staffing levels, the collaboration leaders needed
only 9 full time equivalent (FTE) personnel in supply
chain planning per $1 billion in sales. By contrast, those
with low collaboration needed 24 FTEs to perform the
same function.

A number of other improvements were reported by
those organizations that collaborated closely with sup-
pliers on S&OP measures. For example, they recorded
demand and supply planning costs that were nearly half
that of companies that reported low levels of collabora-
tion (see Exhibit 2). The difference in the number of
FTEs required for the planning process was even more
dramatic; those organizations practicing high collabora-
tion needed less than half as many FTEs for planning as
those with low collaboration.

Among the other advantages, organizations using a high
level of collaboration with suppliers on S&OP measures
had a cost of goods as a percentage of revenue of 44 per-
cent. That number for low collaborators was 73 percent.
As for the finished goods inventory performance, for those
organizations with high collaboration, the turn rate was
14.5. Those with a low level of collaboration reported a fin-
ished goods inventory turn rate of 7.6.
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Even when external collaboration
is not factored into the reporting equa-
tion, those organizations with formal
S&OP programs significantly outper-
form the others. According to data from

APQC Open Standards Benchmarking,

~ BENChMARKS cousinvear

companies with S&OP programs in
place reported demand and supply
planning costs of $2.00 per $1,000 in
revenue. This compares to $3.34 per
$1,000 in revenue for those organiza-
tions with no formal S&OP program.
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The same pattern emerged with
respect to finished goods turn rate.
Organizations with formal sales and
operations planning reported a median
turn rate of 10.70 vs. organizations
with no formal S&OP reporting 6.75.
The number of FTEs required for sup-
ply chain planning functions per $1
billion in revenue was 13 for those
organizations with formal S&OP. For
those without formal S&OP, the FTE
number was 23. The overall supply
chain management costs per $1,000
in revenue was $58.70 for the for-
mal S&OP companies. Overall costs
were almost twice that—$106.90 per
$1,000 in revenue—for those organi-
zations with no formal S&OP in place.

Numbers Tell the Story
While it is not prudent to causally assert
that S&OP practices will necessar-
ily deliver consistent efficiency improve-
ments, it is clear that organizations using
S&OP in conjunction with external col-
laboration with suppliers and customers
enjoy a range of advantages over those
organizations that do not. APQC Open
Standards Benchmarking shows that
organizations with a high level of collab-
oration display greater levels of efficien-
cy across a number of S&OP metrics,
including planning costs, number of
full-time equivalent personnel required
for planning, return on assets and inven-
tory carrying costs. Other efficiencies
shown by high collaborators include
improved inventory turn rates, a lower
cost of goods as a percent of revenue,
and reduced shrinkage.

All in all, the numbers make a very
compelling case for S&OP.

Rob Spiegel is Knowledge Specialist—
Supply Chain for APQC.

About APQC: A member-based non-
profit founded in 1977, APQC is the
leading resource for performance ana-
Iytics, best practices, process improve-
ment, and knowledge management. For

more information, visit www.apgc.org
or call 713-681-4020.
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Top 25 Truckload Carriers
Trucking’s solution:
“Reindustrialize” the U.S.

sequentially, up annually

Much ado about ol

up 24.3 percent

not abating anytime soon

Lynden subsidiary acquires
Port Side Trucking

Top 25 Less-than-Truckload Carriers

ATA February tonnage data is down

Surface trade with NAFTA partners

Uproar over proposed HOS regulations

$78

Trucking rates poised to continue
upwards, according to TCP survey

S80

S81

hat do the Top 50 trucking
companies have in common?
That’s easy. Leading CEOs
and trucking analysts agree
that their shared traits in-
clude shrewd and experienced
management teams, an obsession with service and
operational details, an ability to react quickly to
market conditions, and a motivated work force.
Emerging from the roughest three-year economic
cycle since the industry was deregulated, CEOs from
sister magazine Logistics Managements list of the Top
50 trucking companies say that they’re now focused
on improving yield and profits. That’s at the same time
they're increasingly tailoring their services for each spe-
cific customer to satisfy changing shipper demands.
What's making the Top 50 tick? According to

MAY/JUNE 2011

David Ross, trucking analyst for Stifel Nicolaus,
the most important aspect of any Top 50 trucking
company is the strength, ability, and breadth of
experience of its management team.

“Management is number one,” says Ross. “They
all run the same trucks along similar networks, but
its how you run them that makes the difference. The
best make the right decisions on how much to charge,
what kind of capacity to bring on, and how much
equipment to buy. It all starts with management.”

HOW THE TOP 50 ROLL

FedEx Freight this year surpassed YRC Worldwide as
the nation’s largest less-than-truckload (LTL) carrier.
It is at the forefront of industry changes. Bill Logue,
president and CEO of FedEx Freight, says he draws
his cues from Fred Smith, the founder and CEO of
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TOP 25 LESS-THAN-TRUCKLOAD CARRIERS - 2010 REVENUES (Including fuel surcharges)

