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“Our success as consultants will depend upon the essen-
tial rightness of the advice we give and our capacity for 
convincing those in authority that it is good.” 

Andrew Thomas Kearney 
(1892-1962) 



 

Preface 

The basic idea for this book was conceived in December 2005. At the 
time, various models for structuring sourcing strategies could be found 
in the literature. As different as many of these models were, they all re-
stricted themselves to describing the content of sourcing strategies. What 
we felt was lacking was a tie-in between sourcing strategies and the spe-
cific situations confronting business enterprises. After experimenting with 
structures classified by industry, position in the product lifecycle, or con-
centration on the supplier market, we finally hit on the simplest structure 
of all: supply power versus demand power. What worked in the bazaars 
of Babylon, raised trading powers like Venice to greatness and formed 
the basis of the British Empire is still valid today! 

The two axes of supply power and demand power offer an ideal ap-
proach for structuring sourcing strategies and classifying them in a logi-
cal manner. By January 2006, we had already isolated some 60 mark-
edly different sourcing strategies and sorted them between the two axes. 
To provide a clearer visual distinction, we colored the fields in alternat-
ing colors in a chessboard pattern. Initial tests in coordination with clients in 
Austria, Germany and the USA proved highly promising. The logic of 
supply power versus demand power seemed to dovetail with the thinking 
adopted by executives themselves, and facilitated the tie-in between pur-
chasing issues and corporate strategy. 



VIII  Preface 

Since then, we have further refined our Purchasing ChessboardTM and 
tested it extensively. It has also been applied in practice by clients in Aus-
tralia, Austria, China, the Czech Republic, Finland, France, Germany, It-
aly, Russia, Slovenia, Spain, the UK, Ukraine and the US. The relevant sec-
tors included automotive manufacturing and supply, military equipment 
(tanks), construction equipment, packaging, steel, transportation, foodstuffs, 
pharmaceuticals, energy utilities, telecommunications and banking.  

This book has a highly ambitious goal: providing a comprehensive strat-
egy for tackling any and all challenges in the field of purchasing. To this 
end, we have drawn on the collective experience and insights of A.T. 
Kearney. In the last three years alone, A.T. Kearney has carried out over 
500 purchasing projects, involving the market placement of more than 
500 billion dollars in spend. Despite the most sophisticated knowledge-
management systems, we have found that face-to-face contact is still in-
dispensable for exchanging information. Of all the colleagues who gave 
us valuable assistance as discussion partners in the writing of this book, 
we would like to particularly thank the following: Íñigo Aranzabal (Ma-
drid), Thorsten Barkmann (Düsseldorf), Jan Fokke van den Bosch (Amster-
dam), Dirk Buchta (Dubai), Stephen Fowles (London), Patrick Dolisie 
(Paris), Stephen Easton (London), Joachim Ebert (Chicago), Jules Goffre 
(Munich), Martin Haubensak (Düsseldorf), Kurt Hoch (Vienna), Günter 
Jordan (Munich), Theo Klein (Düsseldorf), Ruslan Korsh (Moscow), Robert 
Kremlicka (Vienna), Rick Kozole (Detroit), Lian Hoon Lim (Hong Kong), 
Dietrich Neumann (Berlin), Jean Dominique Rey (Paris), Thomas Rings 
(Munich), F. Nikolaus Soellner (Düsseldorf), Oliver Scheel (Düsseldorf), 
Sieghart Scheiter (Düsseldorf), Peter Wessmann (Düsseldorf) and Andrej 
Vizjak (Ljubljana/Munich). Our gratitude also goes out to our editorial 
team, especially Marianne Denk-Helmold, without whom this book would 
not have been possible. 



Preface IX 

We are confident that we have created a work that will be equally useful to 
all those involved in business purchasing – from the CEO to the staff in the 
field. We hope it will stimulate our readers to make real and effective im-
provements in their purchasing procedures. Enjoy! 

Christian Schuh 
Robert Kromoser 

Michael F. Strohmer 
Ramón Romero Pérez 

Alenka Triplat 
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1 Purchasing: between a rock and a 
hard place? 

The point of departure for this book was a perceived change in mood on the 
purchasing front. In our many talks with purchasing managers and senior 
executives, we increasingly gained the impression that a paradigm shift was 
in progress. Purchasing strategies that were successfully used for decades 
are no longer working. Suppliers are unilaterally increasing prices but are 
unwilling or unable to accompany higher prices with a guarantee of supply 
security. Buyers are in fear of losing face within their companies. Accus-
tomed profit margins are collapsing. 

