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INTHISIiSSUE

Innovation Inside and Out

ur cover illustration of “Innovative think-
ing” depicts an individual—a reader of Sup-
ply Chain Management Review we'd like to
think—climbing out of a box. Too literal an
interpretation? Too clichéd? Too corny, even?

OK, well maybe a qualified “yes” to each of those
questions. But the more we thought about the recur-
ring theme of innovation in this issue, the more we
became convinced that the box metaphor was the
right way to go.

Now we're not really talking about physical boxes
that constrain us (though some no doubt view their
offices or cubes in that regard), but rather the men-
tal confines. These can be stubborn barriers. And
the most stubborn one of all, you could argue, is the
“but this is the way we've always done things” way of
thinking.

Innovation in the supply chain context comes in
different forms and from different sources. In our
feature story on Steelcase, for example, the innova-
tion described originated from within the organiza-
tion. The office furniture maker’s supply chain was
growing far and wide, and with this growth came
increased supply management risk. How to get a
handle on the situation? The answer was an inter-
nally developed initiative—they called it the Global
Procurement Process (GPP)—that linked supply risk
management to procurement activities.

By making this unconventional linkage, Steelcase
not only established an effective supply risk manage-
ment protocol, but also improved overall procurement

operations.

Yet while internal innovation
is a traditional and proven way to
go, it's not the only way. In fact,
more and more companies are
looking outside of their organi-
zations for innovative input. In
explaining this concept that is
often referred to as “open inno-
vation,” Accenture consultants
and their co-authors point to
the growing number of leaders
who are taking this path. P&G,
General Mills, and General Electric are just a few
of the names you'll recognize. Once people get past
the not-invented-here mentality, the authors argue,
it's amazing what can be accomplished by welcoming
outside expertise to the party.

Innovating in the supply chain space does not
take a spark of genius—though that certainly can’t
hurt if you're lucky enough to be on the receiving
end of a jolt. Rather, it takes a mindset that is curi-
ous enough to wonder whether the way we've been
doing things can be done better. True innovators,
of course, don't stop with idle curiosity. When they
identify a new and improved approach to a supply
chain job—regardless of how non-traditional that
approach may seem—they then pursue the imple-
mentation process with a passion.

Climbing out of that conventional box has an
important side benefit, too: It's good exercise.

Frank Quinn, Editor
fquinn@ehpub.com

-. EprroriaL OFFICES
111 SPEEN ST. (SUITE 200),
FramiNGHAM, MA or701-2000

MANAGEMENT REVIEW g o g

Brian Ceraolo
Group PUBLISHER

Jeff Berman
ONLINE NEws Epitor
jberman@peerlessmedia.com
Kelly Jones
ProbucTiON MANAGER

Francis J. Quinn
EprroriaL DIRECTOR

Wendy DelCampo
ART DIRECTOR
bceraolo@peerlessmedia.com

Peerless Media LLC

fquinn@peerlessmedia.com wdelcampo@peerlessmedia.com

Patrick Burnson
Executive Eprtor
pburnson@peerlessmedia.com

Sarah Petrie
MANAGING Eprror

spetrie@peerlessmedia.com kjones@peerlessmedia.com

Peerless

Mike Roach John Kerr Subscriber Services ‘/
CREATIVE DIRECTOR SpeciaL ProjecTs Epitor scmrsubs@ehpub.com MEDIA'LLC WoRLDWIDE

mroach@peerlessmedia.com johnkerr@erooeditorial.biz

WWW.SCINT.com SuppLY CHAIN MANAGEMENT REVIEW - NOVEMBER 2012 3


mailto:fquinn@peerlessmedia.com
mailto:spetrie@peerlessmedia.com
mailto:mroach@peerlessmedia.com
mailto:wdelcampo@peerlessmedia.com
mailto:pburnson@peerlessmedia.com
mailto:johnkerr@ergoeditorial.biz
mailto:jberman@peerlessmedia.com
mailto:kjones@peerlessmedia.com
mailto:scmrsubs@ehpub.com
mailto:bceraolo@peerlessmedia.com
http://www.scmr.com

Dr.Lapideis a
lecturer at the
University of
Massachusetts’
Boston Campus and
is an MIT Research
Affiliate.

He welcomes
comments on his
columns at llapide@
mit.edu.

INSIGHTS

BY LARRY LAPIDE

Making the Software

Business Case

In making a strong business case for supply chain
software, it pays to focus on three categories of benefits:
efficiency, asset utilization, and customer response.

professions: marketing consultant, high-

tech marketing manager, supply chain con-
sultant, software analyst, academic researcher,
and part-time college lecturer. Looking back,
the job I enjoyed most was as a software ana-
lyst at AMR Research (now part of Gartner)
from 1998 to 2003. It was a challenging job
because as the Chinese curse goes: “I lived in
interesting times.” Yet ['ve always viewed living
in interesting times to be a blessing.

:[’Ve had a career that included jobs in six

The Evolution of SCM Software

My tenure as an analyst was during the phenom-
enal growth of supply chain management (SCM)
as a discipline. The Supply Chain Council was
formed during that period and introduced its
Supply Chain Operations Reference (SCOR)
model. The model’s iconic logo depicted an inte-
grating Plan arrow atop three process arrows—
Source, Make, and Deliver—aligned below. It
represented what companies should be doing
to integrate their logistical functions (such as
warehousing, transportation, and inventory man-
agement) with their manufacturing and procure-
ment functions.

During that same period, a marketing
war erupted between two software vendors,
Manugistics and i2 Technologies, that tur-
bocharged technology innovation through-
out the supply chain software industry. The
vendors were aggressively selling applica-
tions, riding the wave of interest in SCM.
Companies were purchasing software to
enable integrated supply chain processes, and
million-dollar software implementation deals
were common. This got the attention of the
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Enterprise Resource Planning (ERP) soft-
ware vendors (such as SAP and Oracle), who
decided to market SCM software as well. At
first they tried to partner with “best of breeds”
like Manugistics and i2, but afterwards decid-
ed to develop their own solutions or buy com-
panies offering the functionality.

That time period, which lasted until the
Internet bubble burst, saw a lot of innovation.
By 2002 the SCM software market was lit-
tered with hundreds of best-of-breed vendors
as well as the ERP vendors. Since then, the
market has consolidated dramatically.

Convincing Business Cases Needed
Given the market’s complexity, users were fre-
quently asking AMR to help them understand
what each software vendor offered. Since
implementing software (in and of itself) is not
particularly useful unless it enables a process
that improves business performance, our basic
advice hinged upon the answer to the follow-
ing question: What is the business case for
the process changes that the software will be
enabling? Addressing that question entailed an
analysis of the costs and benefits accrued over
the life of the particular software.

The business case for SCM software, espe-
cially planning systems, needed to be even
more convincing than that for ERP software.
[ learned this from i2 Technologies’ co-found-
er, Sanjiv Sidhu, who believed that users con-
sidered planning software to be “Phase 2 or
maybe Phase 3" software. Companies prefer
to first implement transactional systems—the
Phase 1 systems such as ERP systems includ-
ing accounting, MRP and order management
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functionality —followed by execution systems such as
transportation and warchouse management. They tend
to implement planning functionality last, and only if a
very convincing business case can be made. The busi-
ness case for planning software oftentimes involves
estimating softer, less-tangible benefits that are derived
from improved decision-making, rather than simply
from more efficient operations.

I further learned that companies were able to justi-
fy implementing ERP software with marginal business
cases because these systems impacted large swathes of
enterprise-wide employees. For example, if a company
was considering spending $10 million on an ERP imple-
mentation that supported 10,000 employees, that trans-
lates to a cost of $1,000 per employee or
“seat.” However, that same company con-
sidering implementing a $1 million fore-
casting or supply chain planning system
that would be used by only 25 employees
or less would incur a cost of $40,000 or
more per seat. Most organizations would
think long and hard about such an invest-
ment. A common reaction was: “That’s a lot more money
to spend just to support employees in making better
decisions.” Thus, the software needs to offer clear and
significant benefits—demonstrated by a strong business
case, as we discuss below.

The Software Business Case

While at AMR, 1 was briefed by countless software
vendors. The briefings covered the software being mar-
keted, its functionality, and case studies of the benefits
achieved by implementation. Benefits were often stated
in terms of operating cost savings, increased fill rates,
and inventory reductions.

I once discussed these advantages with managers
from the consumer packaged goods (CPG) industry and
several of them told me that I was missing an important
type of benefit: increased asset utilization. They claimed
they were able to justify implementing planning soft-
ware because it scheduled operations so efficiently that
production increased to such an extent that their com-
pany deferred building a new plant. This benefit, defer-
ring capital expense, is especially important in capital-
intensive industries.

After that discussion, I revised my list of major ben-
efits that might result from software implementations,
as follows:

Efficiency
e Cost-of Goods (COG) savings
® Operating cost savings
® Productivity improvements

Asset Utilization
¢ Increased plant and warehouse use and throughput
e Inventory reductions
e Deferred capital expenditures

Customer Response
¢ Improved cycle times and Perfect Order fulfillment
e Greater customer satisfaction
® Resulting revenue and market share enhancements
(Note: Readers of my November 2008 SCMR col-
umn, “The Operational Performance Triangles”, might
recognize the types as the points of the triangles that
depict the alignment of balanced operational perfor-
mance objectives to corporate strategy.)

The business case for SCM software, especially
planning systems, needs to be even more
convincing than that for ERP software.

Software functionality enables process improvements
leading to one or more of these benefits. Consider a
Warehouse Management System (WMS) integrated
with an Inventory Management System (IMS). These
might be implemented primarily for the sake of efficien-
¢y, such as to reduce operating costs and improve pro-
ductivity. However, customer response benefits might
accrue as well, such as less order-splitting, shortened
cycle times, and improved Perfect Order performance.
In addition, asset utilization benefits might include
deferring the need to expand storage space and reduce
the use of overflow warchousing. Also, enabling dynam-
ic distribution techniques, such as cross-docking, direct
store delivery (DSD), and differentiated product flows,
could negate having to build a new distribution center.

[ found that making the business case for planning sys-
tems is trickier. Reason: the potential impacts of the plan-
ning system—both positive and negative—permeate the
entire supply chain. These impacts must be carefully ana-
lyzed in the business case. For example, the business case
needs to consider the trade-off between improved custom-
er response resulting from the new planning system and
any attendant increase in costs and inventories.

While I've focused on a list of benefits to con-
sider during the development of a software business
case, the list is the same whether software is involved
or not. So if you want to develop winning business
cases, make sure to estimate all potential operational
performance impacts (both positive and negative) in
order to pitch a complete, enterprise-wide story to
your executive team.
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GLOBAL LIiNKS

BY PATRICK BURNSON

Major Growth Predicted
for U.S. Manufacturing

Recent reports suggest that manufactured exports are
set to surge. Combined with jobs created as a result

of reshoring, higher U.S. exports will have a profound
impact on supply chain managers in the years ahead.

ccording to new research by the Boston
AConsulting Group (BCG), the export

manufacturing sector has been the
“unsung hero” of the U.S. economy. Harold
L. Sirkin, a BCG senior partner and coauthor
of the research, maintains that this is only
the beginning. Sirkin believes that the United
States is becoming one of the lowest-cost pro-
ducers of the developed world—and compa-
nies in Europe and Japan are taking notice.

BCG projects that by around 2015, the U.S.
will have an export cost advantage of 5 percent
to 25 percent over Germany, ltaly, France, the
U.K., and Japan across a range of industries.

Among the biggest drivers of this advan-
tage will be the costs of labor, natural gas, and
electricity. As a result, the U.S. could capture
2 percent to 4 percent of exports from the
four European countries and 3 percent to 7
percent from Japan by the end of the decade.

This would translate into as much as
$90 billion in additional U.S. exports per
year, according to BCG’s analysis. When the
increase in U.S. exports to the rest of the
world is included, annual gains could reach
$130 billion. BCG forecasts that the biggest
export gains will be in machinery, transpor-
tation equipment, electrical equipment and
appliances, and chemicals.

The analysis is part of BCG’s ongoing “Made
in America, Again” series, which has been
reporting on how changing global economics are
starting to favor manufacturing in the United
States. This latest research delves deeply into
the nation’s competitive position relative to
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other developed economies. Together, the devel-
oped economies account for about 60 percent
of global manufactured exports.

U.S. as an Export Base

Previous reports in this series have focused
on production and jobs that are likely to be
brought back to the U.S. as China’s once-
formidable cost advantage erodes. Earlier this
year, a BCG report titled “U.S. Manufacturing
Nears the Tipping Point: Which Industries,
Why, and How Much?” predicted that the
U.S. would gain 2 million to 3 million jobs
from higher exports and production work
shifting from China to the U.S. Although the
reshoring trend (also referred to as “insourc-
ing” and “onshoring”) is still in its early stag-
es, several large foreign manufacturers have
already announced plans to use the U.S. as an
export base for other markets.

Toyota, for example, has announced that
it will export Camry sedans assembled in
Kentucky and Sienna minivans made in
Indiana to South Korea, while Honda and
Nissan both say that they expect to boost
exports of vehicles made in their U.S. plants
to the rest of the world. Siemens is build-
ing gas turbines in North Carolina to ship to
Saudi Arabia for construction of a 4-gigawatt
power plant. Rolls-Royce recently opened a
new aircraft engine parts manufacturing facil-
ity in Virginia citing lower labor costs and pro-
ductivity and “dollarization” (doing business
in U.S. dollars to mitigate local currency risk).

Michael Zinser, a BCG partner who leads
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the firm’s manufacturing work in the Americas, notes
that producing in the U.S. offers increasingly compelling
cost advantages—not only in supplying North America
but also some of the most important overseas markets.

BCG estimates that average manufacturing costs in
2015 will be 8 percent lower in the U.S. than in the U.K.,
15 percent lower than in both Germany and France, 21
percent lower than in Japan, and 23 percent lower than
in Italy. Average manufacturing costs in China will still be
7 percent lower than those of the U.S. in 2015. But those
costs do not include transportation, duties, and other
expenses. And it is less than half of the advantage that
China enjoyed a decade ago.

A Look at the High-Tech Sector

More evidence that supply chain managers
should prepare for a global shift in demand
is contained in the newly released survey
titled “Change in the (Supply) Chain.” This
annual questionnaire, conducted by IDC
Manufacturing Insights for UPS, targets U.S.-based
senior-level supply chain decision makers in the high-
tech/electronics industry. This year’s findings suggest
renewed confidence in the nation’s exporting potential.
Despite economic uncertainty at home and abroad, sur-
vey respondents were bullish, the researchers found.

Citing legislative changes and rising labor rates
abroad as factors, 85 percent of U.S. high-tech execu-
tives believe the Obama administration’s National
Export Initiative goal to double exports by 2014 is either
“very likely” or “somewhat likely” to be achieved. Two
years ago, by comparison, the response rate for these
two categories was only 40 percent.

The survey is designed to uncover top business and
supply chain trends driving change in the high-tech/
electronics industry. The 2012 survey focused specifi-
cally on exporting and was conducted in May through
July of this year.

Among executives who believe the export goal is
achievable, nearly one in three attribute this to the steady
increase in disposable income in emerging markets.
Another third cite rising labor rates in traditional low-cost
manufacturing countries as a primary factor, and approx-
imately one in five point to legislative changes such as
recent free trade agreements in Asia. A large majority, 81
percent, of U.S. high-tech executives anticipate recent
free trade agreements in Asia will increase their compa-
ny’s imports and exports to and from the region.

Although North America is expected to remain the
largest high-tech consumer market over the next three
to five years, demand for high-tech products is expected
to decrease by 7 percent in the region while demand in

Www.scmr.com
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other markets is expected to increase—in some regions
by double-digit percentages.

Optimism Abounds

Executives who responded to the UPS survey report
plans to increase sales/fulfillment in India, the Middle
East and Africa by 22 percent each and in Brazil by
18 percent. Sales/fulfillment in other South American
regions is expected to increase 19 percent. Eastern
Europe (15 percent), Korea (13 percent), China (8 per-
cent), and other Asian nations (8 percent) also rank on
the list of top high-tech consumer demand markets.

A large majority of U.S. high-tech executives
anticipate recent free trade agreements in
Asia will increase their company’s imports and
exports to and from the region.

Most surprising is the sizable increase in optimism
around the 2014 U.S. export goal. Not only do 85 per-
cent believe the goal is ultimately attainable, but 21
percent believe it is “very likely” to be achieved. In addi-
tion, fully three quarters of the high-tech executives
surveyed expect to see growth in the export of their
company’s specific products within the next two years.

When asked why they anticipate global trade growth,
81 percent of the respondents cite free trade agreements
in Asia as a key factor. They also point to emerging mar-
ket economies and their growing middle class with an
ever-increasing appetite for technology products.

Assessing individual opportunities for international
trade growth, only about one in four high-tech execu-
tives believe their company’s import/export capabilities
are best-in-class and 72 percent report that opportuni-
ties for improvement exist.

Supply chain costs (72 percent), lead times (40 per-
cent), and responsiveness (18 percent) rank as the top
three drivers of change in the high-tech supply chain in
the next three to five years. Nearly half, 48 percent, of
high-tech executives cite extended lead times as one of
the top three pain points in the import/export process.
This was followed by managing inventory (42 percent)
and end-to-end visibility (38 percent). Unstable suppli-
ers and intellectual property protection are close on the
list of pain points, with 37 percent and 30 percent of
executives respectively citing these as issues.

While this edition of SCMR went to press before the
U.S. presidential election results were in, it appears that
the Obama export initiatives will remain in place. Supply
chain managers should prepare themselves accordingly.
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Do You Have the

Right Toolkit?

By Chris Caplice

s a supply chain leader you have prob-

ably devoted a lot of time and resources

to making sure that you recruit, develop,
and retain the right talent. Sometimes, though,
even with these efforts the overall team perfor-
mance might not meet your expectations. At
these times, it might be worthwhile for you to
look at the software tools your team is using.

The degree to which team members accept,
understand, and trust their supporting software
tools can determine how much value they get
from these solutions.

The interface between people and technology
is an often-overlooked component of talent man-
agement programs. Yet these issues are becoming
even more important in today’s working environ-
ment. Most supply chain professionals will be
expected to be comfortable and conversant with
at least a handful of various supporting software
systems, ranging from optimization-based deci-
sion support systems to pure transaction process-
ing engines to massive data warehouses.

At a recent roundtable convened by the MIT
Center for Transportation & Logistics (MIT
CTL), more than two dozen organizations, includ-
ing shippers, carriers, logistics services provid-
ers, and software vendors, discussed the growing
impact of the “people side” of software tools—and
the need for fresh thinking in this area.

Sources of Conflict
The industry has “suffered tremendously from a
horrible lack of focus on usability,” said a senior
executive from a supply chain software vendor.
Often it is assumed that “jamming everything
though a web browser interface is an improve-
ment,” he added, which may be good for vendors,
but not users.

The software executive suggested that over
the last decade or so scant attention has been paid
to how users interact with applications, with one
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notable exception—Apple. The company has refo-
cused attention on building a blend of usability
and fun into applications with its innovative tablet
products.

A senior supply chain professional from a
consumer products company said the fact that
he has to check what software products a job
candidate has mastered when looking at his or
her resume is a sign that usability is a problem.
Practitioners should be able to use any of the
tools that are in common use across the industry
within their functional domain, he maintained. It
is like having to license teenagers how to drive
differently for each model and make of cars.

There are a number of reasons for this appar-
ent disjoint between supply chain software
users and designers. Here are some that came
up at the roundtable.

Increasing complexity. This is what one ven-
dor called an “arms race” where so many features
are added to software products that they become
hopelessly unwieldy. Vendors are guilty of this
race towards complexity, but so are buyers. A
vendor pointed out that some solutions reflect
the demands of requests for proposals that
contain everyone's pet feature. Some of these
requirements can be in conflict.

The trust factor. Black-box software products
that are oversold without due consultation with
users are often mistrusted. In such situations,
staff members may use the software only when
absolutely necessary, and have little faith in the
output. The experience of a top freight carrier
appears to be typical. A distribution optimiza-
tion package delivered results that were beyond
what the company’s seasoned operators had
seen. Although the solution was extremely cost-
effective “they turned it off and set it aside.” The
central issue from the staff’s perspective: “I can't
see it so I don't trust it.”

‘oo I'T-focused. A leading shipper of food products
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complained that software vendors tend to be closeted with the
IT folks, and do not spend enough time with the operational
people who use their products. On the other side of the fence,
a vendor observed that they are often “corralled” into meetings
with IT and don't get a chance to meet with operations.

Workforce attrition. High staff turmover rates make it
more difficult to ensure that software tools are user-friendly.
Individuals may not have enough time to learn how to fully
utilize the tools, and constant churn puts more
pressure on training programs. A number of pro-
fessionals pointed out that this problem is getting
worse because younger workers tend to move jobs
more frequently.

Skills mismatch. The mix of tools might be wrong
for a particular position, suggested one shipper.
Legacy software, for example, may no longer be a
good fit for certain applications, or not enough attention has
been paid to adapting the software to job specifications.

Ways to Ensure Alignment

A number of companies offered ways to ensure that soft-
ware solutions are aligned with the skills of workers and
vice-versa. A major consumer products company swaps
personnel with its primary supply chain software vendor,
for example. By giving personnel temporary assignments in
respective organizations, the requirements of both buyer
and seller are built into solutions.

Another approach is to introduce new applications in a
systematic fashion. A freight carrier has developed a process
based on four steps: visualize the application that is needed,
interact with users to refine the concept, build the “smarts”
into the solution, and, only then, introduce automation. The
idea is to enable individuals to visualize what the application
achieves first, rather than developing technology designed to
solve a problem and then pushing it out into the workforce.
The “smarts” are added after users have provided input and
understand the new offering, and not the other way around.

Peer-to-peer communications helps staff members
to learn from each other and to use software tools more
effectively, suggested a leading shipper. By this he does not
mean e-mail—regarded as too slow by many companies—
but more immediate channels such as internal texting net-
works. Having peer-to-peer communication capabilities
within an application will not only improve the individual
user’s skills, but also make that application more central to
their everyday work process.

A Visual Future
The next generation of talent will require different approaches
to developing and introducing tools that make the best of
their skills and expertise.

Both developers and users of software need to learn

www.scmr.com
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from the computer gaming industry (as Apple has done)
if tomorrow’s applications are to engage game-obsessed
workers of the future. One vendor described this as the
“game-ification” of software that utilizes sophisticated
imagery to make applications “fun” and not something that
is feared and/or mistrusted.

A now-familiar form of visualization is mapping. However,
as a 3PL pointed out, currently these representations are used

The next generation of talent will require
different approaches to developing and
introducing tools that make the best of their
skills and expertise.

mainly to help sell products rather than to redefine how they
are designed. One software vendor noted that sometimes
mapping functionality is more like “executainment,” designed
more to impress senior management than as a useful manage-
ment tool.

This is likely to change. Displaying information through
innovative visual mappings is a way to help workers make
sense of the flood of data they are now exposed to. And
as several companies suggested, mapping the supply chain
can reveal perspectives and features that are not visible
using more traditional, numeric analyses.

Take, for example, the Hi-Viz Supply Chain research
project headed by Dr. Bruce Arntzen, Senior Research
Director, MIT CTL. The project is developing an advanced
supply chain visualization system that toggles between geo-
graphic, bill-of-material, and other views in order to better
identify hidden connections and potential ripple effects in
the case of disruptions. During the course of the work, the
researchers found that the actual location of manufactur-
ing facilities is not readily available in existing, searchable
company databases such as purchase order files.