2010 REVENUE
RANK CARRIER NAME ($ MILLIONS) COMMENTS
1 FedEx Freight $4,421 Revenue adjusted to calendar quarters
Includes FedEx National LTL
2 Con-way Freight $3,026 Surpassed YRC National as second largest LTL carrier
3 YRC National $2,642 Includes YRC, Inc. (former Yellow and Roadway) and
YRC Reimer brands
4 UPS Freight $2,002 Completed first full year with union workers
5 ABF Freight System $1,395 Expanding regional service in Western U.S. during 2011
6 0Id Dominion Freight Line $1,377 Most profitable public LTL carrier
7 Estes Express Lines $1,352 Largest privately-held LTL carrier
8 YRC Regional $1,257 Includes Holland, Reddaway, and New Penn brands
9 R+L Carriers* $1,077 Includes R+L, Gator, Greenwood, and Paramount brands
10 Saia Motor Freight Line $836 Coverage of 34 states
11 Southeastern Freight Lines* $723 12 Southeast states. Launched logistics division in Jan. ‘11
12 Vitran Express $582 Acquired Milan Express (Feb. ’11). Coverage in 34 states
with Milan
13 Averitt Express $495 Southeast coverage. Member of Reliance Network for national
coverage
14 Roadrunner Transportation $410 Acquired Bullet Freight (Dec. '09). Light-asset carrier
15 AAA Cooper Transportation $399 Coverage in 15 states primarily in the Southeast
16 Central Transport International* $354 Full coverage of 33 states
17 New England Motor Freight $317 15 Northeast and Mid-Atlantic states
18 Pitt-Ohio Express $275 Mid-Atlantic coverage. Member of Reliance Network for
national coverage
19 Dayton Freight Lines* $257 11 Midwest states
20 A. Duie Pyle* $231 13 Northeast states
21 New Century Transportation $170 Light-asset load to ride hybrid LTL operation
22 Central Freight Lines $150 Coverage in 14 states primarily in the Southwest
23 Daylight Transport $144 Light-asset with concentration on West Coast
24 Oak Harbor Freight Lines $129 Coverage in 5 Western states
25 Ward Trucking $114 10 Mid-Atlantic states
2010 TOP 25 TOTAL REVENUES $24,070
ALL OTHER LTL CARRIER REVENUES $3,401
2010 TOTAL LTL MARKET REVENUES $27,4M

Note: Revenues for LTL operations only, unless otherwise indicated

*Revenues primarily LTL and include less than 10% for truckload and other services

Source: Company reports and SJ Consulting Group estimates
Prepared by SJ Consulting Group, Inc.

FedEx Corp. Logue says no detail at any of FedEx’s

operating units is too small for Smith to ignore.
“It’s a culture created at the top,” says Logue. “Fred

has always emphasized that we are in business for

the customer. But it’s our employees who make that

customer expect great things. We try and make every
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employee responsible for that customer treatment.”
According to Douglas Stotlar, president and
chief executive officer of Con-way, the No. 2
LTL carrier on our list, says that he sees several
common characteristics in his operation and those
of his chief competitors, including comprehensive
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John Greason
Logistics Manager, Houston, TX
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quality of our service to you, month
after month.

“Saia’s Customer Service Indicators are
powerful tools. They’re for shippers who
are serious about creating a productive

partnership with their carrier. If ’'m not
using them to help improve John’s shipping
efficiency, I’'m not helping either of us.”

Now with our newest measurement —

Exception-free Deliveries — we’re taking

the most comprehensive commitment in

the industry a step further. 1.800.765.7242 » www.saia.com

Jeff Davidson
Saia Account Representative,

Houston, TX . .
Customer Service Indicators

On-time Pick-up ® On-time Delivery e Exception-free Delivery e Claims-free Service e Invoicing Accuracy e Claims Settled within 30 Days


http://www.saia.com

Special Report

Tog 0

from the

SHADOWS

S64 SurpLy CHAIN MANAGEMENT REVIEW *

A SPECIAL SUPPLEMENT TO SUPPLY CHAIN MANAGEMENT REVIEW

TOP 25 TRUCKLOAD CARRIERS - 2010 REVENUES (Including fuel surcharges)

2010 REVENUE
CARRIER NAME (In $ millions) SUBSIDIARY PORTFOLIO / COMMENTS

1 Swift Transportation $2,631 Swift Transportation

2 Schneider National $2,350 Schneider National, Schneider National Bulk Carriers

3 Werner Enterprises $1,542 One-way Truckload, Dedicated, Cross-Border

4 U.S. Xpress Enterprises $1,450 US Xpress, Xpress Global Systems, Xpress Direct, Total
Transportation, Arnold Transportation, Abilene Motor Express,
C&C Transportation, Smith Transport, Pinner Transport

5 J.B. Hunt Transport Services $1,386 J.B. Hunt Truck, Dedicated Contract Services

6 Prime* $1,019 Flatbed, Refrigerated, Tanker

7 Crete Carrier Corp. $841 Crete Carrier, Shaffer Trucking, Hunt Transportation

8 C.R. England $835 England North America, England Mexico, England Dedicated

9 Knight Transportation $659 Knight Transportation, Knight Refrigerated

10 CRST International $612 CRST Expedited, CRST Malone, CRST Dedicated Services

1 Covenant Transport $603 Covenant Transport, Southern Refrigerated Transport,
Star Transportation

12 Ruan Transportation $591 Ruan Dedicated Contract Carriage, Bulk Transportation

Management Services

13 Celadon Group* $542 Celadon Trucking, Celadon Logistics, Jaguar, Celadon Canada

14 Stevens Transport $501 One-way, Dedicated, Expedited

15 Heartland Express $500 Heartland Express

16 Ryder Systems $483 Dedicated Contract Carriage

17 Con-way Truckload $461 Con-way Truckload

18 Western Express $432 Truckload Van, Dedicated, Flatbed

19 Penske Logistics $422 Dedicated Contract Carriage

20 Dart Transit $415 Dart Regional, Dart Dedicated

21 Interstate Distributor Co. $413 IDC - Specialized Services, Heavy Haul, Temperature
Controlled, Dedicated

22 Anderson Trucking Service $409 ATS Inc., ATS Specialized, SunBelt Furniture Xpress, Midwest
Specialized Transportation, Warren Transportation