Our first step was to analytically underpin these perceptions by taking stock 
of purchasing throughout industry. The methodological framework for our 
survey was provided by the “seven factors for success in purchasing” as de-
fined by the observations of A.T. Kearney: 

1. Purchasing must be an interdisciplinary, top-management task. The 
purchasing department must hold an equal rank alongside sales, 
R&D and production in the formulation and implementation of cor-
porate strategy. 

2. External communication must be a key element in purchasing. The 
company must speak to suppliers with one voice. 
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3. The purchasing department must work with analytical tools and strive 
to be better informed than suppliers. The traditional “arm wrestling” 
between purchasing and suppliers is therefore no longer necessary. 

4. Based on the company’s demand power and the suppliers’ supply 
power, purchasing must develop a tailored strategy for each sourc-
ing category in order to cut costs and add value. 

5. Purchasing must be integrated seamlessly, directly and equally 
alongside sales and production when it comes to demand and ca-
pacity planning. 

6. Purchasing must have appropriate information systems at its dis-
posal, and be able to ascertain at any time “who buys what from 
which supplier.” 

7. Purchasing must be staffed with a sufficient number of technically 
and commercially competent personnel, and must be seen as a de-
sirable career stage within the company. 

1.1 Survey results: the state of purchasing in industry  

As part of the purchasing survey, 600 CEOs of industrial companies were 
asked to rate the degree to which the “seven factors for success in pur-
chasing” were being applied at their firms. Of these 600 CEOs, 200 re-
sponded. The companies surveyed were active in automotive supply, 
mechanical engineering, foodstuffs, pharmaceuticals, transportation, raw 
material processing and energy grid operations. 

At over 30 percent, the response rate was well above the average for sur-
veys of this kind. This already provides a clear indication of the impor-
tance accorded to purchasing by top-management today. 
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Fig. 1. Segmentation of participants by industry and revenue size 

(The letter we sent out asking each company to participate was addressed 
to the CEO or Managing Director.)  

Purchasing in industry 

The arithmetical mean of all the responses from companies suggests that 
their purchasing departments are already highly developed. The range of 
possible responses was as follows: “1 – Not true,” “2 – Partially true,” “3 
– Mostly true,” “4 – Completely true.”  

Information systems support effective purchasing 

With 3.3 out of a possible 4.0 points, the question about appropriate in-
formation systems produced the highest concurrence. Today’s companies, 
many of which have grown through acquisitions, produce a variety of 
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Purchasing is an interdisciplinary, top-management task.

Tailor-made approaches per sourcing group.

Purchasing has the necessary information 
systems.

Communication with suppliers with one voice.

Integration of purchasing with demand and capacity 
planning.

Purchasing is well staffed.

Purchasing works with analytical tools.

3.3

3.2

2.9

2.9

2.7

2.6

2.5

1 = Not true 4 = Completely true
 

Fig. 2. Respondent’s rating of their company’s purchasing 

similar and/or different products at a large number of locations, supported 
by frequently differing IT systems. Therefore, purchasing needs a consistent 
and highly integrated IT system that enables transparency over purchases 
across the organization and answers the question “Who buys what from 
which supplier?”. Top-managers unanimously gave their existing informa-
tion systems a positive rating.  

Targeted external communication with suppliers 

With 3.2 out of a possible 4.0 points, the question about targeted exter-
nal communication with suppliers also produced a high level of concur-
rence. In the worst case, purchasing is confronted with the situation 
where a supplier has already been pre-determined, for example, by 
specifying a customized product. On the whole, industry is in good 
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shape as far as targeted supplier communication is concerned; it man-
ages to avoid twin-track strategies that can be exploited by savvy sales 
people from the supplier’s side. 

Demand and capacity planning must be observed 

With 2.9 out of a possible 4.0 points, the integration of purchasing in 
demand and capacity planning was generally rated as good. Reconciling 
anticipated customer demand with capacities available from the com-
pany’s own production facilities and from suppliers requires a rolling 
planning process, one in which sales, production and purchasing must all 
be assigned equal weight.  

Adequate involvement in strategic issues 

With 2.9 out of a possible 4.0 points, purchasing is widely perceived as 
an interdisciplinary, top-management task. Most of the cost structure of 
products and services is determined during the early phases of strategic 
planning. In order to give purchasing a formative role in this context, it must 
be included as an equal partner alongside sales, R&D and production in 
the formulation and implementation of corporate strategy.  

Tailored strategies for each sourcing category need to be 
strengthened 

With 2.7 out of a possible 4.0 points, the use of tailored cost-cutting/ 
value-adding strategies was given a medium-to-low rating. Depending on 
the demand power of the company and the supply power of the suppliers, 
highly differentiated strategies are needed. And yet consulting experience 
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has shown that purchasing often works with just a handful of similar 
strategies, such as volume bundling or long-term contracts. This leaves a 
great deal of untapped cost-savings/added value, and also harbors the 
risk of unduly close ties to monopolistic suppliers.  