Research is also underway to improve the interface
between software and users. A recent study that involved
the MIT Humanitarian Response Lab, for instance, looked
at how people make decisions in disaster response situ-
ations, with the aim of building better tools that augment
human capabilities. The field of “behavioral operations” is
attracting more interest in academia, according to Dr. Jarrod
Goentzel, the lab’s director.

In addition to overcoming workers’ resistance to soft-
ware solutions and providing tools that enhance their skills
and intuitive capabilities, these user-friendly applications
could establish a positive feedback loop that leads to fur-
ther innovations. As one vendor noted, “it's self-improving,
because when someone engages with a tool, then they want
to extend and improve it.”
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ADVANTAGE ALIGNMENT

Research and experience tells us that
satisfied suppliers are more willing to
provide preferential treatment to

customers—treatment that can lead directly

to market advantage. But what does it

take to become a“preferred customer” and
capture that edge? The findings presented
here answer that question, offering a set of
managerial actions to help buyers become
the preferred customer of choice to their key

suppliers.

By Robert J. Trent and Zach G. Zacharia

Dr. Robert J. Trent (rjt2@lehigh.edu)

is Supply Chain Management Program

Director at Lehigh University and
co-director of the school’s Center for Value
Chain Research. Dr. Zach G. Zacharia is
an Assistant Professor of Management in
the College of Business and Economics at

Lehigh. He can be reached at zgz208@
lehigh.edu.

PROFITABILITY PROCUREMENT OUTREACH

he one constant that executive leaders will always
face is a relentless pressure to improve corporate
performance. Enlightened leaders understand that
the link between positive relationships with sup-
pliers and improved corporate performance is a
strengthening rather than weakening one. And,
these leaders understand that by satisfying the
diverse needs of their suppliers, their firm stands a better chance of
receiving preferential treatment from suppliers compared with firms
with less satisfied suppliers. Consider the following high-profile
examples.

Ford and Toyota are competing to become market leaders in the
production of hybrid vehicles. As part of their development efforts
both companies outsourced the production of a complex hybrid trans-
mission system to the same supplier. As market demand for hybrid
vehicles increased, Ford executives complained publicly that the trans-
mission supplier favored Toyota when supplying transmission systems.!
Unfortunately, a demand for transmissions that exceeds the supply of
transmissions prohibits the supplier from supporting the demands of both
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The wisdom of becoming

“PREFERRED
CUSTOMER

| companies. What should
be obvious here is that
one company became the
preferred customer while
the other did not.

In another example
that gained widespread
attention, Airbus publicly
accused General Electric
of favoring Boeing during
the development of engine
technology for the next
generation of commercial
airplanes, a market esti-
mated to be worth several
hundred billion dollars.? As
an Airbus executive complained: “The problem we have with
GE is they go to Boeing and say ‘what kind of engine should
we design for your airframe? Then they come to Airbus and
say ‘here is the kind of airframe you need to build to fit our
engine.” Complicating matters is the fact that the largest ver-
sion of Airbus’ next generation of planes will compete with
the largest version of a Boeing model (the 777) where GE is
the exclusive engine supplier. GE officials say they will not
build a new engine for an Airbus plane that will compete
against a Boeing plane where GE is the sole supplier.

These two examples highlight the high-stakes compe-
tition that is taking place over who will reap the benefits
of preferential treatment from suppliers—a competition
that can affect success or failure at the business level.
Although the examples just presented involve large, well-
known companies, the need to understand what it takes
to become a preferred customer is just as critical for
smaller and less well-known companies. Smaller compa-
nies must not be caught off-guard regarding what they

Gillian Blease
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must do to receive preferential treatment from suppli-
ers. Failure to understand this can lead to some serious
negative consequences as suppliers explicitly and tacitly
decide who their preferred customers are. Because sup-
plier satisfaction with a buying customer is primarily a
function of a customer’s behavior and not size (some-
thing that will be explained shortly), smaller companies
do not have to be at a disadvantage here.

Operating from the premise that satisfied suppliers
are more willing to provide preferential treatment to their
most favored customers, we present a set of findings
from two studies that examine what it takes to become a
preferred customer to suppliers. We also translate these
findings into a set of managerial actions that will help
ensure an industrial buyer becomes the preferred cus-
tomer to its suppliers.?

The Supplier Satisfaction Study

The findings presented here are the result of data
collected using a detailed survey called the Supplier
Satisfaction Survey.* This survey is a reverse scorecard
where suppliers evaluate and score a specific custom-
er rather than the customer evaluating and scoring a
supplier, which is traditionally the case in buyer-seller
relationships.

The supplier satisfaction survey is divided into sec-
tions that explore different aspects of the supplier’s
perception of a specific customer.” We conducted sepa-
rate supplier satisfaction studies on behalf of two major
buying or customer companies. As researchers, we had
complete responsibility for administering the survey
to ensure the confidentiality of supplier responses and
to create an environment where suppliers could freely
answer questions. We were also responsible for all com-
munications with suppliers throughout the duration of
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the studies. The following describes the two companies
and their suppliers.

Company A: Transportation Equipment
Manufacturer

Company A, a wholly owned subsidiary of a European
company, is a regional producer of large transportation
equipment headquartered in the U.S. Its industry is
characterized by intense competition and year-after-year
downward pricing pressures. Supply executives at this
company identified 131 suppliers that were judged to be
critical to this company’s success.

Supplier satisfaction relates

directly to a customer’s performance and
behavior, rather than demographic or other

attributes.

After identifying these suppliers, the research team
forwarded an electronic invitation to an executive at
each supplier requesting their participation in the study.
This invitation included a letter from a vice president at
Company A that identified the objectives of the study,
introduced the suppliers to the research team, and
requested the names of internal participants who could
provide detailed information about that supplier’s rela-
tionship with this customer. Of the 131 suppliers con-
tacted by the research team, 113 suppliers participated
in the study, yielding a response rate of over 86 percent.

Just over 75 percent of Company As responding
suppliers are headquartered in the U.S., 13 percent are
headquartered in Western Europe, and the remaining
suppliers are primarily Canadian and Mexican. Even
though a portion of participating suppliers are headquar-
tered outside the United States, 90 percent of survey
respondents have a facility or facilities located in the
U.S. that supports Company A.

Just under half of the suppliers in the Company A
study have sales of $50 million or less annually while
almost 30 percent of suppliers have sales over $500 mil-
lion. The suppliers in this study are, for the most part,
smaller to medium-sized firms, particularly when com-
pared with the buying customer. Every supplier in this
study provided direct materials that are assembled into
the customer’s final product.

Company B: Raw Materials Producer
Company B, also headquartered in the U.S., has facilities
and suppliers located throughout the world. Its products
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include raw materials that are produced and consumed
essentially the same way globally by customers in almost
every major industry. This company also has a significant
marketing and sales presence in all major regions of the
world. Company B is recognized as a global leader.

As with Company A, supply executives identified
suppliers that are critical to Company B's success. The
research team sent an electronic invitation to an execu-
tive at each supplier requesting their participation. This
invitation also included a letter from a vice president at
Company B that introduced the supplier to the research.
Of the 180 suppliers contacted by the research team,
131 completed the survey, yielding a response
rate of 73 percent.

Almost 60 percent of Company B’s par-
ticipating suppliers are headquartered in the
U.S., 23 percent are headquartered in Western
Europe, and 12 percent are headquartered in
China. The remaining suppliers are from coun-
tries such as Canada and South Korea. Overall,
Company B’s suppliers are more geographically dispersed
when compared with Company A's suppliers.

Company B’s suppliers are also larger in terms of
sales compared with Company A's suppliers. Almost 40
percent of Company B's suppliers have sales over $1
billion annually, indicating that Company B deals with
suppliers that are relatively large. Over 20 percent of
Company B’s suppliers have sales greater than $5 billion
per year.

While Company A’s participating suppliers are manu-
facturing firms providing direct materials, 75 percent
of Company B's suppliers are evenly distributed among
chemical, service, and industrial capital equipment pro-
viders. The remaining 25 percent of suppliers are dis-
tributed among MRO, corporate, and energy suppliers.
Company B, unlike Company A, has no direct materials
suppliers it is a raw material producer.

Exhibit 1 compares the two companies and their
suppliers. Across every dimension these two companies
share almost nothing in common. These companies are
even perceived differently in terms of their aggregate
performance rating provided by their suppliers. As part
of the research protocol we selected two very different
companies, industries, and sets of suppliers for analysis.
The rationale is that if a research finding applies across
two very dissimilar settings, then one could conclude
inductively that the finding is robust and that it should
apply to other industrial settings. The next section iden-
tifies common research findings between the two sets of
suppliers and studies that should be externally generaliz-
able to almost any industry.
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EXHIBIT 1

Type of Company

Geographic Scope of Company
Operations and Industry

Geographic Scope

of Company Sales

Participating Suppliers
In the Study

Size of Suppliers

Location of Suppliers

Manufacturer of large
transportation equipment

Almost entirely North American;
company is one of six players in
a regional industry

Almost entirely North American

Participants are all manufacturers;
only direct material suppliers
participated

Relatively smaller compared
with the buying customer or
Company B's suppliers

Mostly U.S. based; almost all
suppliers have North American

A Comparison of Two Companies with Minimal Similarity

Company A Company B

Producer of raw materials

Operations in over 50 countries;
industry features three major
players globally

Global

All categories of suppliers
participated; company uses no
direct material suppliers

Relatively larger; suppliers
are sometimes larger than the
buying customer

Almost half of participating
suppliers are located outside

periods of time, the probabil-
ity increases that the supplier
will indicate lower satisfac-
tion with that customer across
quite a few dimensions. Other
research  has

declining satisfaction within

also revealed
industrial relationships as lon-
gevity increases.®

No

ship exists between the size

statistical  relation-
of a supplier in terms of sales
and supplier satisfaction with
the buying customer. In other
words, supplier satisfaction
with the customer is no dif-
ferent for smaller suppliers as
compared with larger suppli-

facilities that deal directly with
this customer

A composite performance rating
of the customer by suppliers is
relatively low (63/100)

Supplier Rating of Customer

the U.S.

A composite performance rating
of the customer by suppliers is
relatively high (78/100)

ers. Furthermore, no relation-
ship exists between the size
of the contract relative to the
supplier’s total sales and sup-
plier satisfaction with the buy-

A Set of Robust Findings

Taken individually, the two satisfaction studies produce
dozens of findings that are unique to each industrial cus-
tomer’s relationship with its own suppliers. But that is
not what interests us here. Even though the two com-
panies, suppliers, and even their industries are vastly
different, a set of findings common to both companies
emerges when comparing the results from the two stud-
ies. These findings help us better understand what it
takes to be the customer of choice. The following identi-
fies a set of findings that are consistent across these two
very diverse sets of suppliers.

Supplier satisfaction relates directly to a customer’s
performance and behavior, rather than demographic or
other attributes.

This is perhaps the major finding from the two studies.
In both studies, supplier satisfaction correlates signifi-
cantly with factors that relate to a customer’s behavior
toward the supplier (i.e., pay on time, share relevant
information, treat suppliers ethically, and so forth) rath-
er than demographic or other factors such as supplier
size or the size of a contract. Interestingly, a negative
although not a strong correlation exists in both stud-
ies between the total years a supplier has worked with
the customer and lower satisfaction with that customer.
That is, as a supplier works with a customer for longer
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ing customer. Many compa-
nies offer progressively larger volumes to suppliers with
the expectation that larger volumes will lead to more
satisfied suppliers and better treatment. While that may
happen to some degree, supplier satisfaction shows no
statistical relationship with contract size. In both stud-
ies satisfaction relates directly to customer performance
and behavior rather than the volume of sales that the
customer represents. This is a welcome finding in that it
suggests customers can change their behavior to improve
supplier satisfaction, thereby leading to preferred cus-
tomer benefits.

The relationship between supplier satisfaction and
viewing a customer as preferred is extremely strong.

The strongest relationship between any variables in the
two studies involves the level of a supplier’s satisfaction
with its customer and how that supplier views that cus-
tomer. The correlation between supplier satisfaction and
viewing the customer as preferred is .75 for Company
A’s suppliers and .73 for Company B’s suppliers. Besides
being virtually identical, these unusually strong indica-
tors reveal a clear link between satisfaction and pre-
ferred customer status. (More advanced statistical
modeling techniques conducted by the researchers con-
firmed this linkage). Even though we are dealing with
two dramatically different sets of suppliers, the linkage
between supplier satisfaction and viewing a customer as
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preferred is strong and, even across two very different
settings, almost identical.

A clear conclusion is that becoming a preferred cus-
tomer will likely not occur if a supplier is dissatisfied
with a buying customer. While these are not causal stud-
ies, logic would suggest a sequence where supplier satis-
faction leads to preferred customer status. And, in both
studies, a link between preferred customer status and a
willingness by suppliers to provide preferential treatment
is also clear, as we discuss below. The statistical linkages
between supplier satisfaction, preferred customer status,
and preferential treatment are unambiguous.

Suppliers indicate clear agreement regarding the cus-
tomer performance attributes that are most important
to them.

Suppliers rated quantitatively the importance to them of
25 attributes or behaviors that can be exhibited by their
customer.” Exhibit 2 identifies the average importance
rating of the top 15 items for Company A on a scale
where 0 = not important to the supplier and 6 = very

important. This exhibit also shows how the top 15 items
for Company A compare to the average performance
ranking by suppliers for Company B.

A major finding is that agreement exists from both
studies regarding the four most important items to sup-
pliers. After these four items the lists begin to diverge,
sometimes dramatically, reflecting the differences
between the two sets of suppliers. The items where
the two supplier segments show convincing agreement
about what they want from their customers include
earning a fair financial return, receiving payment in a
reasonable time, opportunities for longer-term business
relationships, and ethical and respectful behavior. When
supplier executives ask themselves what they want most
from a customer, these four items will likely be at the top
of most lists.

Satisfied suppliers are more willing to provide valuable
kinds of preferential treatment to their preferred cus-
tomers compared with less satisfied suppliers.

One of the central questions underlying this research is

EXHIBIT 2

whether satisfied suppliers

0 = Not Important to the Supplier 3 = Somewhat Important to the Supplier
Fair Financial Return on Investment

Payment in a Reasonable Time

Opportunities for a Longer-Term Business Relationship
Ethical and Respectful Behavior by the Customer

Adequate Lead Times for Planning

Accurate Forecasts

Opportunities for Early Involvement
During New Product Development

Effective Buyer-Seller Relationships

Correct and Clear Material Specifications

Smoothly Timed Order Releases

Clear Channels of Communication

Protection of Proprietary Information and Technology
Tangible Support if Problems Arise

Efficient Negotiating and Contracting Practices

Responses to Inquiries in a Timely Manner

What Is Important to Suppliers as Provided by Buyers

=
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are willing to provide prefer-
ential treatment to their best
customers. After all, if all
of the time and energy com-
mitted to developing strong
relationships does not lead
to tangible benefits in the
form of preferential treat-
ment, then some might ques-
tion the wisdom of directing
scarce resources toward the
development of supplier rela-
tionships in the first place.
This research examined
a set of supplier-provided
outcomes across three broad
groups—supplier willingness
to make direct investments
that only benefit a specific or
limited number of custom-
ers, supplier willingness to
provide internally-developed
innovation to a customer, and
supplier willingness to pro-
vide certain types of favor-
able treatment to a custom-

6 = \Very Important to the Supplier

I Average Importance Rating to Company A Suppliers
HE Average Importance Rating to Company B Suppliers

er. Exhibit 3 identifies the
supplier-provided outcomes
that suppliers can potentially
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provide to their customers.

A direct relationship exists between supplier satisfac-
tion with a customer and the willingness of that supplier
to provide certain (and valuable) kinds of preferential
treatment. Conversely, less satisfied suppliers are clear
that they are unwilling to provide
valuable kinds of preferential treat-
ment when they are disappointed
with that customer. This finding is
consistent across both studies.

The three supplier-provided out-
comes that the overall sample of
suppliers are the least willing to pro-
vide Company A (from the total set
of items presented in Exhibit 3) are direct financial sup-
port if needed, better pricing, and more favorable pay-
ment terms. Yet, the willingness to provide these items
correlates the highest of all items with supplier satisfac-
tion. In other words, as suppliers become increasingly
satisfied with Company A, the more willing they are to

provide these valuable kinds of preferential treatment.
The same phenomenon is observed with Company
B’s suppliers, although not as dramatically as with
Company A. This is likely due to the widespread diversi-
ty of Company B’s suppliers as compared with Company

Satisfied suppliers are more willing to
provide valuable kinds of preferential treatment
to their preferred customers compared to less
satisfied suppliers.

As suppliers. Still, three of the four supplier-provided
outcomes that correlate the highest with supplier sat-
isfaction for Company B are also the lowest ranked in
terms of the willingness to provide across the overall
sample. These three items include preferential schedul-
ing of orders, better pricing, and first allocation of output

EXHIBIT 3

il capacity is constrained. Again, satisfied
suppliers are more willing to provide valu-

Supplier-Provided Direct Investment

e Capacity dedicated to the customer

e Personnel to work directly at the customer’s facilities

e Engineers to support the customer’s product design needs

e Investment in new equipment that benefits only the customer
e Exclusive use of new technology developed by the supplier

e Hold inventory to support the customer’s needs

e Provide direct financial support if needed

Supplier-Provided Innovation

® Product innovation
e Production process innovation
e Process innovation other than production processes

Supplier-Provided Favorable Treatment
e Shorter quoted lead times
e Preferential scheduling of orders
e Early insight into the suppliet’s future product technology plans
e More favorable payment terms
e Performance improvement ideas
e More frequent deliveries
e Access to the supplier’s executive level personnel
e Access to supply market information the supplier may possess
e Better pricing
e First allocation of output if supplier capacity is constrained

e Early warning to potential supply problems

Types of Supplier-Provided Preferential Treatment

e Create information technology systems unique to business with the customer

able kinds of preferential treatment com-
pared to less satisfied suppliers. Preferred
customer status brings with it a set of out-
comes that are not available to typical cus-
tomers—benefits that can contribute to
a hard-to-duplicate source of competitive
advantage.

There is a strong relationship between a
supplier’s satisfaction with a customer and
the level of trust the supplier perceives
exists within the relationship.
The findings from both studies reveal that
trust is central to effective relationships
and supplier satisfaction. This is consistent
with other research that has focused on
trust as a key element of relationship suc-
cess. Our research reveals that higher lev-
els of relationship trust directly link to sup-
plier satisfaction.

Perhaps the most important predictor of
a successful relationship, trust refers to the
belief in the character, ability, strength, or
truth of a party. The relationship between
trust—which is widely considered an ante-
cedent of effective relationships—and the
quality of a buyer-seller relationship is
well known. Perhaps most importantly, the

presence of trust promotes the sharing of
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information, which suppliers in both studies agree is a
central component of an effective relationship.

The statistical relationship between trust and sup-
plier satisfaction is one of the strongest relationships
identified during this research. Across both supplier seg-
ments, a relatively strong correlation also exists between
supplier satisfaction and the supplier’s level of trust that
their customer will do the right thing during business
dealings. The statistical link between supplier satisfac-
tion and various trust-based indicators is compelling.
This topic is explored more thoroughly in the managerial
implications section.

Suppliers agree strongly that customer
personnel they deal with must be
knowledgeable about the supplier’s product,

processes, business, and industry.

Satisfied suppliers are much more likely to view their
relationship with their customer positively along a rela-
tionship continuum, perceive that the relationship has
improved over the last three years, and expect the rela-
tionship to further improve.

Various models have been developed that provide logic
to industrial relationships. Exhibit 4 presents the model
of supply chain relationships used in this research.® This
model features supply chain relationships ranging from
counter-productive to collaborative. Suppliers in both
studies are consistent in their belief that a higher level of
satisfaction with their customer correlates strongly with
the cooperative and even collaborative relationships fea-
tured in Exhibit 4. And, those suppliers that indicate high-
er levels of satisfaction with their customer tend to agree
that their relationship with that customer has improved
over the last several years and will continue to improve.

A direct statistical link exists between supplier sat-
isfaction and relationships that are cooperative and
even collaborative. Research results from both studies
reveal clearly that satisfied suppliers are more likely to
be engaged in a cooperative or collaborative relationship
with their customer.

Suppliers agree strongly that it is critical for the cus-
tomer personnel they deal with to be knowledgeable
about the supplier’s product, processes, business, and
industry.

Almost every supplier in this research indicates that they
have assigned an individual (such as an account manager)
to be their primary contact with
the customer. Furthermore, almost
every supplier indicates that they
are aware of a specific individual
assigned by the customer who is
responsible for managing the rela-
tionship. In both studies, over 90
percent of suppliers agree it is “very
important” that the personnel they deal with directly at
their customer are knowledgeable about the specifics of
the supplier’s product, processes, business, and industry.
When tasking specific individuals with the responsibility
for working with a supplier, it is not sufficient to simply
assign an individual with that responsibility. In the eyes
of suppliers that individual must also be highly qualified.

Managerial Implications: Call to Action

The findings presented here reveal a clear link between a
customer’s behavior, the satisfaction level a supplier has
with that customer, and a supplier’s willingness to pro-
vide preferential treatment that less satisfied suppliers
are not willing to provide. The following builds on these
findings by presenting a set of actions that will help a
customer benefit from the kinds of preferential treat-
ment that satisfied suppliers potentially offer.

EXHIBIT 4

Counter Productive Competitive

Supplier-Buyer Relationship Continuum

Cooperative Collaborative

Also called adversarial
relationships

Also called antagonistic
relationships

Parties work actively against
the needs of each other

Parties engage in competitive
struggle over fixed value

Neither party takes
responsibility for what
happens in the relationship

Parties attempt to maximize
value for their side

Minimal sharing of
information occurs

Destructive conflict occurs

e Parties work together e Congruence of goals exists

and share information

e Closer relationships are
a result of common goals

e Supplier and customer
involvement increases

Parties work together
to create new business
opportunities

Parties work jointly to
identify creative solutions
to problems

Sharing of organizational
resources may occur
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Understand How Suppliers Perceive You as a Customer
Given the effort required to obtain the data, it should
come as no surprise that relatively few buying custom-
ers truly understand how their suppliers perceive them
as a customer. Yet, how else will a buying company be
able to improve its relationships and receive preferential
treatment from suppliers if it does not know where it
is doing well and where it is falling short? Gaining this
insight requires a commitment from the highest levels
of the supply organization to solicit supplier-provided
feedback. How is your company actually viewed in the
eyes of your suppliers, particularly when those suppliers
are offered the opportunity to provide unfiltered, objec-
tive responses? Shortly after the completion of the sup-
plier satisfaction study, supply executives at Company B
met to identify ways to incorporate the findings from the
study into their strategic planning
process. Objective feedback from
suppliers influenced the strategic
direction of the entire supply orga-
nization.

agreement about this point, the two sets of suppliers dif-
fer widely in their perception about the knowledge of the
personnel they deal with at their customer. Company
A has a reputation for having inexperienced buyers and
shifting supply personnel on a frequent basis, often as
a response to employee turnover. Company B tends
to have a more experienced and stable workforce. It is
not too difficult to predict which company’s personnel
receive higher scores from suppliers.