23 USA Truck $402 USA Truck

24 NFI $401 NFI Dedicated, NFI Transportation

25 Marten Transport $393 Marten Transport

TOTAL TOP 25 TRUCKLOAD $20,293
CARRIER REVENUES

Note: Revenues are for truckload operations and exclude intermodal, logistics and
other services

*Revenue adjusted to reflect calendar quarters

Source: Company Reports and SJ Consulting Group estimates

Prepared by SJ Consulting Group, Inc.

service offerings, the ability to execute at high levels
against stated service standards, and customers who
appreciate a level of consistency.

Astute carrier executives are quick to point out
that the lowest rate may not mean the best value.
Increasingly, carriers are “bundling” their services
to meet ever increasingly exacting shipper needs. As
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Stotlar said: “The price/value proposition we offer
works to our customers’ advantage.”

Chuck Hammel, president of Pitt Ohio, No. 18
on the LTL list, agrees with Stotlar and says that he
sees several similar trends. He’s seeing more need
for time-definite services, and also a move toward
LTL shippers trying to increase volumes to qualify
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for a truckload shipment. Toward that end, Con-
way recently bought Contract Freighters Inc., a
major TL carrier, and now ranks as the 17th-largest
TL carrier in the nation.

Hammel says he’s also seeing more shippers
seeking out financial information about their car-
riers. He says financially strong carriers will have
an edge as shippers, under the new CSA 2010
standards, are able to find out more information
about individual carriers.

“Carriers who are strengthening their balance
sheets by paying down debt, recruiting the best
drivers, and adjusting their pay and benefits to stay
ahead of what could be a looming driver shortage
will have an advantage,” Hammel says.

2007-2010: Staying alive

The period from 2007 to 2010 was perhaps the
roughest three-year economic cycle for the trucking
industry since deregulation in 1980.

Trucking’s solution: “Reindustrialize” the U.S.

Trucking industry leaders are unanimous in choosing

the No. 1 thing on their wish list of priorities to increase
freight volumes, improve rates, and create better services:
Reindustrialize America.

Trucking volumes are split roughly half and half between
retail and industrial. But the industrialized portion of the
business has been shrinking for decades, as the U.S.
increasingly became a service economy.

“There’s only so much retail,” says Myron P. “Mike”
Shevell, chairman of the Shevell Group, which includes
Northeast regional LTL giant NEMF and truckload carrier
Eastern Freightways. “There is virtually no clothing made in
the U.S. You've got to produce goods to survive.”

How bad is the U.S. industrial base? Consider a few
facts:

» The U.S. has lost approximately 42,400 factories since
2001.

* |n 2008, 1.2 billion cell phones were sold worldwide.
Not one was made in the U.S.

* The U.S.has lost a total of about 5.5 million manufac-
turing jobs since October 2000.

¢ |In 1959, manufacturing represented 28 percent of U.S.
economic output. Today, it represents about 9 percent of all
non-farm jobs.

» Today about 12 million Americans worked in manufac-
turing. The last time less than 12 million Americans were
employed in manufacturing was in 1941.

* Dell Inc., the computer giant, is expanding operations
in China with an investment of over $100 billion over the
next decade. Dell now employs more people overseas than
inthe U.S.

 Consumer spending accounts for 70 percent of GDP.
Of that amount, more than half is spent on services.

* The U.S. has lost 32 percent of its manufacturing jobs
since the year 2000.

There are signs, however, that these disturbing trends
could be changing. For the first time since 1997, U.S.
manufacturing jobs increased. Last year U.S. manufactur-
ing grew by 1.2 percent, or 136,000 jobs. That figure is
expected to grow by another 330,000 manufacturing jobs
this year, or 2.5 percent, according to IHS Global Insight
and Moody’s Analytics.

Fortunately, there are serious people who believe the
deindustrialization of this country is nothing short of a
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national crisis. President Barack Obama long has called
for a reindustrialization based on “clean” energy jobs
and other 21st-century endeavors. His efforts to create
a network of high speed rail projects is an example, but
hardly the only one.

Manufacturing jobs are actually the “shining star” of this
economic recovery, Thomas Runiewicz, an economist at
IHS Global Insight, recently told The Wall Street Journal.
There are several reasons for this manufacturing rebound:

1) Quality: The U.S. worker has continually proven to
produce a superior product, albeit perhaps not at the low-
est possible price.

2) Onshoring: The trend to offshore outsourcing has
begun to end as U.S. manufacturers discover advantages
to producing goods here.

3) Excess U.S. industrial capacity and infrastructure:
This nation’s cities are full of potentially high quality real
estate and brick and mortar locations that can easily be
retrofitted to nearly any industry.

According to Runiewicz, examples abound. Whirlpool
Corp. has 39 factories worldwide but recently decided to
modernize and expand its plant in Cleveland, Tenn., to
meet rising demand. Dow Chemical is building an 800,000
square-foot factory at Midland, Mich., to design and make
hybrid batteries in order to be close to the auto plants of
this country. Caterpillar is building a $120 million plant in
Victoria, Texas, to build heavy machinery that used to be
built in Japan.

All these expansions, and many more, potentially have
dollar signs dancing in U.S. trucking executives’ heads.
That'’s because eventually every one of those products will
be shipped on a truck, even if the long-haul perhaps is
handled by intermodal rail.

So while America may never be the industrialized
giant it was in the 1950s, it appears it doesn’t have to be
the manufacturing ghost that it'’s been in the past decade
or two.

“Nobody in this country should be getting a free meal—
they should be working either in the private sector or on
city, state, or federal projects,” Shevell says. “At least then
you’re paying them for work received. Then they might be
buying some goods made in this country. If not, what’s the
point?”

—By John D. Schulz, Contributing Editor
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It saw even top-flight carriers like FedEx Freight
and Con-way post their first quarterly losses in
their history. Some marginal carriers such as Jevic
Transportation, C.W. Johnson Trucking, Alvan
Motor Freight, and Boyd Logistics and Cargo
Transportation Services declared bankruptcy or
closed. Others, such as LTL giant YRC Worldwide,
teetered on the brink after losing in excess of $2.3
billion over the past three years. To the surprise of
many, YRC is still afloat, although it has moved
down the list in revenue.

But the successful carriers quickly adjusted
to the market downturn, and are now poised to
take advantage of the reduced capacity in the
market place.

Mark Rourke, president of transportation for

LTL carriers had a tougher time reducing
their overhead, and that explains the unprec-
edented quarterly losses at carriers such as FedEx
Freight and Con-way. That’s because, unlike TL
carriers that operate largely point to point, LTL
carriers operate and maintain intricate hub-
and-spoke networks of terminals and breakbulk
facilities.

But even so, the LTL industry was shrunk from
a $32 billion industry in 2007 to about a $28.5
billion sector today—a $3.5 billion reduction.

Or, as Con-way’s Stotlar says: “A company the size
of Roadway has come out of the market as far as
capacity is concerned.”

There were significant capacity reductions by
major carriers. In November 2008, Con-way shut

40 locations to match vol-
ume levels. Recently, FedEx

“Like most large truckload companies, Schneider’s capacity ook out 100 locations in

peaked in 2008. We tightened up about 10 percent of
capacity, and as we come out of this we’re keeping our
numbers there and will focus on returns. We’re not
building the church for Easter Sunday any more.”

—NMark Rourke, Schneider National

Schneider National, the No. 2 truckload (TL) car-
rier on the list, says it tightened up capacity by 10
percent, taking as many as 1,400 power units off
the road.

Schneider was not alone. J.B. Hunt, No. 5
on the TL list, reduced its over-the-road truck
capacity by more than 1,400 units, or 27 per-
cent, during the nadir of the downturn. Wer-
ner Enterprises, our No. 3 TL carrier, took out
950 trucks, or 10 percent of its capacity. Swift
Transportation, the largest TL carrier, reduced its
fleet by 2,750 trucks, or 15 percent, in order to
cope with declining freight demand, according
to figures compiled by analyst John G. Larkin of
Stifel Nicolaus.

“Like most large truckload companies, Schnei-
der’s capacity peaked in 2008, says Rourke. “We
tightened up about 10 percent of capacity, and as
we come out of this were keeping our numbers
there and will focus on returns. We're not building
the church for Easter Sunday any more.”
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its recent network redesign.
“LTL capacity is probably
closer to equilibrium now
than it has been in a long,
long time,” adds Stotlar.

I¢’s nearly impossible to
close a low-volume terminal
without affecting service, so
LTL carriers were more vul-
nerable to reduced profitabil-
ity during the downturn. So they reduced head
counts where they could, and went lean in hiring
in order to stay in business.

“The downturn in the economy meant that
many service providers did not need to hire, thus
we did not bring new blood into the business,”
says Steve O’Kane, president of A. Duie Pyle, No.
20 on our LTL rankings. “For example, for an
18-month period, for all 2009 and the first half
0f 2010, we did not put anyone through our own
driving academy. That was simply because we did
not have driving jobs for them.”

According to Myron “Mike” Shevell, chairman of
the Shevell Group, which includes top Northeast re-
gional carrier New England Motor Freight (NEMEF):
“LTL carriers are at the mercy of so many things that
we have no control over. We have no control over
tolls, fuel, no control over driver supply or whom we
can put to work. We're running four driver schools.
It costs a fortune to do that; but without them, there

would be nobody to haul the freight.”
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2011: Time to recapitalize, reorganize increasingly created a series of five or six regional

This year is a time for change, top carrier executives  distribution networks to cover the country.

agree. Having ridden out the storm, leading truck- “We've been a long-haul trucker for 75 years,

ing executives say it’s now time to focus on profits.  but now we have 50 percent of our business in

Fleets need money to recaptitalize after three lean regional configuration,” says Schneider’s Rourke.

years and shippers should be bracing for higher “We have reinvented ourselves.”

freight rates across the board, they say. That’s because that’s where shipping is going.
“Customers understand it,” says FedEx