Maintaining supply knowledge will be a challenge to
supply organizations, for example, as the baby boomer
generation exits the workforce. This exodus will require a
set of talent management strategies that focus on acquir-
ing and then retaining personnel with the right set of
capabilities, including knowledge about how to manage
critical supply chain relationships.

An important finding across the two
supplier segments is a willingness of satisfied

suppliers to share innovation with their preferred

Pursue Trust-Based Relationships
The importance of trust within a
buyer-seller relationship is a theme
that permeates our research findings. Industrial custom-
ers can demonstrate their trustworthiness through open
and frequent communication with suppliers, following
through on promises and commitments, sharing relevant
supply chain information, and acting legally and ethical-
ly in all business dealings. The importance of ethics and
protecting proprietary information within a trust-based
relationship is also a common theme across the two sets
of suppliers in this research.

Trust-based relationships also feature these char-
acteristics: the parties act on behalf of the relationship
rather than self-interests; success stories and personal
narratives are well publicized, especially those that
enhance the standing of the other party; and information
and data is treated confidentially. One outcome from
a customer’s relationship efforts should be the pursuit
of activities that promote frequent contact, particularly
because communication frequency and the level of trust
within a relationship are highly correlated.

customers.

Recognize the Importance of Knowledgeable Personnel
and a Stable Workforce

As we mentioned earlier, over 90 percent of suppli-
ers agree it is “very important” that the personnel they
deal with directly at their customer are knowledgeable.
Although suppliers in both segments are in almost total
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Awvoid the Seven-Year Iich

A finding from both studies is that a large percentage
of suppliers have an extended history of doing business
with the customer. We've noted that the satisfaction
suppliers have with their industrial customer (as well as
many other study variables) tends to decline the longer
the supplier has worked with that customer. The inflec-
tion point for this downward shift occurs around the sev-
en-year point of the relationship. This shift could be due
to complacency between the parties, a “wearing down”
of the relationship as years of continuous improvement
demands begin to affect the relationship, a shifting of
personnel within the relationship, or myriad other rea-
sons. The challenge becomes recognizing that this
downward shift is a real possibility and then developing
an action plan to reenergize the buyer-seller relationship.

Request Preferential Treatment

From this research we know that satisfied suppliers
are willing to provide preferential treatment to their
preferred customers. The challenge becomes one of
understanding how to obtain that treatment. One way
to address the subject of preferential treatment is during
contract negotiations, particularly when crafting a sup-
plier’s statement of work. Another way is to address the
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Preferred Customer

topic during annual review meetings with suppliers—
meetings that suppliers in both studies rate as extremely
valuable. Suppliers also indicate a strong willingness to
engage in various forms of executive-to-executive inter-
action, another logical place to engage in discussions
about special treatment. Progressive companies will
also have established buyer-supplier councils that fea-
ture executive-level engagement between the customer
and its key suppliers. Each of these suggestions offers
the opportunity to discuss the possibility of preferential
treatment.

Tap into Supplier Innovation

An important finding across the two supplier segments
is a willingness of satisfied suppliers to share innovation
with their preferred customers. Fortunately, a variety
of ways exist to tap into that innovation. These include
early supplier involvement during product and technol-
ogy development, technology demonstration days where
suppliers are encouraged to showcase their new ideas to
engineers and supply personnel, and supplier participa-
tion on customer improvement teams. If innovation is
the lifeblood of growth, then it becomes a competitive
necessity to tap into sources of innovation wherever they
exist. Tomorrow’s market winners will be expansive in
their pursuit of new sources of innovation.

Winning in a New Environment

Industrial buyers who pursue adversarial relationships
with their most important suppliers will find today’s com-
petitive environment different than years past. Those
companies that fail to develop positive relationships may
find their suppliers allocating limited capacity to other
firms, sharing their most innovative ideas with other cus-
tomers, or exiting an industry segment altogether.

A commitment to stronger relationships and satisfied
suppliers offers the potential to help meet the demands of
a highly competitive marketplace. The challenge becomes
one of satisfying, wherever possible, the central needs of a
supply base so that suppliers view the buying company as
a preferred customer. And, as our research shows, being
the preferred customer offers advantages that are not as
readily available to other customers—advantages that
could lead to future competitive advantage.

The time is right for executive leaders to make the
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attainment of preferred customer status with suppliers
a central corporate objective. In particular, two actions
should happen right away. The first is to assemble an
executive team to convey throughout an organization the
intention of becoming a preferred customer to suppliers.
Second, an initiative should commence to communicate
this intention to the supply community with feedback
requested. Solidifying a position as a preferred customer
or pursuing that position in the first place can only occur
when a buying company truly understands what suppli-
ers think about their customer. coo>
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4 The Supplier Satisfaction Survey is a proprietary tool devel-
oped by Robert J. Trent.

5 The survey includes questions pertaining to a supplier’s
beliefs about a specific industrial customer across a number
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delivery performance requirements, (8) business-to-business
relationship with the supplier, (9) quotation, negotiation,
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MORE TRUST
THAN

Achieving supply chain
visibility has been an elusive
quest for many companies.
Simply throwing more data or
technology at the problem has
not seemed to work. What'’s
needed instead is a structured
approach that identifies the
goals of enhanced supply
chain visibility, narrows the
scope of data required, and—
most important of all—rests
on a foundation of trust.

Robin Heighway-Bury
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ADVANTAGE ALIGNMENT PROFITABILITY PROCUREMENT OUTREACH

TECHNOLOGY

f there’s one recurring bad dream that keeps supply chain executives

awake at night, it might well be the seemingly impossible quest for

better visibility. It's one of those classic nightmares where you keep

grasping for something just out of reach. Even at companies with

higher levels of collaboration in their supply chain, it seems that vis-

ibility is always “two years off.”

The popular misconception that information technology is the  Mike Giguere and Brad

underlying issue limiting data availability—and the resultant visibility—has  Householder are principals in

By Mike Giguere and
Brad Householder

prompted executives to seek solutions in IT. Given the sizable investments  PwC'’s Advisory Practice, focusing
companies have made in IT to harvest supply chain data, the question of  on supply chain management.

why visibility isn't better is a perplexing one. The “complete” view of inbound — They can be reached respectively
supply and outbound fulfillment sustained by seamless upstream and down-  at mike.giguere@us.pwe.com and

stream connectivity that managers had been led to expect is proving to be a  brad.householder@us.pwe.com.

frustrating, ongoing work in progress. There’s no shortage of technology solu-
tions that purport to enable visibility. Yet getting timely, accurate information
with which to run global operations—even after costly IT solutions are in
place—remains a daunting challenge.

So if technology is not the bottleneck, then what is? The answer is that
the nature of relationships is the primary constraint on what and how much
information ultimately gets shared. The more trusting and collaborative the
relationship, the more that data is shared and visibility improves; the less
trusting and collaborative, the opposite holds true.

Visibility’s Link to Decision Making

The important thing to understand about visibility is that it is a means, not
an end. The goal itself is collaboration—defined here as aligned decision
making throughout the supply chain. Visibility is an enabler of this goal.
Correspondingly, finding the right balance between the demand for visibility
to make better decisions and the supply of data realistically available from
your supply chain partners requires a reframing of the objectives of collabora-
tive decision making, rather than simply a retooling of the technology. Just as
not every supply chain relationship can fit the same model of collaboration,
not every supply chain relationship can have the same level of visibility. There
is a practical upper limit to what data supply chain partners can and will
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Alignment

Different categories of collaboration
and collaborators generate different

visibility requirements—and create different

data constraints.

share, and that limit is a characteristic of the nature of
their collaborative relationship.

Companies put a great deal of emphasis on charac-
terizing their supply base for their purchased materi-
als and services; likewise, they need to understand the
characteristics of their supply base when it comes to
supply chain data. They need to understand that dif-
ferent kinds of collaborative relationships impose dif-
ferent “upper limits” on data that will be freely shared.
By taking into account these natural, practical limits to
the kind of data that can be expected, companies at the
same time position themselves to better manage the
demand side of visibility. In particular, they are better
able to ask the need-to-know questions consistent with
the different priorities of respective partners and sup-
ply chains.

To repeat a main point made earlier, data abounds.
That's not what’s lacking. What is under-developed
is the appropriate business focus to identify the most
imperative results a company needs to ferret out from
data. In parallel, the quickest route to improved returns
on investment in visibility is to prioritize and narrow the
scope of what you need to know. Don't get lost in data.
Simply put, it takes asking the right questions to get the
right answers.

In this context, visibility should be viewed as a spe-
cific tool to be used in moving up the “information pyr-
amid” and converting data into useful information and
knowledge. Inundated by data, supply chain leaders
might well share the lament of poet T.S. Eliot in asking
“where is the knowledge we have lost in information?”

Companies that successfully achieve an effective
level of visibility do so by maximizing the knowledge cre-
ation out of the available data. In our terms, they have
been able to strike the right balance between visibility
demand and data supply. They have identified the criti-
cal decisions their supply chains need to make and then
derived the necessary data input from their collaborative
relationships to support that decision-making.

The big idea here is that different businesses have
different supply chain imperatives that require visibility.
For some, it is how to use data to properly forecast; for
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others, it is how to avoid leaking profitability by making
the right choices in allocating capacity and materials;
still others seek to establish options to respond to disrup-
tion. Just as no one size supply chain fits all, there’s no
one approach to visibility.

A New Perspective on Visibility

In determining the right approach for your organiza-
tion, we advocate a new perspective on visibility. The
first step is to recognize that visibility breakdown is typi-
cally an indicator of a more deep-seated problem of col-
laboration. Instead of being a technological failure, it is
most often a failure of business strategy or alignment.
Companies have been working on collaboration now for
nearly two decades and, within that timeframe, have
adequately addressed such things as standardization,
governance, and even IT integration. Visibility, however,
continues to remain a weak link largely because of col-
laboration issues.

The nature of supply chain relationships—be they
characterized by terms like strategic partner, commodity
supplier, one-to-many, or many-to-many—influences the
levels of trust required to share data. A simple way to infor-
mally test the richness of probable information flow is to
ask this question: When you and your collaborator share
information with each other, are you expanding the total
pool of mutual value or is it a zero-sum game? The answer
is a strong predictor of the level of visibility with that col-
laborator. In cases where it is in the interest of all parties to
exchange information, visibility abounds; but in instances
where the mindset is “the more [ share with you, the more
value you capture from me,” visibility suffers.

In short, different categories of collaboration and col-
laborators generate different visibility requirements—and
create different data constraints. By their very nature,
some collaborative relationships are predicated on such
high levels of strategic inter-dependence that they man-
date extensive information sharing. In relationships that
are more transactional, on the other hand, the parties are
much more guarded in what they will share. They are jus-
tifiably reluctant to expose too much about their operation
lest they weaken their competitive position with other
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vendors and customers. Bluntly put,
it is the element of trust more than
technology that determines the level of
disclosure.

Working with external collabora-
tors to share data beyond the enterprise
walls is a challenging task. Partners
want to keep certain key metrics—cost
structure, capacity, timing, and volume transactions with
competitors, for example—private. The universal question
that even the largest companies struggle with can be put
as follows: How much does my cooperation with you cost
me in terms of my competitive position? As a general rule
of thumb, the more partners in a supply chain, the less
likely the unfettered flow of relevant visibility data.

Visibility initiatives that ignore how the trust factor
affects information quality proceed at their own peril.
When incomplete or defective data gets passed along,
margins of error are compounded at successive stages
and end up producing results that fall short of expecta-
tions. The conclusion from this is inescapable: if even
under the most favorable scenarios visibility is inevitably
going to be partial, it is imperative to focus on the right
things. The related message to supply chain leaders is

Rather than seeking 100 percent
visihility, the goal should be to zero in
on the most important issues being addressed
by the supply chain as it aligns with corporate
business strategy.

that they must be clear about what they need to see. Too
often, however, such clarity of purpose is missing.

Techniques for Gaining Clarity
Being clear about the nature of the collaborative rela-
tionship helps clarify the kinds of visibility questions
to ask. All suppliers, as we mentioned earlier, are not
created equal. We recommend that companies apply a
kind of taxonomy that organizes collaborators into one
of three categories: strategic, tactical, and transactional.
(For more on these segments, see sidebar “Taxonomy
of Supply Chain Collaborators.”) The distinctions are
somewhat arbitrary and subject to change, but they do
help define the kinds of visibility that is required from
each category.

As organizing principles, these categories capture the

Taxonomy of Supply Chain Collaborators

Strategic collaborators are those
partners in a supply chain which
are closely aligned in their long-term
business strategy and decision mak-
ing. Together, both parties are making
complimentary investments in tech-
nology, intellectual property, and new
products. With each of the partners in
this supply chain so directly relying on
the performance of the other, maxi-
mum information sharing is desired
and appropriate, and is so stipulated in
governance agreements.

Partners working at this level have
to be willing to take the relationship
beyond one that simply comes back to
price. To be sure, this is easier said than
done. Even with the product co-devel-
opment and investment sharing taking
place, the lower-leverage partner in the
relationship (say, the supplier) often ends
up being treated like “the little brother”
at annual contract negotiations and is
asked to cut a hefty percentage off their

prices. In such cases, it is easy to under-
stand their reluctance to share product
road maps and other competitively
sensitive data since they are ultimately
unable to capture adequate value.

Tactical or core collaborators are
partners whose contributions are
required to run the operations on a
daily basis. Tactical suppliers can be
replaced and are typically redundant;
however, their failure to perform at
expectation would still put stress on
the buyer’s operations. Visibility within
this supplier segment is usually neces-
sary to have an optimized and efficient
supply chain. With tactical collabora-
tors, factors such as cost, timely execu-
tion and delivery, and product quality
need to be visible.

One caution: this is the segment
in which the sharing of information
often devolves into a zero-sum game
in which one side wins and the other
loses. Trust is required to avoid this out-

come, but the situation can be prob-
lematic. The sharing of information is
this segment can be facilitated, and
its potential impact to cost mitigated,
through operating agreements that
link cost to external market factors as a
means of minimizing one party’s ability
to capitalize on the information gain
from the other.

Transactional collaborators consti-
tute the vast majority of supply chain
partners offering commodity or fun-
gible goods. For transactional collabo-
rators, the primary risk to be monitored
is whether goods ordered at the price
stipulated are delivered with reliable
timing and quality. Visibility and the
underlying information sharing are
generally limited to basic supply and
demand information necessary to sup-
port the reliable flow of current orders.
Forward-looking information beyond
the horizon of firm orders is often lim-
ited data related to quotation activity.
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Alignment

essential aspects of differentiated states of collaboration
and allow for appropriately differentiated governance
agreements, proactive measures of performance, and
risk management efforts that “focus on the right things”
from a visibility standpoint. Further, if you overlay your
approach to supply chain or supplier risk using this
approach, you can quickly zero in on those particular
suppliers within those categories where visibility is criti-
cal and a high degree of information sharing is desirable.

Instead of being a technological
failure, a breakdown in visibility is most often
a failure of business strategy or alignment.

In addition to segmenting supply chain partners,
another way to clarify visibility requirements is to iden-
tify the primary goals and vulnerabilities of specific sup-
ply chains and establish appropriate information-sharing
processes. Differentiated strategies help to focus and
prioritize the decisions to be made and, hence, the data
required to make the best decisions. A low-cost supply
chain, for example, will naturally seck to make different
decisions across the supply chain from a high-service sup-
ply chain. A clear strategy applied to the extended supply
chain is essential to prioritize decisions and information.

In some situations, the major supply chain concern
is resilience and flexibility. Companies want to be able
to see real-time options existing in their supply chain
that will enable them to reply to disruption and to posi-
tion themselves to be first in line to secure replacement
stock. This requires visibility upstream into their suppli-
ers’ capacity and redundancies. High tech companies,
dependent as they are on globally outsourced supply
chains, have been leaders in achieving such effective
multi-tier visibility. By exercising leverage over suppli-
ers to negotiate favorable governance agreements that
mandate extensive information sharing, these companies
are able to continuously monitor the resiliency of their
extended supply chain.

Benefits of Narrowing the Focus
Most companies don't have the bargaining power to
oblige partners to provide information. Those that are
not “800-pound gorillas” able to command compliance
through the sheer size of their spend typically need to
narrow and focus the scope of the targets for which they
require high visibility levels.

The best way to tailor visibility in these cases is to
narrow the focus of supply chain data to that required for
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the most critical decisions to be made. As an example,
one manufacturer of commercial building materials was
trying to improve its demand forecasting performance.
The company’s products could take on millions of pos-
sible permutations of color, form factor, length and base
material. And yet their distributors and sales reps rarely
had reliable information on demand at such detailed lev-
els. This led to situations where they were consistently
stocking out of certain grades of base materials, while
swimming in excess inventories of other
grades.

In an attempt to resolve this situ-
ation, the manufacturer embarked on
a complex implementation of demand
planning software that would take end-
product sales—from the millions of per-
mutations—and generate statistical baseline forecasts,
then collect input from distributors and field sales to
incorporate in the demand plan.

In this case, the data was certainly available, but the
collection and crunching challenge was formidable. As
the company got bogged down in the mire of the data
challenges, it decided it needed to focus. In the end,
the manufacturer made the key decision—which turned
out to be the key profit driver for the business—to con-
centrate on buying the right grades of base stock (a long
lead-time item) at the right times. There were less than
10 grades of base stock used, and the forecasts at this
level were much more predictable and much simpler
to calculate. Form factors, lengths, and colors were all
short lead-time decisions that could be managed largely
through flexibility of the supply chain. By focusing on the
critical decision, and collaborating with its base material
suppliers to synchronize purchases with the production
campaigns for particular grades, the company was able
to optimize its purchase quantities and timing while
reducing expediting costs from their supplier.

Another example of narrowing the focus involved a
specialty chemical company that processed non-petro-
leum based oils and resins into a wide variety of products
for multiple end markets such as adhesives, coatings,
food ingredients, and tires. A relatively small number of
raw material inputs could be used to make a wide variety
of end products. In addition, some of the raw material
inputs had wide variations in their availability and costs.

Making the right decisions on diverting constrained
or expensive raw and intermediate materials into the
right end products, or even stockpiling them for bulk
sale, was the critical factor in overall profitability. By
focusing on the critical decision nodes in the purchasing
and processing flow, the chemical company was able to

Wwww.semr.com


http://www.scmr.com

prioritize the data it needed from customers and suppli-
ers, and, as importantly, the level of detail and the time
horizons for the data. This focus greatly simplified the
visibility challenge and streamlined and transformed the
sales and operations planning process—from a cum-
bersome status review into a high-impact, profit-driven
decision making engine.

In the End, It Comes Down to Trust

Ongoing conversations we have had with various execu-
tives suggest that many companies feel they are not get-
ting the anticipated returns from their invest-
ments in supply chain visibility. The typical
response to this perceived shortfall has been
to seek more data-gathering capability. Yet this
often fails to produce desired results. How
does one balance the appetite for more vis-
ibility with the reality of inherent constraints?

We believe that the solution to this dilem-
ma lies in reframing the quest. Rather than seeking
100 percent visibility, the goal should be to zero in on
the most important issues being addressed by the sup-
ply chain as it aligns with corporate business strategy.
Through this “less is more” approach, supply chain man-
agers can get optimal visibility where it counts.

The key to achieving the right level of visibility is clar-
ity around the supply chain objectives and the role dif-
ferent categories of collaborators play in achieving those
objectives. The primary aim of a supply chain might be,
for example, to maximize service and responsiveness, or
to minimize cost, or to ensure resiliency and reliability of
supply. Depending on the particular goal, different lev-
els of collaboration and related metrics assume different
levels of importance.

Most importantly, visibility needs to be addressed
within the context of collaboration and governance.
What presents itself as inadequate visibility is often
caused by the reluctance of supply chain partners to
fully trust each other with confidential information. This
reluctance often is based on the suppliers’ fear that they
will incur unacceptable costs or weaken their competi-
tive position. In order to provide high levels of visibility
in the appropriate category, strong relationships must
be established with suppliers responsible for providing
mission-critical information.
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Governance agreements with supply chain partners
thus assume great importance.

Such information-sharing agreements should be
tailored to the type of supplier— strategic, tactical, or
transactional. Many companies make the error of assum-
ing that their formal purchase agreements represent
the extent of the governance agreement between the
partners. While this may be the case for purely transac-
tional, “many-to-many” type suppliers, it is not sufficient
for higher levels of supply chain collaboration where
a more comprehensive agreement is needed. Such a

Without that trust factor in place,
the best governance agreements and tools
will fail to yield the desired results.

collaboration agreement goes well beyond the legal terms
of purchase to form a joint service agreement governing
the broader supply chain interactions of the partners. It
would include specifics around key metrics and targets,
bilateral data to be shared, exception management and
escalation practices, and joint performance review pro-
visions. Such agreements are a two-way street outlining
the expectations for both of the partners.

In the fullest sense, visibility means more than sim-
ply knowing where materials reside in the supply chain. It
encompasses a moment-in-time snapshot in which a wide
range of business conditions are being measured. These
include, for example, the effectiveness of forecasting pro-
cesses, patterns of production and demand, risk factors,
and the adequacy of inventory levels at acceptable cost.
The company’s circumstances and strategy will determine
which of these measures demand top priority.

In summary, irrespective of the technology available
between a supplier and a customer or the sophistication
of the organizations, supply chain visibility ultimately
boils down to balancing the level of trust between sup-
ply chain partners with the information sharing required
to jointly execute on the priorities of the extended sup-
ply chain. Without the right focus and without that trust
factor in place, the best governance agreements and
tools will fail to yield the desired results. <>
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PROFITABILITY

Working capital is one of the most powerful and least
understood drivers for supply chain managers to
improve a company’s cash flow and profitability. In

pursuing initiatives to achieve sustainable working

capital improvements, supply chain managers need
to look beyond their own organization. The best
results are achieved when supply chain partners are
embraced as well.

By Heimo Losbichler and Farzad Mahmoodi

ver the past few years, a global recession and

Dr. Heimo Losbichler is Professor of tight credit markets have created a challeng-
Finance at the Upper Austrian University ing environment for businesses in a variety of
of Applied Sciences in Steyr, Austria. Dr. industries. Most recently, the uncertainties
Farzad Mahmoodi is the Joel Goldschein regarding the timing and the type of econom-
'S7 Chair Professor in Supply Chain ic recovery have only added to the pressure.
Management in the Clarkson University It is during such times that working capital
School of Business. The authors can be management captures the attention of top management as the
reached at heimo.losbichler@fh-steyr.at corporate goals shift from maximizing profits to securing liquidity.
and mahmoodi@clarkson.edu A 2010 Grant Thornton /World Trade survey confirms that opti-

mizing working capital has been a top priority. Fully 90 percent of
the survey respondents, who were in top management positions,
reported taking some action to reduce their working capital.'

The Grant Thornton study also found that the most common
approaches to reducing working capital were obtaining price con-
cessions from suppliers and extending their payment terms rather
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than investing in supply chain infrastructure improve-
ments in such areas as warchousing, transportation,
inventory management, and technology upgrades. Thus,
it is evident that many companies that have successfully
reduced their working capital may have done so at the
expense of their supply chain partners.

It is widely acknowledged that effective supply chain
management practices can reduce operating costs and
logistics expenses, significantly impacting a company’s
working capital. The leading companies recognize this,
but more importantly realize that sound supply chain
practices can also achieve profitable growth. In striving
to lower working capital, they pursue initiatives that will
not only reduce their operating costs and improve profit-
ability, but also benefit their supply chain partners.