Freight’s Logue. “Yield improvement is very

important right now. It’s been three or four *LTL capacity is probably closer to equilibrium
tough years, and we need to rebound in now than it has been in a long, long time.”
terms of profitability in order to reinvest in ’ ’
our businesses.” —Douglas Stotlar, Con-way
That’s already starting to happen. Last
year, sales of new Class-8 trucks rose
nearly 15 percent year over year, while medium- Because more long-haul freight is moving on the
duty truck sales zoomed 24.7 percent to 271,992 railroads, Rourke says the over-the-road emphasis
units, according to_WardsAuto.com. is on short-haul (under 750 miles) going by truck.
Carriers are adjusting their networks to meet “Previously, in our long-haul network, we
customers’ needs. Often, that has meant reinventing ~ might have dispatched a truck once a day,”
long-haul truckload networks into a series of region-  Rourke says. “In our new regional model, we dis-
al networks in order to place trucking equipment patch that truck on average one and a-half times
and drivers closer to their customers as shippers have  a day. The intensity has picked up the entire pace
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across our operation.” historically been a Southeast regional carrier. But
This has occurred in response to changing ship- it has changed with the times, joining Pitt Ohio
per demands. “They’ve deployed inventory closer ~ and four other regional LTL carriers to form the
and closer to the end user, whether it’s industrial Reliance Network. That consortium, launched in

or retail freight,” Rourke says. “We've studied the 2009, has grown to be the eighth-largest LTL net-
work nationally, according
to a recent Raymond James

“Customers understand it...Yield improvement is very

analysis.
important right now. It’s been three or four tough years, “Regionalized distribution
and we need to rebound in terms of profitability in order to ~ "etworks are popular in the
' . ' industry because they offer
reinvest in our businesses.” quick and flexible services,”

) ) says Phil Pierce, Averitts
—DBill Logue, FedEX Freight  oyecutive vice president of

sales and marketing. “How-
demands of the market and that’s why we've made  ever, many shippers have long-haul LTL needs.

the change.” The challenge with regionalized networks has been
Similarly, LTL carriers have tweaked their shipping outside of the network; so, in response to

operations. Pitt Ohio recent expanded its service this, Averitt participated in forming the Reliance

offerings, adding a small package service, heat- Network.”

track service, temperature control, truckload, and Similarly, FedEx Freight recently transformed

logistics capabilities. its operations from separate long-haul and regional
Averitt Express, No. 13 on the LTL list, has operations into one network handling both types
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of freight. It also changed the nomenclature from
“regional” and “long haul” to “expedited” and
“economy” and pricing that freight accordingly.

More and more, freight is being priced accord-
ing to its distinct characteristics and its cost within
a carrier’s network. Shippers who tend “driver-
friendly” freight (on pallets with no waiting time
for drivers on pickups and deliveries) will be get-
ting spared the higher increases that other custom-
ers might face.

“For an 18-month period, for all 2009 and the first half of
2010, we did not put anyone through our own driving
academy. That was simply because we didn’t have driving

jobs for them.”

—Steve O’Kane, A. Duie Pyle

“If a shipper is making it as easy as possible for
freight to be picked up, that allows us to be much
more flexible on rates,” adds FedEx Freight's Logue.

Road ahead

The coming capacity crunch and carriers’ new-
found emphasis on profits means only one thing
for shippers: higher freight rates.

On the TL side, analysts and executives say
privately that shippers can expect rate increases
of perhaps as much as 7 percent to 8 percent,
net of fuel surcharges. On the LTL side, which
has slightly more excess capacity currently, rate
increases of 3 percent to 5 percent are more likely.

“As our volumes grow, we're working on the
yield side,” says FedEx Freight's Logue. “Increas-
ingly, we are looking at every account and asking
ourselves: ‘Is this a good long-term decision for
this shipper?” I would say everybody is in that same
situation.”

Con-way’s Stotlar couldnt agree more. “Every-
body is committed to getting margins back to re-
capitalize their fleets,” he says. “The industry seems
to be in lock step that we have to improve margins.
We were successful in getting rate increases last year
and that continues into 2011.”

NEMFs Shevell says rate increases are essential
for carrier survival in an era when a new Class-8
truck costs about $125,000, diesel is threatening
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to break the $4 plateau, and increased wages for
qualified drivers are necessary as government pro-
grams such as CSA 2010 threaten to eliminate as
many as 150,000 unsafe long-haul drivers.

The days of shippers beating up their carriers
over rates and then dropping them in favor of a
cheaper-priced carrier are ending, Shevell predicts.
“There are shippers who laugh and say we'll give it
to the next carrier, but it’s coming to a point where
the next carrier will be gone too,” adds Shevell.

In fact, there’s only a few
regional carriers left in the
Northeast and Midwest. Shev-
ell is warning shippers that the
same mega-consolidation that
has happened to airlines and
railroads could be happening
to trucking, which would be a
disadvantage to shippers.

“When that happens,
capacity is going to be tight,”
Shevell warned. “The shippers who gets capac-
ity will be the ones who have taken care of their
carriers. The days of running roughshod on rates
are over.”

That’s because capacity is tightening. Although
it’s difficult to gauge precise trucking capacity at
any time, most carriers say they are approaching
the “sweet spot” when tight capacity enables them
to raise rates year over year in the mid-single-digit
range. This last occurred during the period from
2002-2006 when carriers say they enjoyed the best
pricing power since deregulation in 1980.

“Our view is that capacity is at its equilibrium,”
says Schneider’s Rourke. “The spot market is indic-
ative of what’s available in terms of capacity. What
we're seeing is that the truckload industry appears
to be at or slightly short of capacity; so there’s little
doubt that rates are certainly going up.”

Schneider is predicting overall rate increases of 5
percent to 7 percent, net of any increase in fuel sur-
charges. Analysts agree. “It’s a positive environment
for carriers,” says analyst Ross. “Pricing (discount-
ing) got a little too aggressive the last two years.
Most of those guys at the top are unprofitable, and
we think there will be capacity constraints. Thats
good for the carriers.”

And probably not so good for shippers—at
least those shippers who have enjoyed rock-bottom
freight rates the past three years. []
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ATA February tonnage data is down
sequentially, up annually

TRUCK TONNAGE SAW ITS FIRST decline in three
months, according to data released recently by the
American Trucking Associations (ATA).

The ATA’s advance seasonally-adjusted (SA)
For-Hire Truck Tonnage index dropped 2.9 percent
in February following 3.8 percent and 2.5 percent
gains in January and December, respectively. Prior
to those sequential gains, November was up 0.6
percent and September and October were up a
cumulative 2.8 percent.

The current SA index is 113.3 (2000=100) in
February, following January’s 117.1, which was its
highest level since January 2008. December’s SA
index of 112.7 was the highest it
had been since September 2008
at that time. The cumulative
December and January SA was up
6.1 percent.

The SA index was up 4.2 per-
cent compared to February 2010,
which was short of January’s 7.6
percent annual gain. On a year-to-
date basis, the SA is up 5.9 percent
compared to 2010.

The ATA’s not seasonally-
adjusted (NSA) index, which
represents the change in tonnage actually hauled by
fleets before any seasonal adjustment, was 102 in
February, down 2.8 percent from January’s 105.4.

Some industry analysts maintain that the
not seasonally-adjusted index is more useful,
because it is comprised of what truckers haul.
As defined by the ATA, the not seasonally-
adjusted index is assembled by adding up all
the monthly tonnage data reported by the
survey respondents (ATA member carriers) for
the latest two months. Then a monthly percent
change is calculated and then applied to the
index number for the first month.

“Tonnage is not going to increase every
month, and in general I'm very pleased with freight
volumes early this year,” said ATA Chief Econo-
mist Bob Costello in a statement. “I'm hearing a
significant amount of positive news from fleets and

MAY/JUNE 2011

that the largest concern continues to be the price of
diesel fuel, not freight levels.”

Costello added that harsh weather throughout
much of the country in February likely contributed
to the sequential decline.

And as Costello pointed out, the prevailing
mood in the market is one of optimism in terms
of demand and volume, according to carriers and
shippers. This is notable considering the myriad
challenges occurring, such as high unemployment
levels, increasing fuel prices, and various regula-

tory efforts that are likely to impact the trucking
industry to a degree.

Carriers have repeatedly told LM that the cur-
rent market outlook is “slow but steady” and is
likely to remain that way for the foreseeable future.

“We are seeing the same things that the ATA
data is showing,” a trucking executive recently
said. “February was relatively firm, but just like
January it was somewhat negatively impacted by
the severe winter weather affecting many parts of
the country.”

The carrier executive also pointed out that with
the supply and demand of capacity much more
closely balanced this year, a continued uptick in
tonnage will create greater challenges for shippers
needing trucks. He said that other items that will
further squeeze capacity include CSA 2010 and
the proposed changes to the Hours of Service
(HOS) rules.

—Jeff Berman, Supply Chain Group News Editor
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Much ado ahout oil

A blog by Jeff Berman, Supply Chain Group
News Editor

While looking at mainstream media news sites,
an item in The New York Times recently caught my
attention.

Maybe it caught your attention, too. Here is the
headline:“Obama to Set Goal of One-Third Cut in Qil
Imports.”

Given the current situation, with oil barrel prices
hovering around $100 and diesel approaching $4 per
gallon, that headline, again, is really an attention-grab-
ber as far as | can tell.

In short, the article explains how in a speech Obama
will be giving at Georgetown University, he will discuss
how the “United States needs, for geopolitical and eco-
nomic reasons, to reduce its reliance on imported oil,”
with more than half of the oil burned in the country today
coming from overseas and Mexico and Canada.

It also notes that when prices go up we all panic,
and when they go down, we resume our previous
habits.

Of course, there is more to it than that. This current
run up in prices, coupled with carriers focused on yield
improvement does not help shippers run cost-efficient
supply chains. But those are the cards currently being
dealt at the table.

Shippers are clearly concerned about the pace of
these increases, as they are largely on the hook for

them, financially-speaking, with fuel surcharges passed
along to them by carriers on top of freight rates. Should
prices continue to head north, it could likely limit future
growth as well increase the cost of doing business, as it
likely it already.

In recent weeks, there has been talk of the White
House opening up the country’s Strategic Petroleum
Reserve to alleviate pain at the pump for shippers,
carriers, and consumers alike. And there has been
a buzz of late about natural gas and how that could
off-set our expenses and reliance on fossil fuels.
There also are many companies making tremendous
progress on alternative fuel vehicles for freight
operations, too.

These things are very promising and could make a
legitimate difference down the road. But with no defined
deadline in site for when they could be fully applicable
and depended on, it is the same old story for now—a
story that is getting tired and repetitive.

Oh, yeah, there is also that little issue of zero
meaningful forward progress on energy legislation
in our country. Given the divided political party
lines that are the new normal in the U.S., that is
hardly surprising.