This article will explain why working capital should

WWWw.sCcmr.com

matter to supply chain professionals. We begin by under-
scoring the impact that working capital has on financial
performance and then discuss companies’ overall prog-
ress to date in creating supply chain initiatives that posi-
tively impact working capital. The article then describes
some of the limiting factors in working capital manage-
ment and how supply chain managers can identify and
overcome them. Finally, we offer some ideas on how
supply chain managers can meet the working capital
challenge going forward.

Working Capital’s Impact on

Financial Performance

From a supply chain management perspective, work-
ing capital is defined as the sum of inventories and cus-
tomer receivables, less supplier liabilities, and is often
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Working Capital

measured by the cash-to-
cash (C2Q) cycle time. The
C2C cycle time is the aver-
age time required to turn a

EXHIBIT 1

The Cash-to-Cash (C2C) Cycle Time Metric

Supplier Delivers Cash Outflow
Material and Invoice to Supplier

Cash Inflow
from Customer

dollar invested in raw mate-
rial into a dollar collected DPO-
from customers. The C2C
cycle time metric is the

operative capital employed

Purchase
of Material

Days Payables
Outstanding

6 660 0 6 0 0 0 6 _

in days. It is calculated as Customer End of Expected Cash

. Order Production Inflow from
days inventory held (DIH), . Customer
plus days sales outstanding Pfgs:tcg:‘m ar?;'é‘lim Customer
(DSO), minus days pay- o ACPt“a”Y

. ays
ment outstanding (DPO), Y
. . - . . Production  Period of Finished

as illustrated in Exhibit 1. If Period of Material Storage | (2iine Goods Storage
the C2C cycle time is short
(or negative), the company DPO- DSO-

is considered to be manag-
ing its working capital effec-
tively. If the C2C cycle time
is long, however, the com-

Days Inventory Held

C2C=DIH+DS0-DP0 DIH=————— DSH=

Days Sales Outstanding

Inventories*365 _Receivables*365

Turnover

_ Payahles*365

Cost of Sales ~ Cost of Sales

pany’s capital is being tied
up too long in business processes and thus cannot be
used in other investments.

A reduction in working capital has many positive
effects. First and foremost is the release of liquidity that
increases a company’s cash flow. The impact can be signif-
icant. For example, reducing the C2C cycle time in 2010
by one day at IBM would have improved the company’s
cash flow by $1,578 million, as shown in Exhibit 2.

Importantly, the impact of the working capital reduc-
tion on financial performance goes far beyond the one-time
release of cash. Reducing working capital also will have a
permanent positive impact on profitability through lower
capital investment in inventory. Add to this the positive
impact on the operating costs tied up in inventory—that
is, the non-capital carrying costs of storage, utilities, shrink-
age, obsolescence, damage, insurance, taxes, and so forth.

These costs are frequently not considered, even though
such costs are generally estimated to be 10 percent of the
amount of inventory per year.? In summary, lower inven-
tory provides a double boost on profitability (lower cost and
lower capital employed) and a double boost on cash flow
(one-time effect of unfreezing assets and permanent lower
operating expenses).

In discussing working capital’s many positive effects,
it's important to remember this caveat: Because of work-
ing capital’s interaction with profitability, supply chain
initiatives need to be carefully considered in order to
achieve the desired outcome. The reason is that sup-
ply chain initiatives that reduce working capital also
generally influence cost structures. To illustrate, while
reducing raw materials inventory by frequent just-in-
time deliveries can reduce working capital, the result-
ing higher transportation costs could lower profitability.
On the other hand, certain initiatives that

EXHIBIT 2

increase profitability could result in an

Effects of Working Capital on Liquidity at IBM in 2010

December 31,2010

Million $ DEVS
Inventories 2,450 17.0
Receivables 10,834 40.5
Payables 7,804 54.0
Working Capital /C2C 5,480 3.5

Source: IBM Annual Report

Leverage

Cash Flow per Day

increase in working capital. For example,
switching from local suppliers to overseas
suppliers can reduce total landed costs. Yet
this change could also result in longer lead

145 times that would necessitate holding more

267 safety stocks, negatively affecting working

145 capital. These are the types of trade-off
1,578

decisions that supply chain managers need
to keep in mind when addressing working
capital.
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Progress to Date on Working

EXHIBIT 3

Capital Management
The significant role of working capital in
financial performance is the primary reason

400,000
why C-level executives are so concerned
about managing it efficiently. This presents
great opportunities for supply chain manag- 300,000
“+r
ers; however, many times those opportuni- v
ties are left untapped. E 200,000
Relatively  few companies have | £
. E
recorded much success in reduc-
100,000

ing supply chain working capital. One
notable exception is Walmart. The
retail giant reduced its C2C cycle time 0
from about 90 days in 1971 to fewer
than 10 days in 2011, while growing

Walmart’s C2C Cycle Times and Revenues from 1971 to 2011

1971

Source: Annual Reports, Walmart, 1971-2011
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revenues significantly (see Exhibit 3).
Unfortunately, Walmart's impressive and sustain-
able improvement has been rarely duplicated across
entire supply chains. In fact, several studies paint a
gloomy picture in this regard. One study conducted
by researchers in Europe found no significant and
sustainable improvement in the C2C cycle times
of the extended supply chains, but rather displace-
ments of the C2C cycle times to other supply chain
partners.® This empirical study shows that neither
American nor European companies have been able
to continuously reduce their working capital in the
past few years. An example of the displacement of
the C2C cycle time to other supply chain partners
cited in the study can be found in the food supply
chain. Specifically, food stores were able to decrease
their C2C cycle time from 1.5 days in 1995 to -11.5
days in 2004, while the C2C cycle time of their sup-
pliers (i.e., food and kindred products manufactur-
ers) increased from 51.9 to 53.3 days.*

We find these results remarkable, considering that
inventory reduction has been the primary focus of the
just-in-time programs implemented in so many com-
panies in recent years. The relatively constant days of
inventory held that has been reported likely reflects a
trade-off between the positive effect of the JIT philoso-
phy and the negative effect of a long global supply chain
that necessitates higher inventory levels. Furthermore,
several studies show that the majority of companies are
struggling in their efforts to continuously lower work-
ing capital. For example, one study illustrates that more
than half of the largest 1,000 non-financial U.S. compa-
nies have failed to reduce their working capital for two
consecutive years.’

Www.scmr.com

What'’s Limiting Success?

Considering the significant leverage of working capital
on a company'’s financial performance, it is disappoint-
ing that companies have not been more successful in
lowering working capital in a sustainable manner. Our
experience points to four major and interrelated reasons
for this: shifting management priorities, wrong metrics
and incentives, lack of assigned responsibility, and sup-
ply chain managers’ general lack of financial skills. We
discuss each in turn below.

Shifting Management Priorities
Although executives indicate that working capital man-
agement is always a top priority, research shows that the
attention they pay to it tends to be negatively correlated
to the economy. In periods of downturn, working capital
management rises to the top of the boardroom agenda.
When faced with weak customer demand and tight credit,
management immediately looks for the internal levers to
unfreeze much-needed cash. When the economy recov-
ers, however, management’s focus shifts elsewhere. In a
study of the largest 500 global companies covering three
economic crises, KPMG found strong evidence that C2C
cycle time tends to move inversely with the economic
cycle—that is, it improves during downturns and deterio-
rates in recovery years. ©

Sustaining working capital management requires
management’s continuous attention, robust working
capital management practices in place, and a cultural
discipline that enables organizations to keep working
capital levels low. Today, some companies (Apple being
a prime example) sit on piles of cash. For these organiza-
tions, there is little pressure to unfreeze even more cash
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EXHIBIT 4

from working capital. However, working
capital’s impact on financial performance
goes far beyond the one-time release of
cash, as we discussed earlier. In particu-
lar, effective management of working capi-
tal is an important driver of the company’s
profitability. Lower working capital would
allow companies to operate at lower profit
margins, while earning the same or higher
profitability overall. This provides compa-
nies with the opportunity to capture market
share by either lowering prices or offering
higher service levels. Thus, working capi-
tal management should always be a core
element of doing business rather than an
activity pursued only when cash becomes
tight.

Sales

Sourcing

Department

Traditional
Objectives/Metrics

Maximizing sales

Impact of Profits-focused Metrics on Working Capital Practices

Desire

Broad product port-
folio and customer

Impact on
Working Capital

High levels of finished
goods on stock

Manufacturing

specific variants
Increased accounts

Great service level, receivable
products in stock
Long payment terms

Minimizing Utilization of manu- High levels of

inventory (finished
goods on stock
and WIP)

manufacturing cost facturing equipment

Huge batches of
standardized products

High levels of
raw materials

Minimizing
purchase prices

Large order
quantities

Lower accounts
payable

Reliability of supply Short payment terms

Wrong Metrics and Incentives

Top management is traditionally expected to maximize
profits. Accordingly, companies plan and monitor their
performance mainly through profit-related metrics such
as operating profit or earnings per share. They assign prof-
it-related performance targets to all major departments
such as sales, manufacturing, sourcing, and logistics and
then link their incentives to these targets. At first glance,
this widely accepted approach appears to be a reasonable
method of aligning and coordinating decisions made within
the organization.

Yet this intense focus on profits has a drawback.
Namely, it encourages managers to apply practices that
increase profits at the expense of working capital. For
example, sales managers are expected to sell as much as
possible; hence, they have a tendency to offer custom-
ers whatever they want, when they want it. This results
in a broad variety of products and numerous customer-
specific variants that, in turn, can lead to high levels of
finished goods inventory. Further, sales people are more
likely to meet their sales target if they can offer the
whole product portfolio with no or short lead times while
offering customers long payment terms—all of which
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results in increased inventory and working capital.

Certain profit-related incentives in manufacturing
and sourcing also run counter to sound working capital
practices. To bring unit costs down, for example, manag-
ers often will purchase large quantities and produce in
large lot sizes. However, these practices inflate inventory
levels and increase working capital. By taking a focus
that is solely profit related rather than one that balances
profit and cash flow, companies encourage their manag-
ers to make decisions that may negatively affect working
capital. Exhibit 4 illustrates the impact of profit-focused
metrics on working capital practices on three function-
al areas of the company—sales, manufacturing, and
sourcing.

Lack of Assigned Responsibility

According to the commonly accepted definition, work-
ing capital is the result of three components and their
related business processes: forecast-to-fulfill, order-to-
cash, and purchase-to-pay. These processes span the
organization, encompassing multiple corporate func-
tions and departments. For this reason, effective work-
ing capital management requires both coordinated and

Working capital management hecomes one
of management’s top priorities during periods
of financial turmoil, as the corporate goals shift from
maximizing profits to securing liquidity.
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aligned activities across a company’s silos

EXHIBIT 5

and company-wide assigned responsibili-
ties. Working capital-related metrics and
incentives will be of little help if no one—
or everyone—is responsible.

In practice, however, clear responsibil-
ity for working capital management is the
exception rather than the rule. Exhibit 5
illustrates the findings of a German study
concerning the responsibilities for inven-
tory, which is used as a proxy for working
capital management in this instance.” The
larger the size of a circle, the more partici-
pants in a particular department say that
they have responsibility. The results clearly
indicate that multiple functions or depart-

Business Functions, Departments

A Lack of Assigned Responsihility for Corporate Inventory

Research &
Development

Sourcing
Manufacturing
Logistics
Sales

Size of circles = number in that department with inventory responsibility.

Responsibhility for

Finished
Goods

No Kind of
Inventory

Work in
Progress

Raw
Materials

ments are responsible for different types of
inventory, with no responsibilities clearly
assigned to a single function.

Supply Chain Managers’ Lack of Financial Skills
Working capital is a financial term. However, policies driv-
ing working capital are primarily executed by supply chain
professionals who have little background in finance and
accounting. According to Peter Drucker, if you can’t mea-
sure it, you can't manage it. And clearly, any measures in
place must be understood by the responsible managers.
Many financial metrics can be grasped by common sense;
unfortunately, working capital and the C2C cycle time
are not among them. Although the basic meaning of the
metric is simple, the C2C cycle time is notably affected
by accounting policies and by business activities that have
little to do with working capital management. We provide
two examples below to demonstrate how supply chain
managers could draw the wrong conclusions.

First, if labor costs increase in the manufacturing
department, so do unit costs. Furthermore, costs of sales
and inventory also increase, as both are the result of unit
costs and the respective quantities. Days inventory held
(DIH) as one component of the C2C cycle time should
remain fairly stable as both the numerator and denomina-
tor increase in the DIH equation (DIH = inventory/cost of
sales * 365). However, days payable outstanding decreases
for no logical reason. DPO is determined by the division
of accounts receivable and cost of sales (DPO = accounts
payable/cost of sales * 365). As accounts payables are not
affected by the internal cost increase, DPO declines and
C2C cycle time becomes longer, suggesting that the com-
pany does pay its suppliers sooner and thus locking more
cash in working capital.

Second, during the onset of the financial crisis many

Www.scmr.com

companies were frustrated by longer C2C cycle times
despite their aggressive pursuit of working capital ini-
tiatives. In-depth analysis unveiled that the longer C2C
cycle time was due to shorter DPO. Note that DPO is
calculated based on purchased materials as well as pur-
chased fixed assets. Unfortunately, accounting does not
distinguish between these two categories. Thus, the total
of purchased materials and fixed assets is used when
determining working capital rather than just purchased
materials. Because of this, accounts payable and subse-
quently working capital could be distorted by investment
decisions and policies, resulting in misleading DPO and
C2C cycle time figures. Thus, even though companies
may have saved a lot of cash by not investing in fixed
assets (say, a reduction or cancellation of investments in
capital equipment), the longer C2C cycle time indicates
an increase in working capital.

These two examples underscore that working capital
and the C2C cycle time have to be carefully analyzed and
interpreted to avoid drawing the wrong conclusions and
making poor decisions. The examples also confirm that
supply chain managers need basic financial skills in order
to make good decisions, attract C-level attention, and avoid
being the pawn in the hands of the accountants.

Impact of Supply Chain Initiatives

on Working Capital

Let's consider how the three financial components of
the C2C cycle time metric—DIH, DSO, and DPO—are
affected by supply chain practices.

The link between supply chain practices and days
inventory held is very clear, as evidenced by the supply
chain glitches we've all seen resulting in higher inventories.
Examples include: excessive processing, transportation,
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and receiving times; poor
management of purchase

EXHIBIT 6

1. Isolated supplier or
customer initiatives. These

orders; inefficiency in dis-
tribution channels; inac- A
curate demand forecasts;
purchasing from suppli-
ers with long and variable
lead times; pursuing poli-
cies that result in higher
demand variability; exces-
sive safety stock levels; pur-
chasing large quantities of
raw materials or component
parts to obtain lower unit
prices; and more.

Supply  chain  prac-
tices also affect days sales
outstanding—that is, the
speed with which customer

Better for Suppliers

Three Categories of Supply Chain Initiatives

include practices such as
postponement/delayed  dif-
ferentiation, JIT, and lean
programs resulting in opti-
mized system inventories
that can be pursued with-
out influencing the business
partners. In such initiatives,
the internal ability to opti-
mize is the key to success.
These types of initiatives are
the most common and have
been implemented in many
companies. The authors have
personally been involved in
such initiatives at several
Fortune 500 companies.

payment is received. So if
the product is not deliv-

Better for Customers

2. Win-lose initiatives.
The success of individual

ered, is delivered in the

wrong quantity, or with the wrong specifications, it may
eventually be returned in full, thereby affecting the DSO
metric. In addition, poor invoicing processes can extend
the time period between the sales date and the collec-
tion of funds.

Finally, supply chain practices significantly impact
days payable outstanding. For instance, purchasing man-
agers can attempt to postpone payment terms to suppli-
ers. Of course, this may not be a viable long-term strategy
since suppliers will suffer and this will result in longer days
sales outstanding for them. A more reasonable approach
may be to postpone payment terms by negotiating an
appealing counter-offer such as providing the suppliers
better supply chain visibility, higher demand reliability,
consistent scheduled deliveries, reasonable delivery time
windows, and sharing best practices to improve their sup-
ply chain processes.

We classify supply chain initiatives to improve working
capital into three categories, as illustrated in Exhibit 6:

]
sl S
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companies in reducing work-
ing capital and the relatively unchanged amount of work-
ing capital at the aggregate level supports the hypothesis
that many companies have shortened their C2C cycle
times at the expense of their supply chain partners.
Many such companies have reduced their working capi-
tal by delaying payments to the suppliers through rene-
gotiated payment terms. Who wins and loses depends on
where the negotiating power lies. The Wall Street Journal
(Oct. 29, 2009) reported that between 2008 and 2009
Amazon had extended its bill payments from 63 days
to 72 days. For the quarter reported on, Amazon’s sales
rose 28 percent, but accounts payable nearly doubled,
increasing cash flow by 116 percent to $696 million.
While this policy shortened Amazon’s C2C cycle time,
it certainly increased its suppliers’ days sales outstanding
by the same amount. Put another way, the extended pay-
ment terms did nothing to improve C2C cycle time in
the supply chain. Another example of a win-lose initia-
tive can be seen in InBev’s takeover of Anheuser-Busch.

Considering the significant leverage

of working capital on a company’s financial
performance, it is disappointing that companies have
not been more successful in lowering working capital in
a sustainable manner.
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InBev implemented a new payment term for their malt
suppliers, extending the 30-day payment term to 120
days.

3. Win/win initiatives. Cooperation and information
sharing among supply chain partners in the order plan-
ning process is a common example of a win/win initia-
tive. Persuasiveness and trust are important for the
success of these initiatives. They result in sustainable
improvements in the supply chain and are advantageous
to all the parties in the supply chain. The well-known
initiative involving information sharing and cooperative
supply chain policies pursued by Walmart and Procter
& Gamble is a good example of a win-win initiative.
Another example is Mercedes Benz use of its credit
ratings to provide suppliers with more favorable credit
terms, commonly referred to as “supply chain financing.”
In working to improve working capital management,
supply chain managers need to place the highest empha-
sis on such win/win initiatives.

Meeting the Challenge

Although working capital management is considered to
be a critical activity, it becomes one of management'’s
top priorities during periods of financial turmoil, as the
corporate goals shift from maximizing profits to securing
liquidity. In fact, the release of liquidity tied up in work-
ing capital is critical to mitigating the negative effects
of the recent financial and credit crises. As we have dis-
cussed in this article, effective supply chain practices
can significantly reduce a company’s working capital. Yet
this can be challenging because supply chain partners
tend to compete for capital with one another, particu-
larly during tough economic times.

Supply chain managers need to step up to the chal-
lenge and identify and pursue win-win initiatives to lower
working capital. Working capital initiatives that benefit
only a single company may, in fact, harm overall supply
chain performance. Finally, we urge supply chain manag-
ers to carefully examine the interactions between profit-
ability and liquidity to achieve the desired outcomes,
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keeping in mind that initiatives that reduce working capi-
tal generally influence cost structures as well.

Working capital management encompasses and seeks
to optimize three flows: the flow of materials, the flow
of information, and the flow of funds. While supply
chain professionals play a key role in coordinating the
flow of materials and the flow of information, they are
usually not charged with coordinating the flow of funds.
Thus, we strongly encourage them to collaborate closely
with their financial colleagues, who play the lead role in
quantifying the impact of the flow of materials and the
flow of information and are charged with controlling the
flow of funds. In fact, the best approach to optimizing
working capital may be to form effective teams consist-
ing of both supply chain and financial professionals who
can work jointly on specific initiatives. coo>
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upply risk management has taken on increased
strategic importance as global supply and demand
markets fluctuate due to political and economic
uncertainties, shortened product lifecycles, sup-
plier performance issues, natural disasters, and
other factors. In this volatile environment, procure-
ment needs to be established as a risk management
discipline that is supported by company structures and process-
es. This is what Steelcase Inc. accomplished through its Global
Procurement Process (GPP)—a comprehensive initiative that
links supply risk management to procurement activities in a way
that leads to fact-based decision making and superior business
performance.

This article describes the Steelcase experience with its GPP.
We relate the pain points leading to the creation of the initiative,
the key elements incorporated into the GPP, and some results
achieved to date. We also discuss implications that the Steelcase
experience may have for others pursuing similar supply manage-
ment initiatives in their own organization.

Steelcase Background

Steelcase Inc. is a global, publicly traded company with fiscal
2012 revenue of approximately $2.75 billion and nearly 10,000
employees worldwide. The company competes in the global office
furniture industry with a portfolio of office environment solutions.
Steelcase encompasses three core brands: Steelcase, Turnstone,
and Coalesse as well as several sub-brands, including Nurture,
which is the company’s healthcare division. Suppliers provide
design, production, and service support for the Steelcase brands
and are a key to the company’s competitive success.

As Steelcase has grown over the years, many of their suppli-
ers have grown with them, resulting in long-standing relationships
with a proven supply base. In this regard, the company had been
operating in a relatively low supply risk environment as the strong

Matt Herring
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Operating in a dynamic global
environment, Steelcase Inc. recognized
it needed to get a better handle

on supply risk. The solution was an
initiative called the Global Procurement
Process. This comprehensive approach
to risk management is built on two

core principles:“begin with the end in
mind” and “manage suppliers and risk
throughout the lifecycle of the process.”

relations with qualified suppliers helped proactively
mitigate risks. Despite the relative stability, however,
Steelcase recognized that it needed to more effectively
manage the many supply risks that all global firms now
face. People throughout the organization understood that
the supply group managed supplier-related risks such as
capacity constraints and quality issues as well as uncon-
trollable external events like flooding or hurricanes.
People outside of the supply group, however, historically
had not considered how corporate strategic moves affect
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supply—and ultimately corporate risks. The following
points illustrate the situation:

e Within the last decade, Steelcase entered new
markets such as health care and higher education. This
drove a surge in R&D and the introduction of new prod-
ucts, requiring new suppliers and new supplier capa-
bilities. The company pushed for shorter-than-typical
product development cycle times during this period
(including some tough economic times), which resulted
in higher supply risks.
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Steelcase

e Plant consolidations that were key to the long-term
health of Steelcase put stress on the company’s suppli-
ers. For example, a local supplier to a Steelcase plant in
California might now be required to also serve a plant in
Texas. An additional element of risk came not only from
the expected logistics challenges, but also from the need
to develop new buyer-supplier relationships in light of
the service expansion.

e Steelcase in recent years had adopted lean princi-
ples and practices that have positively impacted business
results. However, this also increased the sensitivity of
plants to supply performance and required suppliers to
dedicate already constrained resources to integrated lean
processes such as JIT deliveries.

The Global Procurement Process

Given these significant and growing challenges, Steelcase
recognized that it needed to act to better manage risk.
The catalyst for action would be the procurement organi-
zation. Procurement at the time was not widely viewed as
a risk management discipline at Steelcase—much less an
enterprise risk management discipline. But the company’s
Vice President of Global Operations took a critical step to
change this perspective and improve business results by

developing a new Global Procurement Process (Exhibit 1).

Two underlying principles of the GPP are “begin
with the end in mind” and “manage suppliers and risk
throughout the lifecycle of the process.” The process
enables internal customers to make fact-based decisions
tied to business needs in an information-rich environ-
ment across the lifecycle of the project and relationship.
This is in sharp contrast to the traditional approach of
simply issuing RFPs and then making decisions based
strictly on quotes.

The GPP consists of interdependent and interactive
processes that are managed by two groups in the procure-
ment organization. The Supplier Quality Group is pri-
marily responsible for “strategic needs identification” and
“supplier qualification,” the two processes examined in
this article. Supply Chain Leaders (that is, the buyers) are
primarily responsible for the other four processes.

Though the Supplier Quality Group and the Supply
Chain Leaders support each other throughout the GPP,
they have primary responsibility for different processes for
a reason. The Supply Chain Leaders are under constant
pressure to manage and reduce cost, while ensuring reli-
able and speedy delivery. Pursuit of such objectives might
drive short-term decisions that unintentionally increase

EXHIBIT 1

Global Procurement Process

Strategic Needs Identification

Leader makes Quality enters request

Steelcase Global Procurement Process (GPP)

Strategic Needs Supplier Supplier
Identification Qualification Selection

Quality selects

Supplier Launch
and Readiness

Supplier Performance
Fulfillment Reporting/Actions

Needs matrix Qualification matrix

Supplier Qualification

Initial supplier

Update
assessment 2

qualification
matrix:

Review with
leader

Acceptable
risk?

* D&B financial
* Supplier

questionnaire

Remote Analysis On-Site Analysis
Lesser Risk Higher Risk

new supply request ) into project tracker and project and —-—) e o =) populated and recalibrated
to quality projects prioritized interviews leader et with leader
¥

High risk:
Conduct global

assessment Failure mode

effect analysis

Acceptable
Moderate risk: risk?
Conduct rapid

assessment

Proceed to p
supplier selection N

Acceptable
risk?

Cancel or
revise project
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Steelcase

risks. The Supply Chain Leaders, for their part, could not
be as effective and efficient if they also had to constant-
ly analyze risks on their own. So it falls to the Supplier
Quality Group to analyze the impact of different risk fac-
tors on overall corporate and sourcing objectives. The
group then provides details to Supply Chain Leaders who
then can make informed, risk-adjusted sourcing decisions.
Though the GPP is fundamentally a risk management
process, it is presented as a supplier qualification, selec-
tion, and management process. The reason: Steelcase did
not want stakeholders to feel that they were just going
through an engineering risk management exercise. The
concept of risk seems to be distant to some people. So
without being overly explicit about it, the GPP gets people
to buy in to the fact that risk exists, to be sensitive to risk,
and to recognize that potential degradation of supplier
performance can be predicted to some extent.

Strategic Needs Identification and

Supplier Qualification

Considerable forward planning takes place before the
Global Procurement Process even begins. On a semi-
annual basis, supplier quality and product category
leaders interview innovation leaders (for example R&D,
marketing, and lead-users) to identify future business

throughout the GPP to guide decisions. The Supply
Quality Group also solicits needs information from other
key stakeholders such as R&D, category project leaders,
materials group leaders, and product development and
launch managers.

The Supplier Quality-Supply Chain Leader inter-
views strike a balance between a too-generic discussion
of general needs that fails to capture sufficient detail and
a full-scale risk assessment that could become burden-
some and time consuming. The interviews are a per-
sonal communication and interchange between Supplier
Quality and Supply Chain Leaders. The interviews not
only help clarify priorities and end-user needs, but also
create a higher sense of ownership of project require-
ments and strengthen the relationship between the two
groups, ultimately establishing a higher level of mutual
support of objectives throughout the project lifecycle.
The Needs Criteria Matrix was designed to ensure that
for each purchase decision a broad set of differentially
weighted issues are addressed up front—even if at first
glance the purchase decision appears relatively risk free.
This matrix is reviewed with Supply Chain Leaders
throughout the GPP and recalibrated if needed.

The face-to-face interview process that was used to
populate the Needs Criteria Matrix creates an opportunity

and product needs. These needs are com-
municated to the Supply Chain Leaders for

EXHIBIT 2

advanced planning. When a new product
development project is initiated that has
new sourcing needs (such as a part, mate-
rial, process or supplier), the Supply Chain
Leader group contacts supplier quality.
The Supplier Quality Group gathers basic
information (e.g., who are you, what are
you looking for, and what project are you
working on) and lists the project in a track-
er sheet where projects are prioritized and
then selected for action.

Once a new sourcing project is selected,
the “strategic needs identification” process
begins. The two key tools and outputs of
this process are the “Needs Criteria Matrix”
and the “Supplier Qualification Matrix”.
Supplier Quality interviews the Supply
Chain Leaders using the Needs Criteria
Matrix to identify business needs from
the end-user’s perspective (see Exhibit 2).
The Supply Chain Leaders will also rank

the importance of each criterion. Though

Date:

the interviews last only about a half hour,
they are critical because they identify the
end-user’s business needs that will be used

Material Group:
Start Date :

¢ What are you buying?
« Are there engineering, material or test specifications that must be met?
 Describe the process or equipment requirements?

Do you require the supplier to provide product/material lot traceability,
material tracking to manufacturing dates?

* Does the product require any certifications? (e.g., EICC, UL, BIFMA Level, PVC Free)
¢ Is there an existing supplier? Who is it?

* Have you identified any candidates? Who are they?

* What is the annual spend and material/piece volume?

* Do you have a preference on supplier location?

« Will the product be make-to-order (specials, low quantity) or make-to-stock (e.g., supplier
held inventory, high volume/high production runs, large lots with minimal changeovers)?

 Will the supplier manage inventories for us?
« Does it matter what markets the supplier serves? Automotive, furniture, consumer goods, etc.
« Will this product/material have specific lead time requirements?

» What engineering and R&D capabilities does the supplier require (e.g., rapid prototyping,
product design, material testing, lifecycle management)?

* Do you require any quality systems, process or environmental certifications?

« Will you require the supplier to provide financial reports (P&L and balance sheets)?

Steelcase Needs Criteria Matrix

Process Stakeholders:

Target Completion Date:
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to identify a wide range of issues, some of which may
not have been identified if a standardized form had been
used in lieu of the interviews. Supplier Quality analyzes
and codes the information in the Needs Criteria Matrix
and then maps that coded information into a Supplier
Qualification Matrix (see Exhibit 3). Not all items on
the Supplier Qualification Matrix will be ranked at this
point. The individual items on this matrix are grouped
into 12 major risk categories plus three special processes
(welding, finishing, and adhesives.) Each major category
has multiple subcategories, though only the major cat-
egories are shown in Exhibit 3. This Qualification Matrix
will be used during the supplier qualification process to
rate and compare suppliers.

The Supply Chain Leaders are not involved in the
initial population of the Qualification Matrix; however,
they review the matrix to determine if recalibration is
required prior to the supplier qualification step. The
Qualification Matrix is the tool that standardizes the
information to be used throughout the GPP, but it is not
a static document. Project needs will be recalibrated as
the process moves forward.

The supplier qualification process is a risk-and-gap
analysis that drives the decision to qualify and develop
a supplier, or not to do so. The amount of information
gathered, the level of detail analyzed, and the allocation
of resources for supplier qualification depends on the
situation. The first two steps in the supplier qualifica-
tion process are (1) completion and analysis of a finan-
cial report (for example, D&B Supplier

Needs Criteria Matrix and Qualification Matrix were
populated. However, it is not until the tools are actu-
ally used with internal customers that the needs analysis
becomes more fixed and a detailed perception of risk can
be developed. For example, if the Supply Chain Leader
is leaning toward a supplier that does not have the high-
est score or does not perform as well on some of the
highest rated need factors, it may be that project needs
have changed or some other criteria are now being con-
sidered. Either way, by referring to the Needs Criteria
Matrix and/or the Qualification Matrix, everybody can
be made aware of the potential risk of not selecting
the most qualified or aligned supplier. Then, the needs
weighting perhaps will be revised because project needs
have changed, or the Supply Chain Leader will revisit
the supplier selection.

In short, the Supplier Qualification Matrix provides
a quantitative and relatively objective way to choose
between competing suppliers. The Supply Chain Leader
and Supplier Quality groups can compare suppliers by
risk category, line-item by line-item, and by total risk.

Levels of Supplier Assessment

Up to this point only remote analysis has taken place—
that is, there have been no supplier site visits. In the past,
Steelcase may have conducted on-site assessments of all
potential suppliers because “that’s the way we always do
it.” However, the company came to realize that for many
purchases, particularly lower risk commodity purchases,

Evaluation Risk Rating and Supplier

EXHIBIT 3

Stability Indicator) and (2) completion
of a “Candidate Supplier Questionnaire”
that suppliers access and fill out via the
Steelcase.com supplier site. A coding key L
maps measures from the financial report 2
and the supplier questionnaire to the pre- 3
viously initiated Qualification Matrix. Not 4.
all items in the Qualification Matrix will 5.
6.
7.
8.
9.

Weight

necessarily have a score assigned to them
already. This may be the case for an item
that is a known and relatively low risk com-
modity that does not require further risk

analysis, or for an item that requires a high- 10
er level of risk assessment. 1
At this point Steelcase gets a strong 12

sense of the risk level for potential suppli-
ers as well as the needs that might have
to be recalibrated. The initial calibration
was driven by a mostly subjective perspec-
tive, and took place during the interviews.
Scores were then recalibrated after the

Steelcase Supplier Qualification Matrix

Item

Company Culture

Customer Satisfaction

Environmental and Corporate Social Responsibility
Facilities Safety and Cleanliness

Visual Management Deployment

Research and Development

Scheduling Systems

Quality System Deployment

Supply Chain Integration

. Inventory Management, Product Flow and Use of Space
. People, Teamwork, Skill Level and Motivation

. Equipment and Tooling Condition and Maintenance

Special Processes (Welding, Finishing, Adhesives)

Total Profiling Score

Final Supplier Rating: Criteria Met or Needs Improvement
or Needs Significant Improvement or Stop/Override by VP

Target  Score

Note: Only the major categories are shown; there are many subcategories for each major category.
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they may have spent more on the risk assessment pro-
cess than on the combined cost of purchasing the part
and responding to risk situations. For example, the com-
pany might purchase 15,000 parts annually at $0.05
per part, resulting in an annual spend of $750. The cost
of on-site risk assessment for such an item would eas-
ily exceed the annual spend for the item. Steelcase now
first determines if remote analysis is sufficient before
conducting either a rapid plant assessment or a full-
scale global business process assessment. Both types of
assessment use the same 12 risk categories and special
processes in the Qualification Matrix.

A rapid plant assessment is typically completed in
two hours or less by a team of four to five people. Each
Steelcase representative has primary responsibility for a
few specific risk categories. Prior to the visit, the team
studies the supplier's annual reports, analyst reports,
prior assessment data, industry characteristics, and proj-
ect needs. Since Steelcase does not want the supplier to
prepare anything in advance, the team does not inform
the supplier of the visit date. Nor does it bring a copy of
the assessment form or take notes during the visit. Doing
such things, Steelcase believes, could impede communi-
cation and detract from picking up visual cues. The team
meets immediately after the rapid assessment to sum-
marize findings and develop the rating sheet.

In higher risk situations, Steelcase will conduct the
more in-depth global assessment. Those items previ-
ously ranked as critical needs will be explored in great
detail. Steelcase will inform the supplier in advance of
the visit, and provide them with initial rankings, com-
ments, concerns, and key areas of assessment. It will
also request in advance various supplier documents, pol-

special technical level are also in place at a higher busi-
ness process level. For example, a special assessment
of a complex weld station process might initially indi-
cate that the supplier is highly qualified to perform that
operation. However, nine months later the supplier’s
weld performance degrades significantly. If the business
assessment had indicated that the corporate culture was a
problem, or that there was little emphasis on continuous
improvement, or that employee retention was a problem,
then the degradation in weld performance might have
been predicted. Aligning the technical and business pro-
cess assessments enables Steelcase to determine whether
the specific competencies identified are sustainable.

In rare cases of extremely high risk, Steelcase may
conduct a full-scale Process Failure Mode Effects
Analysis (PFMEA). PEFMEA is a structured analytical
technique for identifying and evaluating the impact of
potential failures on products or processes.

Most PFMEAs are conducted using a highly struc-
tured PEFMEA form or “template.” These templates may
be unfamiliar to people outside of an engineering disci-
pline. So rather than gathering information by directly
using a PFMEA template, the Supplier Quality Group
created an interview guide that puts PFMEA issues into
a format and language more familiar to the end-user.
This ensures that data will be in terms driven by the buy-
ers—the end-user in this case. The PFMEA requires
cross-functional determination of rankings for items
such as risk severity, likelihood of occurrence, and like-
lihood of detection. There will be disagreement regard-
ing final rankings because people from different func-
tions perceive risk differently. Yet while the final ranking
is important, the greatest benefit of the process comes

icies, and procedures. The supplier will be
provided with a checklist of actions to be

EXHIBIT 4

completed prior to the meeting. Steelcase’s
objective here is to ensure that the supplier
is prepared and has the necessary resources

to conduct the in-depth global assessment e i) el pl | AT
o conducted by Steelcase
when it is scheduled. weld experts

A key part of the qualification process is
linking special technical assessments, which
we describe below, to the business process
assessments to determine the sustainability
of the special technical skills. Highly qualified
technical personnel will conduct the special
assessment, while Supplier Quality will con-
duct the global assessment. (Exhibit 4 depicts
the process used for linking the assessments.)

Supplier Quality then integrates the Global business process
assessment conducted by
Steelcase supplier quality group

two assessments to determine whether or
not the qualities observed at the detailed

Global and Special Assessments Alignment

Develop welding skills
or disqualify supplier

Qualify
supplier
Develop management
and process systems or
disqualify supplier
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from the team analyzing risks from a variety of perspec-
tives. The process provides each team member with
insights into system wide risks.

After all of the necessary assessments are completed,
a qualification review form is populated using all avail-
able information. Each candidate supplier receives a
total score and is ranked. This form enables Steelcase
to make fact-based supplier selection decisions. It also
makes transparent the level of risk associated with each
potential supplier. The Supply Chain Leader group now
takes primary responsibility for supplier selection (that
is, awarding the business), which is the next step in the
Global Procurement Process.

Results and Implications

Steelcase developed the new Global Procurement
Process (GPP) to ensure business needs are met by
beginning with the end in mind and assessing risks and
priorities throughout the process. The GPP was imple-
mented in Steelcase’s North American Operations in
April 2012. Detailed team training for European teams
was just completed in June, and training for Asia-Pacific
teams is forthcoming. Ten supplier qualification proj-
ects have been completed since GPP roll-out. It is too
early to fully quantify the GPP final outcomes, but pre-
liminary outcomes are very positive from our customer
groups (Procurement Material Group Leaders and

Supply Chain Leaders).

Here’s a sample of the benefits realized to date:

® More efficient and effective communications between
the Supplier Qualification & Development Team,
Procurement Material Group Leaders, and Quality
Engineering team members regarding supply risks and
procurement processes.

e Company-wide adoption of a framework to implement
emerging new supplier requirements as determined by
company leadership.

e Increased awareness of all supplier qualification and
development projects underway including project
objectives and resources.

e No significant customer performance disruptions

resulting from new supplier qualification risks.

Supplier qualification throughput time now more

predictable and is being reduced through continuous

improvement principles.

Reduced average time and costs to evaluate and qual-

ify suppliers.

e Fewer detailed (on-site) supplier business process
assessments required.

Throughout the development and implementation of the

Www.scmr.com

Global Procurement Process, Steelcase experienced a
number of valuable “lessons learned”—lessons that may
well have relevance for other supply chain professionals
pursuing similar initiatives in their own organizations. Here
are some that stand out:

1. Companies considering new strategic initia-
tives—whether it's launching a new market, making an
acquisition, redesigning the distribution network, and
so forth—need to proactively and comprehensively con-
sider the risk impact on supply processes and partners.

2. Supply management is an enterprise risk manage-
ment discipline, and needs to be viewed as such. Formal
supply structures and processes must enable risk man-
agement and raise awareness of supply management’s
role in this effort.

3. Responsibility for day-to-day purchasing activities
and for supply risk management should be separated to
support long-term decision-making and optimization of
overall supply performance.

4. Because the concept of risk may be distant to
some people, risk management should not be presented
to the organization as an engineering exercise. Rather, it
needs to be framed in the language and business pro-
cesses familiar to the responsible end party, which in
this case are the Supply Chain Leaders.

5. End-user needs and risks need to be clearly speci-
fied early in the procurement process. In addition, all
subsequent sourcing decisions should be linked to those
needs and risks to most effectively mitigate supply risks.

6. Supply risk strategy and supplier selection
processes must be flexible to respond to new ideas, project
needs, and technologies that may develop. Needs and priorities
may be recalibrated as new information is made available and
as situations change. However, all subsequent procurement
decisions should be tied to the risks and priorities.

7. Given constrained resources in most organizations,
companies should apply different levels of risk assessment
depending on the perceived level and understanding of risk.
(In the case of Steelcase, there are the remote, rapid assess-
ment, global assessment and PFMEA.)

8. A supplier’s technical competence in a discipline
may not be sustainable if that supplier does not have the
culture, leadership, and processes required for continu-
ous improvement. Technical and managerial risk assess-
ments need to be integrated to evaluate the sustainabil-
ity of supplier capabilities. oo
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Michigan University students Jamie A. Loeks, Judson A.
McCulloch, and Priyanka Parekh for their contributions to
this article. We also thank Michael ]. Vitek, Vice President,
Mercedes Benz ‘lechnology, North America LLC.
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Putting Externa
Knowledge to Work

Open Innovation: | "@_

Innovation is no longer the sole preserve of the R&D

By Delphine Manceau, Pierre-Francois department. These days, companies draw practical
Kaltenbach, Line Bagger-Hansen,

- . : - inspiration and profitable ideas from far and wide—
Valérie Moatti, and Julie Fabbri

from suppliers, academia, competitors, customers,

Delphine Manceau is CEO of i7, and through crowdsourcing. So who is now
the Institute for Innovation and responsible for driving so-called “open innovation?”

Competitiveness and a Professor at ESCP

Europe. She can be reached at (manceau@ And how can businesses ensure that the necessary

institut-innovation-competitivite. relationships are effective? Recent research sheds
ew). Pierre-Frangois Kaltenbach some light on those questions.

(pierre.f.kaltenbach@accenture.com) is

a Partner at Accenture and Line Bagger-
Hansen (line.bagger-hansen@accenture.

com) is a Senior Manager at Accenture. one are the days when the research and devel-
Valérie Moatti (moatti@escpeurope.eu) is opment department was considered the font
a Professor at ESCP Europe. Julie Fabbri of all innovation in the company. These days,
is Secretary-General of i7 and can be businesses draw practical inspiration and
reached at: jfabbri@institut-innovation- profitable ideas from far and wide. More and
competitivite.eu. more, corporate leaders recognize that their

organizations can no longer innovate by them-
selves because competition is more intense and faster-paced and
because globalization presents many more innovation opportuni-
ties—and threats.

Today, new product ideas can and regularly do come from sup-
pliers. Others may come from relationships between the marketing
departments of companies in different industries, or from formal
and informal links with academia and independent research cen-
ters. And increasingly, companies are turning to Web-based crowd-
sourcing, reaching out to strangers to propose solutions that their
own scientists and engineers may never think of.

42 SuprprrLYy CHAIN MANAGEMENT REVIEW « NOVEMBER 2012 WWW.SCmTr.com


mailto:pierre.f.kaltenbach@accenture.com
mailto:line.bagger-hansen@accenture.com
http://www.scmr.com
mailto:manceau@institut-innovation-competitivite.eu
mailto:manceau@institut-innovation-competitivite.eu
mailto:manceau@institut-innovation-competitivite.eu
mailto:line.bagger-hansen@accenture.com
mailto:moatti@escpeurope.eu
mailto:jfabbri@institut-innovation-competitivite.eu
mailto:jfabbri@institut-innovation-competitivite.eu

But the trend toward so-called “open innovation” rais-
es a host of new questions. Is this practice—sometimes
also called collaborative innovation, or shared or distrib-
uted innovation—really more effective than centralized
R&D activities? If so, how do we know? What kinds of
open innovation work best? Assuming that it is benefi-
cial, whose job is it to lead such “outside in” innovation,
and how should open innovation activities be organized
within the company? How can businesses ensure that
the necessary external relationships are effective? And is
open innovation necessarily ad hoc, or can it be system-
ized?

Recent research sheds some light on those ques-
tions. Together, i7, the Institute for Innovation and
Competitiveness (a European academic think tank cre-
ated by ESCP Europe Business School) and Accenture’s
management consulting unit conducted a joint study
to analyze innovation practices and processes, supply
management, and cross-company collaborations. We
explored how open innovation changes the way com-
panies build and handle external partnerships, organize
and stimulate innovation internally, and what impact it
has on innovation performance.

Specifically, we studied 20 companies that are active-
ly leveraging open innovation to boost their overall inno-
vation performance. (In order to compare across a homo-
geneous group of companies, we focused on tangible
goods industries. Consequently, our sample exclusively
covers manufacturing innovation and does not deal with
questions related to service innovation.) The sample was
selected from among large international companies for

WWwWw.sCcmr.com

whom innovation is a priority and that have been pub-
lic with their open innovation practices for several years;
those practices are mature enough that their impact on
the organizations’ innovation practice can be assessed.

The results of our research show that open innova-
tion, while not new, is still very much a work in progress.
But it is a practice that is here to stay, and as such, is
something that supply chain managers everywhere need
to understand better—and embrace. In this article, we
will look most closely at what it takes to make external
relationships work.

The Rise and Recognition

of Open Innovation

Today, more than ever, innovation is a top strategic pri-
ority. Fully 62 percent of executives questioned in a
recent innovation survey say that their business strat-
egy is “largely” or “totally” dependent on innovation.!
Innovation is a key competitive tool to create attractive
new products, to spur demand, to drive products down
the cost curve, to woo customers with criteria other than
price, and to stimulate the creation of new business
models.? Confronting globalization and intensified mar-
ket competition, companies are forced to innovate more
and to optimize their innovation processes.

But they can no longer innovate only by themselves;
it is now well recognized that they have to rely on large
networks of companies and competencies if they are to
innovate more productively, more quickly, and at lower
cost. There is widespread agreement that open inno-
vation does work. The interviews that we conducted

SuppLy CHAIN MANAGEMENT REVIEW « NOVEMBER 2012 43


http://www.scmr.com

Innovation

o

Bringing external knowledge to the company
must not be seen as a substitute for internal
practices based on the knowledge held in
the company, but rather as a complement to
internally developed knowledge.

appear to confirm that open innovation does have posi-
tive effects on companies’ innovation performance. (See
sidebar on the “Benefits of Open Innovation”.) The open
innovation paradigm pivots on the concept that busi-
nesses can use both internal and external ideas and
knowledge to be more efficient in creating and captur-
ing value.? (Strictly speaking, open innovation is a two-
way street; a company may also float its internal ideas
outside. For the purposes of this article, though, we are
describing the inward flow of ideas. We want to analyze
whether open innovation enhances a new culture of
innovation within the company.)

Looking at the potential sources for external knowl-
edge and ideas, our research highlights the dramatic
increase in the number of external sources that one
company can potentially tap into. Consider suppliers—
the most frequently cited external source of open inno-
vation, according to our respondents. With the growth
of the low-cost-country suppliers, companies are now

The Benefits of
Open Innovation

e Shortens time to market; does so by delegating to
partners and ensuring greater access to more internal
and external capabilities (contrary to some expecta-
tions about cooperation between several and diverse
organizations).

e Can help mitigate the risks of in-house innovation—
even though it does not appear to cost less.