It seems like Obama’s speech will bring to light the
things that need and should be done for the most part.
The hard part is actually getting there. [

To read more blogs, go to logisticsmgmt.com

BTS says surface trade with NAFTA partners
up 24.3 percent annually in 2010

TRADE USING SURFACE TRANSPORTATION between the
United States and its North American Free Trade
Agreement (NAFTA) partners Canada and Mexico was
up 24.3 percent in 2010 compared to 2009, increas-
ing to $791 billion, according to data released by the
United States Department of Transportation’s Bureau
of Transportation Statistics (BTS). BT officials said
the 24.3 percent annual increase is the largest annual
increase for the time it has been collecting this data.

Surface transportation, according to the BTS, is
comprised mainly of freight movements by truck,
trail, and pipeline, and nearly 90 percent of U.S. trade
by value with Canada and Mexico moves by land. Ac-
cording to the BTS, 86.2 percent of U.S. trade by val-
ue with Canada and Mexico moved on land in 2010,
and total North American surface transportation trade
value in 2010 was up 13.4 percent compared to 2005
and up 37.5 percent compared to 2000.
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But despite the increase, the value of North
American surface trade in 2010 is below 2007 and
2008 levels, according to the BTS. And it added
that total North American surface transportation
exports in 2010 were up 25.1 percent over 2009,
with exports up 23.3 percent annually.

BTS said the value of U.S. surface transportation
trade with Canada was up 22.1 percent year-over-year
in 2010 at $471 billion. Imports carried by truck were
valued 17.3 percent higher in 2010 compared to De-
cember 2009, said the BTS, and the value of exports
carried by truck was up 21.8 percent.

The value of U.S. surface transportation trade with
Mexico was up 27.6 percent year over year in 2010 at
$320.3 billion. Imports carried by truck were valued
26.5 percent higher in annually, said the BTS, and the
value of exports carried by truck was up 24.3 percent.

—Staff’
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Uproar over proposed HOS regulations

not abating anytime soon

A blog by Jeff Berman, Supply Chain Group
News Editor

As you probably already know, not too long ago
the Federal Motor Carrier Safety Administration
(FMCSA) floated the idea of reducing available daily
driving time for truck drivers by one hour from 11 to
10 hours per day.

Needless to say, this was not well received, and
not surprisingly, it seems to have become even less
popular than it was when first introduced.

The reasons for this vary. But in most cases it
comes back to the fact that the current regulations are
safe and reasonable, with an ample amount of data
available to back that up.

The new FMCSA proposal released perhaps as an
early Christmas present (more likely a lump of coal) on
December 23 is comprised of the following:

* Dropping available driving time from 11 to 10
hours per day.

* Retaining a portion of the “34-hour restart” provi-
sion by allowing drivers to restart their weekly clock by
taking at least 34 consecutive hours off-duty. However,
the restart provision would be revised by requiring that
it include two.

* Decreasing daily “on-duty” time from a maximum
14 10 13 hours. Drivers would continue to be allowed to
drive either 10 or 11 hours within a 14-hour “window.”

¢ Requiring a minimum 30-minute break after a
maximum of 7 hours driving or working in order for a
driver to continue driving.

* Permitting the standard 14-hour window to be
extended to 16 hours twice a week.

These are, in sum, pretty major changes. And to get
an idea as to the potential negative impact they could
have on supply chain management operations for ship-
pers across the nation, look no further than what my
colleague John D. Schulz wrote in an article for sister
magazine Logistics Management in January.

“The Federal Motor Carrier Safety Administration’s
(FMCSA) trial balloon to reduce by one hour (from 11
to 10) the actual time a truck driver can be driving is
a horrific idea, unbased in science or data, that would
conservatively cost the U.S. economy $2 billion in lost
productivity, and probably much more in inefficiency
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and additional infrastructure requirements.”

Starting to get the picture here? Try this one from
Stifel Nicolaus Managing Director John Larkin on for
size. This is from a recent FMCSA listening session on
the impacts associated with the FMCSA’s proposed
changes to HOS rules.

“We believe the proposed HOS rules would make
driving a truck, already a difficult profession with more
than its fair share of irritations, less appealing to many
workers (due both to lifestyle factors and possibly less
pay). Therefore, we believe that tightened HOS rules,
combined with other safety regulations, could exac-
erbate an upcoming driver shortage driven by volume
growth and unfavorable driver demographics. Some
carriers may experience near-term cost increases asso-
ciated with hiring/training/retaining drivers and rerout-
ing freight through alternate terminals. Longer-term,
tightening HOS rules will likely serve as one of several
regulatory actions that will constrain driver and capac-
ity availability. We believe that in the presence of tight
driver and capacity availability, trucking rates should
increase at faster trajectory than trucking costs despite
expected increases to certain expense line items.”

Well, here is one more opinion from Rick Gaetz,
president and CEQ of Vitran Corporation.

“These changes would tighten a tight market even
further,” Gaetz told me. “I think no one will ever know
when the perfect regulation is drafted. Much time and ef-
fort and great expense goes into the study of driver hours,
driver fatigue, and safety, and | think we are pretty close
to having it right—where things stand now. The key mea-
surement is safety, and statistically it appears and feels
safe under the current format. The industry has to operate
efficiently and safely, and those two lines are crossing
very close right now in terms of working properly.”

At the end of the day, we can only hope that the
powers that be in the federal government truly take into
account the potential backlash these changes could
produce. Until then, we can only speculate on what
may happen, but if the proposed changes become
official, then we can all expect to see supply chains
become shorter and more costly.