¢ Improves intellectual property protection—a paradoxi-
cal finding of our research. In a collaborative context,
it is mandatory to clarify each partner’s IP rights, even
though setting up a legal agreement may involve long
and complex administrative procedures.

¢ Helps promote a sustainability agenda. Open innova-
tion can help provide breakthroughs for sustainability
projects.

e Enhances the company’s innovativeness. The more an
organization innovates, whether through open innovation
or not, the greater its long-term chances of success.
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dealing with a much wider
potential supply base. It is
the same with universities
and scientists. For each of its
researchers, Procter & Gamble
estimates that there are 200
scientists or engineers else-

where in the world who are just

as good—making up a total of
some 1.5 million people whose talents P&G could per-
haps use. Such multipliers hint at the complexities of
open innovation. For all of the benefits, it also generates
huge operational challenges.

Collaborating with external organizations on inno-
vation is not new, however. Jean-Luc Beylat, the direc-
tor of Alcatel Lucent Bell Labs, speaks for many com-
panies when he says: “Bell Labs have been practicing
open innovation forever without knowing it.” The term
came into currency in a 2003 book by Professor Henry
Chesbrough; since then, it has become the primary way
in which companies describe how they integrate exter-
nal competencies and resources in their innovation
processes.* Indeed, open innovation has become a real
buzzword and a large number of reports, papers, press
articles, and conferences are organized and published
every month on the topic.

Toward a Structured Approach

Open innovation can be relevant for all types of innova-
tion. And it can be practiced successfully with strategic
suppliers or casual partners (one-off transactional rela-
tionships) thanks to Internet and Web-based collabora-
tion platforms. In the last five years, open innovation
has also become something of a rallying point as many
companies realized that they needed to structure their
innovation approaches in order to be much more effi-
cient and to cope with the economic crisis. As a result,
there has been a marked shift from rather random and
often experimental approaches to a manageable end-to-
end process.

There is not enough space in this article to describe
all the dimensions of structured approaches; our com-
mentary will concentrate on best practices in partner
management processes. But it is worth noting that the
i7/Accenture research explored the importance of the
degree of “openness.” This ranges from a narrow focus
on specific innovation topics, where there is a clear
objective when scouting for external partners, to a much
broader remit, where deeper relationships with partners
may cover a host of innovation themes and where com-
panies welcome any partner (already known or totally
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new) that has any suggestion (whether the ideas are in
line with their strategic priorities or not).

In general, the companies that are most experi-
enced with open innovation are those most likely to
widen the scope and variety of partners. For instance,
General Electric has launched two contests called “Eco
Challenge” and “Healthimagination Challenge.” These
are open to any type of potential partner, including indi-
viduals and small enterprises, and are designed to gather
all kinds of new ideas for projects.

Our studies also looked at the trade-offs between
breadth and depth of relationships with partners. Nearly
three-quarters of our respondents say that until now,
they have preferred to have more partners. Whatever the
level of openness, most companies aim to end up with
deep strategic partnerships where the partners not only
provide ideas or supply parts, but also make a medium-
or long-term commitment to cooperate with the com-
pany on one or even several innovation projects. This
is true for R&D projects as well as for cooperation with
suppliers, which are expected to make a commitment in
terms of manufacturing capacity. Of course, it is not easy
to build deep relationships with a host of partners.

Excelling at Partner Management

Good partner management is central to the open innova-
tion approach. All of the companies we surveyed have
reasonably structured processes for identifying, attract-
ing, and retaining partners. Again, the more experienced
a company is with open innovation, the more structured
and routinized these processes have become, with the
most advanced companies customizing the approach
according to the type of partner—supplier, research cen-
ter, or other. Whatever the specifics of the process, the
key is to set up a trustful environment geared to true col-
laboration and clear benefits for all parties. (See sidebar
on “Huggies Diapers: An Innovation Success Story.”)

Looking specifically at identification of partners, we
found that the search for new partners for specific topics
can take two paths.

1. A “partner pull” path means announcing the topics
for which the company secks external options and then
collecting suggestions and solutions from any poten-
tial partner. Such posts can be made on collaborative
platforms, either created or managed by the company
(such as Beierdorf’s “Pearlfinder”) or by external entities
(Innocentive [www.innocentive.com| and Innoget [www.
innoget.com/] are good examples of open innovation
marketplaces).

2. A “partner push” path involves setting up an inter-
nal structure in charge of the identification of potential
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Huggies Diapers:
An Innovation

Success Story

imberly Clark, the maker of the Huggies brand of

diapers, is an experienced open innovation practitio-
ner. The head of innovation at Kimberly Clark de Mexico
S.A.B. de C.V., which produces paper-based consumer
products, emphasizes that the company works hard to
demonstrate benefits for both parties when it is seeking
innovation partners.

For instance, the company worked closely with Velcro
on a fastening innovation for Huggies. The new closing
system improved the product’s performance, making it
more competitive. The collaboration between Kimberly
Clark and Velcro was deep; both companies dedicated
a team to the project for two years. The partnership was
secured with a non-disclosure agreement, and both
brands were advertised on the final product packaging.

The resulting Huggies product was a commercial
success. In addition to benefiting from increased sales,
Kimberly Clark de Mexico benefited from know-how and
Velcro gained with exposure in a new market application.

partners all over the world. The structure then gathers
information on the partner candidates and contacts them
to explore the potential for collaboration. For instance,
P&G uses its House of Innovation in Israel to spot lead
innovators in many fields.

Of course, the two approaches are not exclusive.
General Mills uses its Web platform to identify large
companies while using a more proactive process to iden-
tify start-ups or small and medium enterprises, a process
that is managed by dedicated experts around the world.
When seeking universities with which to partner, the
food products company uses both processes.

Our study also highlights other interesting practices
regarding partner identification and reflecting differ-
ent maturity levels. For instance, at companies that are
beginning their open innovation practices, identifica-
tion is precisely targeted, usually toward already exist-
ing partners. This activity does not require specific
tools, but rather the involvement of relevant internal
teams. Companies that are further along with their open
innovation practices are gradually experimenting with
new tools and new partners. For instance, Beiersdorf,
the global skin care company, launched Pearlfinder in
January 2011 as a trusted network, secured both inter-
nally and externally, so that suppliers have a guarantee
that their ideas are safe.

SuppLy CHAIN MANAGEMENT REVIEW « NOVEMBER 2012 45


http://www.innocentive.com
http://www.innoget.com/
http://www.scmr.com
http://www.innoget.com/

Innovation

highlight the importance of
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Our research shows that open innovation, while
not new, is still very much a work in progress.
But it is a practice that is here to stay.

We found that the most mature open innovation
companies are using several tools and processes to iden-
tify partners. Overall, they are signaling their readiness
and their ability to be open to any type of new opportu-
nity or new partner. For example, General Mills reacted
positively to an idea coming from one of its suppliers
to launch a yogurt-style beverage in the U.S. market.
Such an idea would never have been listened to a few
years ago, yet it turned out to be a great success both for
General Mills and for the supplier.

Of course, once identified and selected, partners
must be convinced that it is worth their while to engage.
Leading open innovation practitioners know how to
build, nurture and sustain relationships with people in
diverse organizations. Here are some of the levers they
use:

® Promote the company’s strengths: Large com-
panies can mention their size (existing innovation net-
work, large internal talent pool, and so forth), their
brands, or their history in order to attract smaller part-
ners. For their part, start-ups can emphasize their exper-
tise and their flexibility.

e Learn how to collaborate with different
partners: It can be difficult to properly understand and
respect partners’ practices and constraints. For instance,
although P&G was used to a very formalized, hierarchi-
cal and process-oriented organization, it had to learn
how to work with entrepreneurs. Outside partners must
be seen as peers, not just as suppliers.’

¢ Enhance a win-win scenario: Partnerships
between distinct companies aim to combine and lever-
age complementary resources and knowledge, as well as
(or alternatively) to share the costs and risks of devel-
opment and investment.® To benefit from “a relational
advantage,” the companies concerned should avoid
opportunism and unnecessary costs in building and
managing the partnership. The underlying principle is
that the expected outcome for companies is to create
higher value together than they could achieve separately.

e Establish a trustful and open business model
partnership: Trust is fundamental to open innova-
tion—internally as well as externally—even if a partner
may later become a competitor. Our observations also
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carrying out regular appraisals
of innovations developed in
partnership.

e Tell success stories: It
is important to be able to state,
at the outset, the potential
benefits of working with the
company as well as how the potential partner’s business
will benefit. Previous success stories with other partners
can be helpful too. On its corporate site, General Mills
highlights examples of how open innovation has driven
innovation across the company.®

So how formal should open innovation partnerships
be? There is no one best answer. Our research showed
that some companies have very formal ways of identi-
fying and attracting their partners, while others rely
on a more case-specific practice. We observed three
approaches:

e Case-by-case collaborations: About a quarter of
the companies in our sample handle their open innova-
tion activities on a case-to-case basis, either exclusively
or alongside their established processes.

¢ Semi-standard open innovation processes:
Some companies define a formalized process for the first
few steps (mainly the phases of partner identification
and selection), but remain very flexible for the next steps
of partner collaboration.

¢ End-to-end normalized process: Other compa-
nies have formalized processes throughout. For instance,
AkzoNobel, Danone Baby Food, Philips, and P&G orga-
nize the open innovation process along the four chrono-
logical steps: partner identification; selection according
to set criteria; attraction and acquisition; and retention.

Organizational Issues of Open Innovation
Third-party research has identified three main challenges
to open innovation: motivation; integration; and exploi-
tation.” Indeed, there are new questions about whether
or not to dedicate people to open innovation and how
this should mesh with “traditional innovation” processes;
whether to pick a department to be “in charge” or cre-
ate a new one; and how to devote sufficient energy to
change management and to finding the proper IT tools.

During our research phase, we came across three
different organizational models:

1. A centralized dedicated structure—one department
takes care exclusively of open innovation practices.

2. Some decentralized dedicated staff—some people
are totally dedicated to open innovation practices but are
spread out in each division.
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3. No dedicated staff—everyone is expected to inte-
grate open innovation practices into their projects, as
part of their day-to-day activity.

In our sample, the majority of companies have adopt-
ed or advocated dedicating staff to promote open innova-
tion (60 percent), while a third consider open innovation
to be a corporate culture that should be spread through-
out the company. Differences can be explained easily by
top management’s willingness to allocate resources to
open innovation, the maturity stage of open innovation
practices, and the company’s size and sector. The num-
ber of dedicated staff varies from a few people in compa-
nies where open innovation approaches are quite recent,
to up to 25 experts in mature companies such as P&G.

Of course, one of the major advantages of having
dedicated staff is that it ensures the availability of neces-
sary resources and budget to run open innovation prac-
tices, or at least to anchor open innovation practices in
the early phases. Some companies, like General Mills,
have champions in each division who promote open
innovation practices on a decentralized basis. Others
have organizations dedicated to open innovation—an
office to handle open innovation practices exclusively.
Kraft Foods, for example, uses a hub-and-spoke setup:
a focused group of people (the hub) studies expertise on
the “how” (how to implement open innovation practic-
es), and in the business units (the spokes), people take
advantage of those capabilities.

Based on our observations, at the early start of open
innovation, dedicating people seems to be the right
approach to secure focused resources, gain management
attention, and drive internal adoption. In the medium
term, however, open innovation tasks and responsibili-
ties should be infused throughout the company so that
it becomes an ongoing way of practicing innovation. It is
not simply a question of appointing a “chief open innova-
tion officer.” As A. G. Lafley, a former CEO of Procter
& Gamble, used to say, “To succeed, companies need
to see open innovation not as something special that
only special people can do, but as something that can

EXHIBIT 1

Open Innovation: A Cross-Functional Exercise
Departmental Involvement in Open Innovation

Procurement

Supply Chain

Research and Development
Market

Other (e.g. Legal, Finance)

Everyone
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become routine and methodical, taking advantage of the
capabilities of every employee.”?

So, which departments are involved in open innova-
tion? In keeping with A.G. Lafley’s beliefs, our study
has confirmed that open innovation is a cross-functional
exercise. Many departments may be involved in the pro-
cess: procurement and supply chain/logistics, marketing,
sales, R&D, legal, finance, and so forth. (See Exhibit 1.)
“Sourcing, R&D, and marketing work in a triangle in the
management of external innovations,” said one of our
survey respondents, René-Philippe Tanchou, the chief
procurement officer of Danone Waters. Danone has
established “triangles” around each external partnership,
including people from procurement, R&D and marketing.

However, while it will involve many internal stake-
holders, companies usually pick a department to lead the
process and cooperate with other departments. In most
cases (37 percent of respondents), R&D takes the lead.
In many other cases, the lead is shared between R&D
and marketing. Procurement also sometimes has the key
role, so as to manage innovation partnerships with sup-
pliers. (See Exhibit 2.) The lead department depends on
the industry, the cross-departmental power structure in

EXHIBIT 2

Who Takes the Lead with Open Innovation?

Research and Development 37%

Research and Development/Marketing 16%

Devoted OI Team 11%
Other (e.g. All Departments) 21%

No Existing Lead 16%

the company, and the business targets.

Another way to determine who is in charge is to iden-
tify which department dedicated open innovation staff
report to (if any). In most cases (70 percent), this depart-
ment is R&D. But other departments are also men-
tioned: procurement, supply chain (as it is at Unilever),
marketing (Danone Baby Food), and dedicated units
such as innovation departments (Logoplaste, Philips).

Regardless of which department or combination of
departments takes the lead, it is crucial to point out that
open innovation calls for a delicate balance between
change management and new approaches to innovation.
It also necessitates building on the historical strengths of
the company regarding innovation. While acknowledg-
ing the benefits of drawing on external partners’ exper-
tise, it is vital to honor and involve internal R&D and the
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Innovation

company’s own in-built creative talents. Indeed, internal
innovation leaders are essential if the organization is to
have the capability to compare, evaluate, and then inte-
grate others’ ideas.

Open Innovation Quest Is Not Over

Our research quickly established that bringing external
knowledge to the company must not be seen as a substi-
tute for internal practices based on the knowledge held
in the organization, but rather as a complement to inter-
nally developed knowledge.'" It also showed that compa-
nies that have a certain maturity with open innovation
set themselves up to make open innovation part of their
day-to-day business practices."” They understand clearly
that there is no “free lunch” with open innovation: all of
the companies in our study have invested, and continue
to invest, in dedicated capabilities—specific organization
structures, and specific skills, tools and governance—in
order to make open innovation happen.

But our studies also revealed that open innovation
brings with it a host of challenges—many of them as
yet unanswered. The theft of intellectual property (IP)
is seen as a key risk, albeit less than might be imagined
because a collaborative context makes it mandatory to
clarify each partner’s IP rights. A far greater challenge
is the need to make and sustain a strong medium-term
commitment associated with open innovation approach-
es, which need major organizational and cultural chang-
es to be effective. Open innovation is not just a method,
but a deep change in the way of innovating and build-
ing the company’s future activities. As such, it requires
a major focus from top management over several years.

Open innovation also requires that companies agree
to share control over innovation, to share knowledge, to
handle cultural differences with external organizations
and individuals involved in the innovation process, and
to handle remote partnerships and staff. Those factors
demand deep-rooted cultural shifts. All of our respon-
dents insisted that this culture conversion was the
number one challenge. That explains why all the com-
panies we surveyed are investing in people, processes,
and training to embrace the open innovation culture and
enhance their capacity for absorbing ideas from outside.
Recruiting new profiles, launching dedicated training
programs, and including open innovation metrics in per-
sonal objectives are some of the most common levers
mentioned by our respondents.

That said, open innovation is very hard to measure.
Our studies confirm that although there are some inter-
esting discussions about key performance indicators that
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relate specifically to open innovation and others that
gauge open innovation’s impact on overall innovation
KPIs, there is plenty of room for improvement here.

It is anything but straightforward to shift a company’s
attitude from resistance to “not invented here” innova-
tions to enthusiasm for those “proudly found elsewhere.”
But we are convinced that it can happen on a wide
scale—and that it already is happening in exemplary
ways at organizations as diverse as Procter & Gamble,
Akzo, and Danone. The shift won't happen overnight, of
course, and it won’t happen without significant and sus-
tained efforts by the company’s leadership teams. Today
is a good day for those efforts to begin. <o
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A Product Litecycle Approach
to Sustainability

By Daniel Mahler, Johan Aurik, Emmanuel Hembert, and Kristen Schrieber

50 SupprLy CHAIN

Every time we use a
product—whether
shampoo to wash our
hair, detergent to clean
our dishes, or soda to
thirst—
greenhouse gases are

quench  our
generated  throughout
the value chain. Do consumer products compa-
nies consider consumers’ emissions due to the
product usage when they tally their greenhouse
gases? Count their carbon credits? Or calculate
their sustainability pledges? Not likely.

An AT. Kearney assessment of the top con-
sumer goods companies finds that while almost all
companies worldwide (96 percent) evaluate ways
to reduce their greenhouse gas emissions, only 63
percent work within their entire supply chains to
do so. And only 21 percent embark on programs to
lower the environmental impact associated with the
consumer's use of their products. Rather than eval-
uating sustainability in terms of the entire product
lifecycle, companies generally stay within their tra-
ditional approaches, which focus mainly on internal
processes such as manufacturing and logistics. Yet,
we also found that in some categories less than 5
percent of the total impact of greenhouse gas emis-
sions arises from these internal processes.

A product lifecycle approach to sustainabil-
ity measures a company’s total environmental
impact—f{rom raw materials, to production,
distribution, consumer use, and disposal of the
product by the consumer.

Today, it is becoming clear that companies must
go beyond their traditional internal approaches
and consider the entire product lifecycle when
measuring environmental impact. Future growth
will depend on aligning with consumers’ priori-
ties. Companies are under pressure to create sus-
tainable products—not only from consumers but
also from governments, retailers and suppliers.
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As natural resources become scarce, compa-
nies must consider the long-term sustainabil-
ity of their business models and broaden their
approach to consider their total impact on the
environment.

As sustainability becomes a company-wide
issue, leading consumer-focused companies are
using it as a driver of change—to mobilize all func-
tions around a topic that has the power to transform
the business model and be a pillar of future growth.

A New Approach to Sustainability

A traditional approach to sustainability concentrates
mainly on manufacturing and logistics—reducing a
company’s environmental impact by improving pro-
duction efficiency and optimizing truck loads. The
end-to-end approach to sustainability considers a
wider range of activities and makes cross-functional
cooperation compulsory (see Exhibit 1).

Supply. Within supply, the company exam-
ines how inputs are created. Were the agricul-
tural products grown in a sustainable way, using
water appropriately, and on land appropriate for
the crop? Were chemicals processed in energy-
efficient plants? Are materials used for the prod-
uct environmentally friendly while still fulfilling
product specifications?

Retailer distribution. Many companies
consider outbound logistics, but there is a next
step in the lifecycle to improve upon: distribu-
tion and the retailer’s impact on the environment
in terms of energy and refrigeration.

Consumer use. Depending on the product
type, the vast majority of environmental impact is
incurred as the consumer uses the product. Food
products are chilled and cooked, grooming prod-
ucts use heated water, and cleaning products use
machines and hot water. While it may seem out
of the company’s control, how consumers inter-
act with a product depends largely on product
design and marketing.
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EXHIBIT 1

Traditional Approach

* Growing
* Harvesting
* Processing
* Sourcing

* Processing

* Manufacturing
Footprint

« Efficiency

Rationale * More government
regulations around
producer’s responsibilities
and CO emissions

« Scarcity of natural
resources

« Capture quick wins
« Ease implementation
« Control scope

Source: A.T. Kearney analysis

End-to-End Approach to Sustainability

. Outbound Retailer Consumer .
Scope Supply Manufacturing Logistics Distribution Use Disposal

« Transportation
* Refrigeration

* Refrigeration « Efficiency * Reuse
 Energy Efficiency ¢ Habits ¢ Recycle
¢ Equipment * Recovery
* Landfill

« More pressures from retailers, with Wal-Mart leading the way

« More government regulations around producert’s responsibilities
and CO emissions

 Scarcity of natural resources

Disposal. Influencing the consumer toward environ-
mentally sound disposal practices can be done through
choices in packaging types, weight, size, labeling and even
external initiatives to increase recycling and reuse.

Thinking End-to-End: The Rewards

Considering a wider range of activities requires a larger invest-
ment of resources than a traditional approach to sustainabil-
ity. Although there is more money involved, there are also
more rewards. For one thing, the company now has a unique
opportunity to examine its global impact across all categories
and geographic regions. This can be powerful in standardiz-
ing a sustainability approach—not only can targets be set to
maximize firm-wide efforts but also functions have to work
together to develop mutually beneficial initiatives.

The following offers a brief discussion of the main
advantages of the end-to-end product life-cycle approach:

Identify drivers of environmental impact.
Establishing a baseline is critical to understanding what
drives environmental impact, which will vary by category
and geography. For example, products that require elec-
tricity will have a larger CO2 footprint when used in coal-
heavy China than when used in nuclear-friendly France.
It also helps to refine the options the company has in
reducing its impact on the environment. It is a good idea to
identify drivers that are within or outside of the company’s
direct control.

Understand environmental interactions. A product
lifecycle approach increases awareness of the interactions
of different environmental metrics. For example, a change
in formulation to reduce the amount of water in a product
could increase processing and thus greenhouse gas emis-
sions. Or a formulation change, such as making a quick-
rinsing laundry detergent, could reduce both the amount
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of water needed and the greenhouse gas emissions created
by wash cycles. A thorough examination allows a deeper
understanding of the full implications of every decision.

Identify the future impact of consumer behavior.
The product lifecycle approach identifies not only today’s
environmental impact but also the potential future impact,
which means decisions can be more far-reaching. As port-
folios change over time, both in terms of products and
geographies, the major impact areas will shift. For example,
as wealth increases in developing countries, more consum-
ers may begin using disposable diapers, with a resulting
increase in landfill waste. It is important to forecast where
the future impact might be so that plans can be made to
preempt the environmental impact.

Forecast external shifts. Companies that anticipate
external market shifts will have time to refocus their envi-
ronmental initiatives. For example, in countries where
higher rates of recycling are being driven through legisla-
tive changes, fewer company resources will be focused on
recycling initiatives. However, other countries with less
government intervention will need more private interven-
tion to encourage higher levels of recycling.

By using an end-to-end product life-cycle approach,
companies get a clearer understanding of the actual impact
they have on the environment. They can turn their sus-
tainability pledges into business targets that can be imple-
mented across the company ensuring that they can identify
the drivers of sustainability and prioritize initiatives across
the entire value chain all the way down to the consum-
er’s use of the product. This way, internally, sustainability
becomes a transformation driver, aligning the organization
behind a single highly mobilizing goal. Externally, compa-
nies can move beyond the rhetoric to address their total
impact on the environment.
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Maverick Purchasing Means
Slower, Less Reliable Deliveries
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=
By Becky Partida,
Knowledge
Specialist-Supply
Chain Management,
APQC

A/

Maverick purchasing is not the time saver that
some people think it is, according to the latest

APQC Benchmarking data.

Despite the establishment of
a formal procurement process,
some organizations have staff
members who engage in mav-
erick purchasing—the bypass-
ing of standard procedures
to procure items individually.

Maverick  purchasing often

occurs because a staff member
views the established procure-
ment process as too complicat-
ed or a waste of time. According
to APQC’s Open Standards Benchmarking in
Procurement, in bottom-performing organiza-
tions maverick purchasing represents 10 per-
cent or more of total annual procurement value
(see Exhibit 1). This may not seem like a large
amount, but for an organization with $1 billion
in annual purchases, 10 percent rep-

that order placement time, order processing
time, and quality of deliveries all improve with
less maverick spending. The only metric run-
ning counter to this pattern is overall procure-
ment costs; specifically, less maverick purchas-
ing is associated with higher procurement costs.

Effects on Order and Delivery

APQC’s data reveals that, despite the common
belief that maverick buying enables employees to
obtain materials faster, this purchasing method
may result in slower order processing and deliv-
ery of purchased items. At the median, organiza-
tions with higher levels of maverick purchasing
need more than three business days to issue a
purchase order to a vendor; those companies with
less maverick purchasing, on the other hand,
need only five hours to issue a purchase order

resents a significant share of purchase
value.

EXHIBIT 1

To determine how maverick pur-
chasing can affect an organization’s
procurement function, APQC looked
at its Open Standards Benchmarking
data from two groups: those with 1
percent or less of their annual pur-
chase value obtained via maverick
purchasing and those with 16 percent
or more of their annual purchase value
procured via maverick purchasing.

The results of the analysis indicate

0.24%

Top Performers

Total Annual Procurement Value Purchased

via Maverick Spending

10%

1%
I
Median

Bottom Performers
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EXHIBIT 2

Cycle Time in Hours to Place a Purchase Order

_ad

Top Performers Median Bottom Performers

Average of Purchase Value Via Maverick Purchasing
I Less than 1% [ 16% of More

EXHIBIT 3

Total Cost of Procurement Purchases
Per $1,000 in Purchases

$25.80

Top Performers Median Bottom Performers

Average of Purchase Value Via Maverick Purchasing
I Less than 1% 0 16% of More

(see Exhibit 2).

Organizations with more maverick buying also have lon-
ger supplier lead times on purchased materials and servic-
es. At the median, they have lead times of 12 days,
whereas organizations with less maverick purchas-
ing have supplier lead times of only 6 days. The
more time that is needed to receive items from
vendors and to place purchase orders indicates
that deviating from set procurement processes
does not result in faster delivery of items.

In addition to the amount of time needed to
purchase and receive goods, maverick buying can
affect the quality of deliveries. APQC’s data indi-
cates that maverick purchasing is associated with fewer
orders received complete. At the median, organizations
with less than 1 percent of their annual procurement value
purchased via maverick buying have 94 percent of their

Www.scmr.com

purchase orders complete. In contrast, those companies
with 16 percent or more maverick purchases receive only
90 percent of their purchase orders complete.

The shorter times dedicated to ordering and receiving
goods and the larger amount of purchase orders received
complete achieved by organizations conducting less mav-
erick purchasing could be the result of those organiza-
tions having more streamlined and regulated purchasing
processes. In particular, they often have stricter procure-
ment processes and systems that ensure adherence to pro-
cesses and reduce the opportunity for maverick buying.
Standardized and enforced processes can result in a pur-
chase order being issued to a vendor more quickly.

Organizations with less maverick purchasing are also
more likely to use vendors that have been vetted. This typi-
cally means that procurement staff has a relationship with
the vendor and may have established processes to quickly
issue purchase orders to that vendor. The use of approved
vendors also means that organizations have already deter-
mined the reliability of those vendors, which can lead to
faster and more complete deliveries.

Effects on Procurement Cost

It is important to note that less maverick purchasing does
not lead to benefits across the board. In particular, APQC’s
data indicates that organizations with less maverick pur-
chasing actually spend more on the procurement process
overall (see Exhibit 3). At the median, there is a $4.04 dif-
ference in the cost of procurement per $1,000 in purchas-
es between organizations with less than 1 percent of their
annual purchase value made via maverick buying and orga-
nizations with 16 percent or more. For an organization with
$1 billion in purchases annually, this represents a differ-
ence of over $4 million dollars in procurement spending.

Despite the common belief that maverick
buying enables employees to obtain materials
faster, this purchasing method may result

in slower order processing and delivery of
purchased items.

The higher procurement costs incurred by organizations
with less maverick buying are likely related to the fact that
these companies have higher procurement systems costs
and more full-time equivalent employees (FTEs). At the
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median, organizations conducting less maverick purchas-
ing spend $76.72 per $100,000 in purchases for systems
related to ordering materials and services, whereas orga-
nizations conducting more maverick purchasing spend
only $16.67 per $100,000 in comparable purchases.
Organizations with less maverick purchasing most likely
put expensive procurement systems in place as a way of
ensuring that staff members adhere to procurement pro-
cesses. These systems can include electronic purchase
order approval or special purchasing avenues for low-dollar
items. Regardless of the types of systems in place, more
complex technologies can be contributing to higher pro-
curement costs.

quality of deliveries.

The need for more procurement personnel could be
another contributor to higher procurement costs. The
median number of procurement FTEs for organizations

conducting less maverick purchasing is 117 per $1 billion

In addition to the amount of time needed to purchase
and receive goods, maverick buying can affect the
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in purchases. Organizations conducting more maverick
purchasing have 78 FTEs per $1 billion in purchases at the
median. Companies with more formalized procurement
processes may need additional procurement personnel to
support these processes. The additional personnel may
also include staff needed to develop and maintain close
relationships with strategic suppliers.

Take a Comprehensive Approach

APQC’s research shows that, contrary to what some
employees may believe, maverick purchasing does
not necessarily result in faster deliveries of orders. To
reduce the occurrence of maverick purchasing, orga-
nizations should invest in additional
procurement staff and more sophisti-
cated purchasing systems. Although
these investments may result in high-
er overall procurement costs, they
will streamline procurement process-
es and ensure that goods are ordered
from vendors already vetted and approved. This, in turn,
will result in purchases that provide the best value to
the organization—regardless of price.

Organizations should take a comprehensive approach to
formalizing procurement processes and reducing maverick
buying. They should adopt and customize procurement
systems so that it is impossible for staff to order products
without following established channels. Electronic pur-
chase order approval can be built into systems to ensure
that appropriate vendors are used and that purchases are
obtained at a reasonable price. Employee training and bet-
ter communication within the organization regarding the
importance of adhering to procurement processes can also
reduce the incidence of maverick purchasing.

At the same time, organizations must consider whether
their procurement processes are too complex. They must
also evaluate whether or not employees have received
adequate training on procurement procedures. If adequate
training has not been provided, or if the processes are not
user-friendly, employees will bypass formal procedures to
get what they need. Organizations must consider all fac-
tors that can lead to increased maverick purchasing. They
need to take steps to address these factors, while keep-
ing in mind the potential for additional costs, so that pro-
curement can provide value to the enterprise beyond the
bottom line.

About APQC: A member-based nonprofit founded in 1977,
APQC is the leading resource for performance analytics, best
practices, process improvement, and knowledge manage-
ment. For more information, visit www.apgc.org or call
713-681-4020.
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A SPECIAL SUPPLEMENT TO:

SUPPLYCHAIN

MANAGEMENT REVIEW

Spotlight on the
Software Leaders

Leading supply chain
software providers strive
to stay on top of their
game through technology
innovation, smooth
integration, and listening
closely to what the users
have to say.

By Bridget McCrea
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veryone knows that getting to the top and then staying

there is no easy task. And while this year’s list of the top

20 supply chain software suppliers has some longstanding
familiar names, the rest of the list typically fluctuates from year
to year (see accompanying sidebar). This just goes to show how
quickly the supply chain software vendor cards can reshuffle

during a 12-month period.

Even as companies move up and
down, or off and onto, the list of top
20 supply chain vendors, there are some
clear distinctions between these firms
and the rest of the suppliers in the space.
Belinda Griffin-Cryan, global supply
chain executive program manager at
Capgemini Consulting, identifies the
three key factors differentiating the lead-
ers from the rest of the pack as: mobile
solutions, supply chain analytics, and
ease of integration.

“Mobility is hot right now. Everyone
wants to be able to use smartphones,
iPads, and other mobile devices with
their business and supply chain ap-
plications,” says Griffin-Cryan. “It’s
pretty clear that the companies that can
mobilize their applications are emerging
as the winners right now.”

Simon Ellis, practice director at IDC
Manufacturing Insights, says compa-
nies like SAP, Oracle, and JDA stand
out with their “platform” approaches
to software development and delivery.
Each offers a wide range of capabili-
ties that—when tied together—create
a comprehensive supply chain software
suite. “That’s certainly appealing to a lot
of manufacturers,” says Ellis, “for whom
easier integration may be more impor-
tant than squeezing out that last drop of
solution functionality.”

When assessing the status of Top 20
best-of-breed companies like RedPrairie
and Manhattan, Ellis says both have
managed to propel themselves to the top
by leveraging laser focus in the supply
chain execution space. “By focusing very
specifically on one or two functions,
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these vendors offer up some of the best
alternatives in the marketplace,” the ana-
lyst says, “and are attractive to compa-
nies that, for example, might prioritize
functionality over ease of integration.”

Accent on Analytics and Service
Supply chain analytics are in high
demand as companies try to figure out
the best way to distill large quantities of
data down to useable, actionable infor-
mation. This trend isn't limited to the
supply chain, of course, but it certainly
does apply in a world where multiple
business functions (manufacturing,
warehousing, transportation, labor, etc.)
spew out reams of data daily.

“Shippers realize that the data is very
valuable if they can find ways to use it
and make sense of it,” explains Griffin-
Cryan, who points out that histori-
cally, much of that collected data went
to waste as companies tried to figure
out how to analyze it and use it. Thats
where the top supply chain vendors
and their solutions’ analytic capabili-
ties come into focus. “The solution that
offers good front-end analytics is valu-
able,” says Griflin-Cryan, “because it
helps shippers evaluate all of that data in
a quick, clean, and meaningful manner.”

When assessing the supply chain
solutions that are currently on the
market, Griffin-Cryan says users also
look for ease of integration. “We're see-
ing companies steering clear of having
numerous, custom-built, point-to-point
connections between different solutions
across their supply chains,” says Griffin-
Cryan. “It’s clear that the leaders are

the large players that offer full suites
of options with integration built into
them. Users just pick the modules,
most of which are designed to easily
integrate with one another, instead of
trying to create cumbersome linkages
and connections.”

The top supply chain vendors also
differentiate themselves by providing
top-notch support and service both dur-
ing and after the sale—two factors that
can quickly make or break a successful
software implementation. “It’s not just
about which vendor has the best solu-
tion,” says Griffin-Cryan. “The imple-
mentation, installation, and ongoing
maintenance also have to be as painless
as possible for the buyer.”

Ignore this requirement and word
of a failed implementation, or one that
didn’t meet the shipper’s expectations,
could spread like wildfire through the
close-knit supply chain ecosystem. “The
horror stories float around the commu-
nity and all vendors have some skeletons
in their closets,” says Griffin-Cryan.
“Where the top providers stand out is in
the ability to say: ‘we acknowledge the
problem and here’s how we're going to
address it and remediate it.””

Leaders Continuously Invest
In terms of technological advance-
ments, Bob Ferrari, managing director
at The Ferrari Consulting Research
Group in Boston, says the Top 20
stand out on their ability to innovate,
adapt, and flex to meet customer
needs. Most run complex R&D de-
partments that work closely with sales
representatives to determine customer
pain points and figure out how to al-
leviate them. “The leaders are continu-
ally investing in their technology, re-
leasing new versions of their products,
and providing thought leadership to
customers,” says Ferrari. “That’s what
sets them apart.”

Leading vendors now also offer a
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Supply Chain Software’s Top 20

The supply chain software market grew significantly in 2011 and is on track to post

even more growth by the end of 2012. Leading the charge in the sector is a stable of

vendors that brought in anywhere from $34.6 million to over $1 billion in revenues last year,
according to research firm Gartner. The list below gives the Top 20 software suppliers by
revenue and shows availability of their offerings in four categories: SCP, WMS, MES/MRP, and TMS.

Top 20* supply chain management software suppliers
No. | Supplier | 2011 Revenue |
1| SAP $1.018 billion WWW.Sap.com X X X X
2 | Oracle $935.6 million www.oracle.com X X X X
3 | JDA Software $368.5 million www.jda.com X X
4 | Manhattan Associates $141.5 million www.manh.com X X X
5 | RedPrairie $99.7 million www.redprairie.com X X X
6 | Epicor $92.9 million www.epicor.com X X X
7 | Descartes Systems Group $87.7 million www.descartes.com X
8 | Servigistics $64 million www.servigistics.com X X X
9 | Kewill Systems $63.7 million www.kewill.com X
10 | IBS $58 million www.ibsus.com X X X X
11 | Totvs $57.8 million www.totvs.com X X X
12 | Logility $52.3 million www.logility.com X X X
13 | Lawson Software $51 million www.lawson.com X X X X
14 | Retalix $50.9 million www.retalix.com X X X
15 | IBM $50.8 million www.ibm.com X
16 | Infor $50.5 million www.infor.com X X X X
17 | GTNexus $46.2 million www.gtnexus.com X X
18 | Highdump Software $45.8 million www.highjumpsoftware.com X X
19 | Quintiq $39.5 million www.quintig.com X X X
20 | Accellos $35 million www.accellos.com X X
21 | Kinaxis $34.6 million www.kinaxis.com X X
* Source: Revenue estimates provided by Gartner (www.gartner.com) with the exception of Retalix, which was provided by the company.

range of deployment options, Ferrari
observes. With the days when compa-
nies invested only in classic, behind-
the-firewall, licensed software quickly
waning, he says leading-edge develop-
ers are coming up with cloud-based,
hosted, on-demand, Saa$ and other
flexible delivery models. “The bottom
line is that for the supply chain vendor
to remain relevant in the market right
now,” says Ferrari, “it needs to continue
to provide customers with a broader set
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of deployment options.”

Ultimately, Ellis says the supply
chain vendors that have climbed to the
top and managed to stay there are the
ones who understand the marketplace,
solicit continuous input from users,
and truly understand how to identify
and solve business problems. “The tech-
nology has to be effective and efficient,
and it must address those pain points,”
says Ellis, “all while driving value for
the customer.”

NOVEMBER 2012

What Do Users Want?

Figuring out exactly what customers
want is critical for the software lead-
ers—and all others who aspire to this
category. At Oracle, for example, senior
director of logistics product strategy,
Jennifer Sherman, regularly gets in front
of customers to find out what they
want, what they need, and what value
they expect to garner from their supply
chain solutions. Right now, she says bet-
ter visibility over supply chain costs is a
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major goal for most of them.

“They want more visibility into the
cost and impacts of the decisions that
they’re making,” says Sherman. “Many
are making decisions based on an old
paradigm: if an order is made, I have to
expedite it. But the cost of that expedit-
ing isn’t always factored into the equa-
tion. Better visibility over order margins,
as an example, can help companies miti-
gate that during the order negotiation
process and tell them upfront if they’re
going to make money on the deal.”

And while most of today’s modern
software systems can calculate and
deliver supply chain cost data, it’s not
always available to the decision maker
who needs it. Oracle is soothing that
pain point with its Fusion Global
Ordering solution and its Distribu-
tor Order Orchestration product. The
former factors in profitable metrics and
makes them available to the decision
makers who need them, while the latter
is an order fulfillment solution that
works in tandem with multiple logistics
and execution systems.

“We came to the conclusion that the
data needs to be more granular, compre-
hensive in nature, and embedded into
the user interface,” Sherman explains.
“Finally, it needs to be integrated into
the company’s planning, CRM, and ful-
fillment and logistics tools, to be most
useful and effective.”

Cost containment and management
are other major issues for today’s users,
says Daniel Vertachnik, executive vice
president and CCO at TMS provider
MercuryGate. They want to know how
to cut costs and stay competitive in the
marketplace, and see their transporta-
tion operations as a prime starting point
in that quest. “A lot of companies are
focused on reducing transportation costs
and ensuring that product gets where it’s
going on time,” says Vertachnik.

Malysa O’Connor, director of the
logistics practice group at Kronos is
also seeing customers trying to squeeze
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more of out of their existing resources
and work smarter, better, and faster. As
a developer of Labor Management Sys-
tems (LMSs), Kronos works often with
companies that are struggling under the
pressure of higher expectations from
their own customers, margin erosion,
and the high cost of human resources.
“Since labor is often 50 percent of a
company’s operating costs, human re-
sources is a key area that firms are look-
ing to address,” says O’Connor. “They
look to LMSs to help them control
unnecessary overtime, minimize costly
under- and over-staffing, and reduce the
number of non-productive hours.”

Doing More With Less

Improving efficiencies and figuring out
how to do more with less are also top of
mind for shippers right now. Those that
rely on technology to run their transpor-
tation components with fewer employ-
ees, for example, can effectively deploy
those resources to customer service,
sales, and other front-end positions.

The same mentality can be applied on
the road, where
arrangements like
multi-stop loads
and multi-leg loads
allow shippers to right now.
consolidate ship-

ments and save money.

Dashboards or “control towers” are
also in high demand as shippers strive to
gain better visibility over their end-to-
end supply chains, says Vertachnik. They
want to be able to pull up information
in a dashboard format quickly on their
laptops, tablets, or mobile phones,
review the data, and then make good
decisions based on that information.
MercuryGate’s Control Tower Visibility
offering captures data operationally from
various parties and centralizes manage-
ment capability while continuously
monitoring the status of all the events.

“Much like an airport control tower
does, we give users the ability to manage
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all data across the supply chain, col-
laborate with partners,” says Vertachnik,
“and make real-time, live operational
decisions.”

Answering the Value Equation

As business has become more global in
nature the need for robust Global Trade
Management (GTM) solutions has
increased exponentially. Amber Road
executive Ty Bordner says customers

are looking for technology platforms
that can not only handle global trading
logistics, but also the export and import
compliance regulations associated with
that global trade.

“Traditionally those two compo-
nents were separated into two different
systems, but that’s not what the market
really wants,” says Bordner, who adds
that the GTM provider has been able to
successfully bring the two components
together, under one umbrella. “For most
shippers it makes sense for the logistics
and compliance to be processed through
one system.”

Like most supply chain software

Improving efficiencies and figuring out how to do
more with less are also top of mind for shippers

vendors, Amber Road is also getting re-
quests for more supply chain visibility—
from the time the PO is created until
the order is delivered, and everything

in between. In addition to improved
visibility, Bordner says the users are
looking for supply chain solutions that
are agile enough to accommodate future
growth and still deliver reduced costs,
better mousetraps, and less risk from a
compliance standpoint. “Those are the
value equations that everyone is looking
for right now,” Bordner adds.

Bridger McCrea is a freelance writer
specializing in supply chain. She can be
reached at bridgetmc@earthlink.net.
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FORWARD THINKING

Logistics Clusters

New book tells how an emerging concept called logistics
clusters can hecome one of the most powerful drivers of
growth and added value in today’s global economy.

conomic clustering is not a new phenomenon. In the

time of the Renaissance, Florence was a magnet for

the famous artists of that era—but not just the art-
ists. Everyone needed to support the creation of their mas-
terpieces—from workshop apprentices to the laborers who
transported bronze, granite, oils, and other raw materials
needed—were drawn to that cluster.

Five hundred or so years later a similar cluster emerged
in what become known as Silicon Valley. In this instance, the
output of innovators was not works of art in the
strict sense, but rather computer technology. And
as with Florence, as the technology progressed, a
comprehensive infrastructure built-up around the
technology innovators, propelling Silicon Valley
into a powerful driver of the U.S. economy.

So while the concept of economic clusters
is not new, writes Yossi Sheffi in his new book,
the emergence of logistics clusters is new, or at
least comparatively so. Sheffi is the well-known
director of MIT’s Center for Transportation &
Logistics and author of The Resilient Enterprise.
His latest book, Logistics Clusters: Delivering
Value and Driving Growth (MIT Press, 2012)
chronicles the evolution of logistics clusters and, most impor-
tantly, explains the significant implications of this develop-
ment for the global supply chain community.

Logistics clusters are broadly defined as geographically
concentrated sets of logistics- related business activities—
the warehouses, carriers, terminals, 3PLs, forwarders, bro-
kers, and so on needed to get goods to market.

The author’s thesis (indeed the book’s subtitle) is that
logistics clusters can drive tremendous value and growth.
Big logistics clusters like Rotterdam, Singapore, Memphis,
and Panama bring huge direct and indirect benefits to
their region, Sheffi points out. Operations at the Port of
Rotterdam, for instance, directly employ 55,000 people
with another 45,000 working in various support capacities.

The number of jobs generated by logistics clusters is just
one part of the equation. Another important part is the type of
jobs. The author notes that in addition to the traditional blue
collar (warehouse, transportation, dock workers) and white
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collar (managers, procurement specialists, I'T experts) jobs,
clusters provide “value-adding” job opportunities for repair
technicians, product postponement specialists, light manufac-
turing workers, and more.

Importantly, Sheffi notes, most of these jobs are not “off-
shorable” because of the inherently localized nature of the
work or services provided.

Logistics clusters, too, offer distinct operational advantages
in terms of scale and scope because of the breadth and depth of
the supporting infrastructure. The equipment,
people, infrastructure, technology, knowledge
base, transportation, and warehousing services
are all right there. But beyond the core logis-
tics service, Sheffi notes, logistics clusters offer
two powerful business advantages: the ability
to postpone product differentiation closer to
actual sale of the product and the availability of
cost-effective services beyond logistics.

The ability of logistics clusters to add value
later in the supply chain is manifested in such
operations as final product delivery, retail-
ready preparation, and country configuration
of products for labeling or regulatory require-
ments—all activities made easier by specialists who are resi-
dent in the clusters. Plus, the clusters typically offer expanded
options for repair and maintenance as well as the opportunity
to share assets with other companies in the cluster.

Logistics Clusters is a valuable resource for supply chain
professionals because it not only describes a trend that
affects global trade, but also explains how readers can take
advantage of this development. Sheffi’s first-hand experi-
ence with companies and institutions around the world
add color and context to the story. Whether it's the rapid
emergence of a logistics cluster in the unlikely location
of Zaragoza, Spain, or the build-up of the massive indus-
trial and service complex around Rotterdam, the reader
gets a sense of being at the heart of the action. In short,
Logistics Clusters is a practical and highly accessible addi-
tion to any practitioner’s library. (For more information visit,
Logisticsclusters.mit.edu).

—Francis J. Quinn, Editorial Director
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By Bob Trebilcock, Editor at Large

or years, warchousing, distribution and

manufacturing were largely invisible to the

corporate enterprise. Of course senior-level

executives knew they had plants, ware-

houses, and distribution centers, but they
didn’t necessarily know what purpose they served.
How else do we explain the trend toward outsourc-
ing manufacturing to contract manufacturers and
distribution to third-party logistics (3PL) providers?
The attitude was: Let them own all those assets and
figure out how to make a profit.

Today, supply chain processes have come out
of the business shadows. Increasingly, the C-suite
recognizes the contribution that warehousing and
distribution makes to the bottom line. More im-
portantly, there is the recognition that, when done
right, warehousing, distribution, and manufactur-
ing can create a competitive advantage.

As a result, logistics and supply chain profes-
sionals are more connected to the business than
ever before and are now playing a critical role in
furthering business objectives. What then are the
biggest business issues affecting the design of mate-
rials handling systems as well as the warehouse and
distribution best practices that run today’s game-
changing operations? We put that question to seven
system integrators and consultants to find out what
is top of mind with their customers and potential
customers.