Let’s hope for a better outcome than that. [

To read more blogs, go to_logisticsmgmt.com
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Trucking rates poised to continue upwards,
according to Transport Capital Partners’ survey

EVEN THOUGH THE TRUCKING industry appears
to be benefitting from relatively healthy volume
growth, there are enough obstacles in the way to
make its future outlook somewhat cloudy. That
is the consensus of a recent survey from Trans-
port Capital Partners (TCP).

TCP’s Fourth Quarter Business Expecta-
tions Survey typically polls about 200 trucking
executives on various industry-related topics to
gain insight into what the market is thinking on
different issues, including demand, government
regulations, capacity, and, especially of late, oil
and gas prices.

Some of the survey’s chief findings included
two-thirds of executives indicating they are
optimistic about growth in 2011 when it comes
to volume and rate increases, and 45 percent of
carriers stating they are interested in making an
acquisition in the next 18 months—coupled with
about 1 in 5 carriers showing interest in selling
their business.

Another main theme was how capacity has
been tightening due to things like bankruptcies,
exporting of used equipment, and fewer new
truck purchases, according to TCP.

“Carriers are optimistic, because the
economy is going to improve, but that de-
pends on Congress and Wall Street not doing
things that are not smart,” said TCP Partner
Lana Batts.

“Barring factors that nobody can control,
carriers are feeling pretty good. The other side
of that is capacity is so constrained, with carrier
not buying replacement vehicles over the last
three years and not expanding their fleets,”added
Batts. “As a result, the old law of supply and de-
mand is going to play out. When capacity does
expand, rates do go up.”

These rate increases, said Batts, are already
occurring and are very apparent on the spot
market, too. What this means for shippers is that
motor carriers have no interest in adding capac-
ity at this point.

Instead, she explained, they need to replace old
trucks, because replacement costs for older vehicles
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are very high, and the actual amount of capacity
carriers truly want to increase is miniscule. This

is due to the fact that truck buying activity was
quelled in 2008 to 2010, with the majority of
truck buying activity occurring being allocated for
replacement trucks only to a large degree.

“What the motor carrier industry is saying is
‘T have to take care of my balance sheet first,”
explained Batts. “And the fastest way to do that
is by increasing rates, not by adding trucks. The
reality is trucks today cost $120,000, whereas in
2006 it would have costs $70,000 to $80,000.
Today we are still seeing 2006 rates, which de-
feats the purpose of adding trucks if 2006 rates
are still in effect.”

What’s more, the impact of CSA on truck
buying activity and capacity is also signifi-
cant. Batts said that a portion of carriers that
received CSA-related warning letters from the
Department of Transportation will shut down,
resulting in lost capacity, coupled with low
driver ratings, too.

“What the motor carrier industry is saying
is ‘I have to take care of my balance sheet
first.” And the fastest way to do that is by
increasing rates, not by adding trucks.”

—Lana Batts, TCP Partner

And the heavily-contested DOT proposal to
cut back on available driving time from 11 hours
per day to 10 will also remove capacity. This
capacity will not simply be replaced by adding
more trucks, according to Batts. Instead, rates
will be raised.

“All of these things coming together for the
trucking industry are creating a perfect storm in
a positive sense, with the only way for rates to go
being up,” said Batts.

—Jeff Berman, Supply Chain Group News Editor
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Lynden subsidiary acquires Port Side Trucking

IN MARCH, Pacific Northwest-based refrigerated mo-

tor carrier Brown Line, LLC, a subsidiary of Lynden
Transport, acquired the operations of Port Side Truck-
ing, a Kent, Wash.-based refrigerated trucking company.
Financial terms were not disclosed.

Lynden Director of Marketing and Media David
Rosenzweig said that the primary reason for this deal
was that Port Side was a good fit for Brown Line and
presented a market opportunity to increase volume,
and add several lanes to its existing business.

Brown Line provides shippers with temperature-
controlled, less-than-truckload (LTL) specialized ser-
vice along the West Coast, as well as scheduled service
to San Francisco, Los Angeles, Phoenix, San Diego,
Chicago, Boston, and Minneapolis from the Puget
Sound and Southern British Columbia. Port Side of-
fers service from the Pacific Northwest to Boise, Salt
Lake City, Denver, and Portland, Ore.

Company officials said the routes the company is
gaining from Port Side will benefit shippers served by
both Brown and Port Side and provides a seamless,

high-quality refrigerated delivery network.

Rosenzweig added that Port Side was an attrac-
tive acquisition because it also carries refrigerated
food commodities but to different markets not
previously served by Brown Line. “There are a large
number of customers who did business with both com-
panies,” he said. Now those customers can reach all the
market locations from a single source. One call for all
of the customers’ needs.”

“Port Side serves markets that complement our ex-
isting services and allows us to offer customers a true
one-stop-shop for shipping all temperature-controlled
commodities,” says Jason Jansen, Brown Line Presi-
dent, in a statement. “Brown Line’s specialty is ship-
ping seafood and other delicate freight. Now we can
offer customers additional delivery areas and a variety
of choices in shipping fresh, frozen, and non-refriger-
ated freight. We are now positioned to serve the West
Coast, Midwest, Northeast, and British Columbia
with the fastest door-to-door service available.”

—Jeff Berman, Supply Chain Group News Editor
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