Optimizing in a multi-channel world
Multi-channel selling is transforming the retail
industry. The challenges are big enough for retailers
that once sold through stores and now are selling
online. Its more pronounced for those companies
that once sold wholesale and now have their own
stores, their own e-commerce shopping carts, or
both.

The hurdles range from adapting facilities that
were designed to handle cases and pallets to piece
picking to grappling with SKU proliferation. “We
do a lot of retrofit projects for retailers,” says Jeff
Ross, vice president of consulting for Forte. “We
see semi-automated or automated solutions that
worked great when direct-to-consumer was 5
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percent of the business, but now it’s 30 percent of
the volume. We have also seen direct-to-consumer
retailers that have opened their own brick-and-mor-
tar stores. Either way, we have to think differently
for the client.”

How does that translate to the shop floor? In
many cases, it means applying familiar technolo-
gies and equipment in different ways to create to
new processes. “For one retailer, we waited until
the packing station to differentiate between e-
commerce and retail orders,” says Ross. “We pick in
batch regardless of the type of order, but once items
hit the sorter, single line orders are sent to one
section of the building for packing while multi-line
orders are sent to another area for packing.”

In another application, multi-line orders use a

sort-to-light, or put-to-light, process that features
a light-enabled cubby wall with spots for a group
of totes for outbound orders. Items are picked to a
tote that is transported into the put wall area.
There, an associate scans the license plate bar
code label on the tote to launch the sort-to-light
process. As the associate removes and scans pieces

Automated materials handling technology and new processes are
enabling multi-channel retail distribution from one facility.
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“Our retail customers are asking how can they invest the right
level of capital to maximize throughput during average days

and still meet peak demand.”

in the picking tote, the lights identify
the outbound tote that has been desig-
nated for that order. Once all the items
for an order have been put to the tote,
it’s transported to a packing station.

“The technology is not new,” says
Ross, “but we're applying it to a new
process.”

From multi-channel to omni-channel
When the Internet burst onto the scene
a decade ago, many retailers segmented
their customers by sales channels.

They had brick-and-mortar customers
and they had online customers. They
also had two channels of distribution,
one for retail store replenishment and
another for online order
fulfillment, which was
often managed by a 3PL.

That thinking is chang-
ing, says Mike Dunn,
group vice president for
Fortna. “Retailers with
some degree of sophisti-
cation understand that
all these channels play
together to create a single
face to the customer,” says
Dunn. “As retailers and
e-tailers put together their
plans and trajectories, they
expect to gain new custom-
ers and grow their busi-
nesses, but they don’t know
which channel that growth
will come from.”

Bringing those channels
together is affecting the de-
sign of distribution centers
in several ways, says Dunn.
One is in systems that can
handle the pallets and car-
tons that historically went
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—Mike Dunn, Fortna

to retail stores along with individual item
picking associated with direct-to-consum-
er order fulfillment. The second is in the
ability to scale. “Our retail customers are
asking how can they invest the right level
of capital to maximize throughput during
average days and still meet peak demand,”
says Dunn.

On the one hand, that is leading to
technological solutions, like putting
in a dual-speed sortation system. “The
majority of the year, we run the sorter at
a slow speed and get a high utilization of
the chutes,” says Dunn. “At peak peri-
ods, we run the sorter at a higher speed
with lower utilization of the chutes, but
the ability to handle the throughput.”
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On the other hand, retailers are also
recognizing that in an omni-channel
world, the experience should be the
same regardless of how a customer
engages with a retailer.

“Retailers that are running their retail
and e-commerce channels through the
same distribution center are trying to
drive consistency in how a product is
packaged,” Dunn says. “We're designing
packaging processes that ensure that the
presentation to the e-commerce custom-
er and the wholesaler are consistent.”

Information is the coin of the realm
Businesses thrive on information.
Marketing and sales organizations are

|

2

&

d

Network optimization—deciding where to locate facilities and how they operate—is
driving many of today’s distribution projects.
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striving to learn as much about their
customers habits, likes, and dislikes as
they can so they can turn that informa-
tion into sales. That is the promise of
social media sites like Facebook and the
genius of iTunes and Amazon.
Information has been the coin of
the realm in the supply chain as long
as there have been supply chains. But,
just as sales organizations are turning
to the information collected by social
media sites, cookies, and other Web-
based systems to learn more about their
customers, operations managers are try-
ing to get more information out of their
systems, says Ken Fry, business segment
manager for Rockwell Automation.
“The large customers and machine
builders we work with want to know
what information can they pull off of a
sorter to get more out of the system, or
how they can use a conveyor that may
not have been part of the original design
of the system,” says Fry. “That informa-
tion has always been out there. But it
has not always been easy to get.”
Certainly it wasnt easy to distribute
once you got past the maintenance
technician who understood the system.
“Today, with the proliferation of control
systems and Ethernet as a standard, all
of the different information networks
within a system are converging,” Fry
says. “The plant scheduler now has equal
access to that information, and we can
filter that information so you get what
you need in order to make decisions.”
Similarly, the rate of product change
today is staggering. Flat screen televi-
sions are getting bigger than ever while
other products, like iPods and cell
phones, are getting smaller than ever.
“You need flexibility because the
products change so often,” Fry says.
“That is calling for control systems that
are easy to install and can change from
one type of product to the next.”

The importance of cycle time

For years, distributors have focused
on productivity and accuracy in order

www.scmr.com

fulfillment processes. The goal was to
reduce the cost per case of filling an
order. Typically, that was the result of
doing more work with less labor. No
one is saying that controlling costs is no
longer important, but as the need for
order fulfillment speed heats up, there is

Special Report

increased focus on cycle time, says Bryan
Jensen, senior principal at St. Onge.
“More and more, the focus is shifting
from accuracy and productivity to cycle
time diminution,” Jensen says. “Clients
want to know what it will cost to take
an order by 5 p.m. or later and still get

excellence.
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Kenco’s supply chain solutions go beyond the shipping dock
to satisfy your customers—on laundry day and every day.
How? We combine common sense customer service with
unparalleled execution, driving continuous value to you—and
your customers. Kenco provides distribution and fulfillment,
comprehensive transportation services and intelligent
information technology, all engineered for operational

For common sense solutions that deliver uncommon value,
turn to Kenco.
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it out in time for overnight delivery.”

While the need for speed has mostly
been a direct-to-consumer phenomenon,
thanks in part to Amazon, the question
is now being asked by businesses selling
to other businesses. “Whether they are
pursuing these strategies for a competi-
tive advantage or because that’s what they
have to do to compete, there is a belief
that faster is always seen as more valuable
by the consumer,” Jensen adds.

The attention to cycle time is impact-
ing DC design in several ways. For one,
some sellers are developing systems that
help them recognize just what level of
speed a consumer really wants and is
willing to pay for. Some customers may
be more than happy to wait a week for
an order. Some truly want the product
next day.

“We're developing systems to batch
orders in waves by order priority for
those customers who will pay for speed,”
Jensen says. “We might also put more
money into high-speed sortation systems
or goods-to-person picking solutions to
cover peak periods than in the past.”

More importantly, companies are
looking beyond the cost of labor. “Lead-
ing retailers and e-tailers are no longer
just looking at how many people they
can remove from the process to justify
a system,” Jensen says. “Instead, they’re
putting more value on the ability to
respond to peak demand in a very short
window of time.”

Optimizing the network
Mergers, acquisitions, and consolidation
are facts of life for any company intent
on growing market share. But, what hap-
pens the morning after the acquisition is
complete? Then, it’s a little like getting
married: After the honeymoon, you have
to figure out what to do with two sets
of everything. In the supply chain, you
have to figure out what to do with two
manufacturing and distribution networks
that often serve the same geographies.
“Network optimization is a factor we're
seeing across all industries,” says Kelly Reed,
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Automated material handling systems are increasingly becoming the
answer to a chronic labor shortage in warehouses and DCs.

a partner with Tompkins International.
“Companies are asking us how they can
make their network most efficient from a
transportation cost and a labor cost.”

In some instances, Reed adds, a com-
pany may just have two DCs that it wants
to combine into one. For larger organiza-
tions, however, the questions are more
strategic and complex. “In some instances,
we have companies focused on the cost
of operating a facility or the cost of labor
in a location,” Reed says. “In other areas,
the network strategy is driven by customer
service requirements.” Tompkins recently
worked with a client that located a new
facility in Fresno so that it could serve
both Los Angeles and San Francisco with
next-day ground deliveries.

Those types of distribution strate-
gies are also resulting in networks with
facilities designed for a specific purpose.
Tompkins, for instance, has worked
with companies to consolidate all of
their slow-moving items into one central
facility with regional DCs for faster-
moving products. Another strategy is to
create one or two large centralized DCs
with smaller “forward-located” DCs that
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can turn around orders very quickly for
Internet fulfillment, flash sales, or store
replenishment of fast-moving items.

“I read recently that Macy’s is using
their store rooms as Internet fulfillment
centers and picking from store inven-
tory,” Reed says. “As the way we engage
with customers changes, many compa-
nies are making up the rules as they go
along. We're all learning what works and
what doesn’t. It’s going to have implica-
tions for distribution networks and how
orders are filled.”

Managing SKU proliferation
Like mergers and acquisitions and
the growth of multi-channel retailing,
SKU proliferation is another fact of
business life for retailers and wholesale
distributors. “Everyone is trying to find
the magic bullet to increase sales,” says
Norm Saenz, senior vice president for
the supply chain group at TranSystems.
“The perception is that more product
offerings, more styles, and more colors
give a competitive advantage.”

In the distribution center, that translates
as too little storage space and too few pick
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positions to get the product out the door.
“We had one client that was storing 8,000
SKUs in 500 pallet positions,” says Saenz.
“They were reduced to putting as many as
20 different SKUs in one pallet position in
their picking area. Instead of picking just
from the lower levels, they were picking
from all of the levels in the storage area.”

'The solution was not complicated.
Pallet rack was converted to static wide
span shelving with three openings instead
of one 6-foot pallet opening. In addition,
the storage area was converted from 10-
foot aisles to 4-foot wide narrow aisles.
“We went from a conventional lift truck
to a worker-assist vehicle that will work
in a 3-foot aisle,” Saenz says.

“They have 8,000 pick locations
today,” Saenz says. “They are much more
efficient and there are far fewer errors.”

Designing the workforce of the future
Despite the recession, labor availability
remains one of the most persistent issues
confronting warehouse and distribution
center managers. Training and retaining
experienced personnel is almost impossible
when many facilities experience a 50 per-
cent turnover in the workforce every year.

“We began hearing about this five
or six years ago from Canadian clients
as warchouse workers moved out west
to work in the oil fields,” says Chris
DeLisle, a senior engineer with Witron.
“Today, it’s a universal issue, across all
industries and regions, especially as the
economy begins to improve.”

It’s not just the availability of labor.
As the workforce ages, distribution
centers are being forced to rethink labor
intensive processes, such as manual pal-
letizing or case picking.

As a result, DeLisle says, clients with
sufficient scale and volume are taking a
harder look at automation. “First and
foremost, automation can reduce the
number of people required to operate a
facility,” DeLisle says. “But we also have
an opportunity to make the manual pro-
cesses as ergonomic as possible.”

The result, he adds, is that the em-
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ployee retention rate in automated sites
is generally higher than in conventional
facilities. “One of the challenges to our in-
dustry is how do we enrich the job so that
the associate isn’t bored after 10 minutes,”
DeLisle says. “Thats why I think that
automation is more attractive to younger
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kids. If we can offer them a solution that
exposes them to technology and provides
a path to grow in their careers, that is
attractive to them.”

—Bob Trebilcock is Editor at Large
for the Supply Chain Group
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2012 Warehouse/DC Operations Survey:

Mixed *
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A record response reveals that supply chain

professionals are divided in terms of investment: one
side remains cautious, while the other is on the
verge of making significant changes to their
warehouse/DC operations. How have your
operations emerged from the Great Recession?

BY MAIDA NAPOLITANO, CONTRIBUTING EDITOR

fter years of slow economic

progress, the results of

sister magazine Logistics

Management’s (LM) 2012

Warehouse and Distribu-
tion Center (DC) Operations Survey
show that there appears to be two
schools of thought emerging from the
ashes: There are those companies that
remain cautious, staying conventional
with minimal plans for expansion; and
there are those on the verge of making
significant investments and changes to
their distribution operations.

Designed to gauge activities and
trends in warehousing and DCs, our
annual survey offers a first-hand look
into the state of today’s DC and ware-
house operations. In September, a sur-
vey questionnaire was sent via email
invitation to LM readers. The sur-
vey gleaned 805 qualified responses
(a new record for this survey) from
upper-level managers to CEOs—
all personally involved in decisions
regarding their company’s warehouse
and DC operations.

Most participating companies came
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from manufacturing (44 percent), fol-
lowed by distributors (28 percent), third
party providers (9 percent) and retailers
(8 percent). An assortment of products
handled in the DC was once again well-
represented with food and grocery lead-
ing the pack at 11 percent, followed by
industrial/chemical at 10 percent, and
electronics and building materials, tied
for third, at 8 percent each.

This year’s findings revealed mixed
signals coming from opposite ends
of the spectrum. About 52 percent of
respondents are adopting a more cau-
tious approach, spending less than
$250,000 for warehousing equipment
and technology in 2012.

“That's a predominant statistic,”
says Norm Saenz, senior vice president
and principal of TranSystems, a supply
chain consulting firm and our partner
for this survey. “It supports how tough
economic times have controlled spend-
ing to less than $250,000 for a major-
ity of respondents. That's only good
for minor improvements to operations,
such as racking or the purchase of a
lift truck, versus opening a new facil-
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Join our research team as they dig into all the findings in detail.
Thursday, November 29 @ 2:00 pm ET
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Size of distribution center network

Number of buildings Total square footage

36% Less than 18%
More than 50,000 it
three buildings — 21% 50,000- = 13%
6o_r more 99,999
buildings
100,000- 25%
Three 14% 249,999
250,000~ 15%
0,
T 499,999
17% 500,000-  12%
bwldmgs — 999,999 2011

7T 37% 1,000,000- [7% EE 2012
1,999,999
One
building — 2,000,000+ -1

buildings —

2011 2012

Clear height of buildings

42%
p]
20%
4%
8%
El o

Less than 20-29 feet 30-39 feet 40-49 feet More than
20 feet 50 feet

Source: Peerless Research Group (PRG)

S70 SuprprLy CHAIN MANAGEMENT REVIEW « NOVEMBER 2012 WWW.SCMTI.com


http://www.scmr.com

] P LIS it e

I 103000

2210

LR [ F & |

LR

i T:ﬂa 1368328

WE'LL TAKE IT FROM HERE.

WORRY-FREE SUPPLY CHAIN SOLUTIONS.

You've stalled. There are a million units stuck in customs. Thousands more are waiting to be loaded onto trucks that aren't there.
Every second wasted is money lost, money your current 3PL should be saving you. Instead of a vendor, maybe what you need is a
logistics partner. Someone who thinks like you. Someone with 80 years of experience who knows how to roll up their sleeves and
get the engine moving again. NFl is that partner. From the start of your supply chain to when your products are in your customer's
hands, we'll transport, warehouse, and distribute your products—worry-free.

We’re NFI, and we can get it done.

LOGISTICS = TRANSPORTATION = DISTRIBUTION

Learn more at nfiindustries.com/LM or call (877) 596-1058 N F I \ :’


http://nfiindustries.com/LM

2012 Warehouse/DC Operations Survey Webcast

Join our research team as they dig into all the findings in detail.
Thursday, November 29 @ 2:00 pm ET

A SPECIAL SUPPLEMENT TO SUPPLY CHAIN MANAGEMENT REVIEW

Annual inventory turns
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Scope of distribution center operations
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Source: Peerless Research Group (PRG)

ity or implementing new
technologies.”

However, Don Derewecki,
senior management consul-
tant also from TranSystems,
prefers to focus on the other
end of the spectrum: those
17 percent of respondents
who are spending $1 million
or more this year, and another
16 percent planning to spend
that same amount next year.

“That's  for significant
projects—an indicator that
companies are doing more
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than just replacing worn out equip-
ment,” says Derewecki. “These stron-
ger companies have diligent managers
who have probably been continuously
shaving points off their operating costs
over the past few years. By now all the
low hanging fruit is gone, so they're
starting to get more aggressive and
finally looking to squeeze the trigger
on investments in mechanization and
automation.”

Over the next few pages, we'll dig
into the high-level findings of the 2012
Warehouse and Distribution Center
(DC) Operations Survey to share more
detail on how the warehousing and dis-
tribution landscape has changed over
the past year. This year we've updated
portions of the survey to capture emerg-
ing trends while continuing to track
the critical measures of warehousing
activities we've charted over the past
six years. Let's see how your operations
compare to what your peers are doing
inside the four walls.

What’s trending?
Despite the mixed signals, there’s one
clear conclusion that both Derewecki
and Saenz derived from this year’s sur-
vey: Corporate is making its presence
felt inside the warehouse and DC.
“There’s an increasing recognition of
the importance of the supply chain and
how much money is being spent on it,”
says Derewecki. “Corporate managers
have become increasingly focused on
the details that make the difference,

Type of business

44%
28%

Manufacturer Distributor

B 2011
Il 2012

3PL

Retailer

Source: Peerless Research Group (PRG)
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Other

even at the DC level.”
According to Saenz, this
fact is never more evident
than in the number of respon-
dents who say theyre using
their enterprise resource plan-
ning (ERP) system’s ware-
house management system
(WMS) functionally in the
DC (27%)—twice the num-
ber of respondents using best-
of-breed WMS (13 percent).
“Corporate does not want to
play around with expensive
WMS  packages,” speculates
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Saenz. “They made a commitment to
use an ERP system, so they want to use
everything these systems can offer—
even though it may not be the best
thing for the warehouse.”

Derewecki agrees, adding that the
WMS being offered today by the big
ERP players “isn't as bad for the ware-
house as it used to be.” He says that
10 years ago some of his clients were
forced to use ERP at the DC level
because corporate wanted everyone to
integrate with the company’s ERP sys-
tem. “All of the functionalities that
managers used to have with their stand-
alone WMS just weren't there,” says
Derewecki. “In some cases, they had
to switch back to more manual opera-
tions.” But these days, he adds, devel-
opers have significantly improved the
functionality of ERP’s WMS packages.

“As more companies run their busi-
nesses with an ERP system, it's easier
and less costly to simply use that ERP’s
WMS,” adds Saenz. “I think this is a
trend that’s going to continue.”

There’s also a trend towards a more
consolidated network. Since
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Improving warehouse processes

Improving inventory control

Changing rack/
layout configuration

Reducing staff

Improving warehouse
information technology

Renegotiating leases

Actions taken to lower DC operating costs

on o g5ph
TELEm Ny EEo

o
Using 3PL 2012
Other g%

64%

61%

41%

37%

Source: Peerless Research Group (PRG)

year. Twenty-six percent are increas-
ing their number of SKUs, and 25
percent are increasing the number of
employees.

Despite these plans for expansion,

average inventory turns have not
improved and remain steady at 8.2.
Derewecki offers a possible explana-
tion: “At many companies, in spite of
the emphasis on inventory control and
the improvement in infor-

2010, the percentage of
respondents with three or
fewer buildings has been
steadily increasing, while the

Number of employees

mation systems tools, the
proliferation of SKUs has
prevented the overall turn
ratios from improving.”

1,000+ —— 300+0— 300+

percentage with four or more 500 to 999 —— G 257 |— M 25%
buildings has been steadily 400-499 — L7200 u/ﬂ- 2 | The multi-channel effect
decreasing. Saenz believes | 800 ormore ——— a3 / 80/0 For the first time, we
that it's all part of a continu- U _ decided to track how com-
ing push by companies to do 19% 13% panies use market chan-
more with less. 100 to 199 — nels—or how they make

“However, with fewer facil- 12% product available to their
ities, you may achieve savings 13% - customers.
in operating costs, but you 501099 - 15% Most of the respon-
may be potentially increasing dents (84 percent) report
your freight,” Saenz cautions. 925 to 49 / servicing more than one
“This is not a particularly 29% channel: 67 percent report

good move with today’s inflat-
ing gasoline prices.”

Even more mixed signals
surface from this year’s find-
ings. While some networks
may be contracting to fewer
facilities, about 60 percent of
respondents are planning to
do some sort of expansion this

Less than 25

25%

2011

Source: Peerless Research Group (PRG)

2012

Average number H

of employees

shipping to wholesalers; 57
percent to retailers; and 29
percent are e-commerce
based, shipping products
directly to customers.

“l would be most inter-
ested in tracking e-com-
merce penetration over
the coming years,” says
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Derewecki. “It seems that despite what
industry our clients are in, if they are not
using the Internet now, they have a plan
to get into it.” He notes that more con-
sumers are now using brick-and-mortar
stores merely as “showrooms” to see a
particular model, confirm its looks and
functions, but then head back home
to compare costs among web retailers
before ordering that model online.

How are multi-channel respondents
fulfilling their orders? Forty percent are
filling their orders themselves from one
main DC, designating separate areas
for retail or e-commerce or scheduling
specific pick waves for certain chan-
nels. “Almost 25 percent of respon-
dents have already decided to put it in
a separate DC,” notes Saenz. “It would
be interesting to see how these results
change as each channel grows. | pre-
dict more separate DCs and the use of
more third-party logistics providers.”

2012 DC network profile

The profile of this year’s distribution
network remains mostly the same as
the past few years.

Sixty percent of respondents operate less
than 250,000 square feet of space in their
distribution network, with most common
clear heights of 20 to 29 feet. Derewecki
predicts that, over time, the mix is going to
shift towards taller, higher buildings. “Lift
truck technology is making higher buildings
very practical,” he says. “Newer, double-
deep reach trucks, for example, can lift to a
height of over 36 feet.”

Seventy percent of respondents
report undertaking some kind of distri-
bution network optimization and loca-
tion studies, mostly on an “as-needed”
basis. As a result of these studies, half of
respondents (50 percent) report “moving
inventory among warehouses” as it is the
easiest and quickest option among all
the other network improvement actions.
For those adding DCs as a result of these
studies, most cite “improved customer
service” (70 percent) and “the penetra-
tion of new markets” (36 percent) as
their top two drivers.
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Tracking previous trends
Recycling continues to dominate sus-
tainability efforts at 76 percent. This
year however, slightly more respon-
dents are “reusing shipping containers”
and “using metal and/or plastic pallets.”
Derewecki notes that he’s seeing
more plastic pallets in use at pharma-
ceutical manufacturing because of FDA
requirements. “Wherever you have a
requirement of a sterile or cleanroom
environment, then that's one good way
you can use reusable plastic pallets.”
Fortunately, fewer respondents (only
15 percent versus last year’s 28 percent)
experienced catastrophic events this
year compared to last year. Open-ended
responses show many operations being
hit by hurricanes and tornadoes; but to
protect against these particular threats,
survey takers have installed back-up

NOVEMBER 2012

generator and data retrieval systems,
set plans in place to re-route demand to
another DC, and have established mul-
tiple sources for parts and raw materials.
To reduce operating costs, “improv-
ing warchouse processes” (64 percent)
and “improving inventory control” (61
percent) remains the top two actions
preferred most by respondents. “It
makes sense because both do not nec-
essarily involve a high level of invest-
ment,” says Derewecki. “However, the
better operators have already done all
the process improvements that they
can do without making capital invest-
ments. They are at the next stage. To
improve, they may need to invest in
mechanization and automation.”

Maida Napolitano is a Contributing
Editor to Supply Chain Management Review
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