Inadequate staffing 

With 2.6 out of a possible 4.0 points, the question of purchasing staff re-
ceived the second-lowest level of concurrence. Purchasing can only par-
ticipate equally in strategic planning, produce substantiated analyses or 
develop differentiated strategies for cutting costs and increasing value if it 
can draw on a sufficient number of highly qualified, technically and busi-
ness savvy employees. As reported in the media, companies are currently 
finding it difficult to hire qualified candidates. Moreover, purchasing is not 
yet perceived as an attractive career stage at many companies, so that 
internal recruitment channels have not been very successful either.  

Analytical deficits 

With 2.5 out of a possible 4.0 points, the ability of purchasing to use ana-
lytical tools was given the poorest rating in the survey. Modern purchasing 
combines technical and commercial information with knowledge of the 
supply markets and is therefore well prepared for negotiations with suppli-
ers. The goal is to know more about the subject matter of the negotiations 
than the supplier does. However, we can still find buyers in many compa-
nies who view negotiations primarily as a psychological game and use this 
approach to conceal knowledge deficits on their own part.  
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1.2 A paradigm shift in purchasing 

Our survey of purchasing in industry showed that decision makers were 
increasingly uneasy with the strategies, analytical capabilities and human 
resources in place at their purchasing departments. How should we ex-
plain this?  

Ever since the 1980s, today’s generation of purchasing executives has been 
accustomed to operating on a predominantly buyer’s market with falling 
material costs. In the past, relatively simple methods such as tendering, 
bundling volume and concluding multi-year contracts enabled purchasing to 
obtain price cuts from suppliers of between one to three percent per annum. 
This “golden age” of purchasing is now over, however, and we find our-
selves at the start of a seller’s market. There are three main reasons for this: 

 Increasing concentration on the supplier market. 

 Rising energy prices. 

 Hunger for resources on the part of emerging economies. 

Increasing concentration on the supplier market 

The cost pressure that could be consistently exerted in a buyer’s market 
only intensified the already existing trend towards concentration. To be 
able to use economies of scale and thus cope with cost pressure, suppliers 
were increasingly forced to consolidate via merger and acquisition. Espe-
cially those suppliers who were passing on their full productivity gains to 
customers (at the expense of their own profitability) frequently found them-
selves taken over by competitors. From this point of view, buyers can be 
said to have been a bit too successful. As a result, the supply power of the 
remaining suppliers has risen dramatically compared to previous years.  
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Rising energy prices 

For many years, the rise in energy prices was ignored as a temporary 
anomaly or explained away as the result of extraordinary circumstances 
(e.g. tension in the Middle East). By now, however, the debate on sustain-
ability and global warming, along with the growing shortage of fossil fu-
els, has made it clear that high energy prices are here to stay. Some fore-
casts even predict an oil price as high as 200 dollars per barrel. On the 
other hand, agile companies can exploit high energy prices for their own 
benefit, for instance by supporting technological innovations to solve the 
crisis. Nonetheless, most suppliers simply use price increases as an argu-
ment for raising their own profits. 

Hunger for resources on the part of emerging economies 

Along with concentration on the supplier market and surging energy 
prices, the demand for resources by rapidly growing economies such as 
Brazil, China, India (and in future, Russia) is one of the main drivers of 
changing background conditions. We are already seeing developments 
inconceivable only a few years ago. For instance, steel is becoming 
scarce, while Europe is thinking once again about investing in coal pro-
duction. Meanwhile, Africa, with its abundant deposits of raw materials, 
suddenly finds itself once again at the center of foreign ambitions.  

As a result of these three factors, buyers are confronted with suppliers who 
calmly demand price increases of five percent and more, yet are still un-
able or unwilling to guarantee the necessary supply security.  

The simple techniques that used to be so effective on the buyer’s market 
of previous decades (e.g. tenders, bundling volume and concluding multi-
year contracts) are largely useless against these new forces. Thus, many 
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companies already find themselves “between a rock and a hard place” in 
terms of purchasing. As our survey of purchasing in industry has shown 
(see above), this fact has not gone unnoticed by top-management.  



 

2 From four basic strategies to 
64 methods 

To help purchasing meet the new challenges of the seller’s market, A.T. 
Kearney has developed the Purchasing ChessboardTM. This represents the 
condensed experience and insights acquired by A.T. Kearney from over 
500 purchasing projects carried out all over the world during the last 
three years (in which a spend of over 500 billion dollars was placed on 
the market), as well as from thousands of similar projects conducted over 
the last three decades. The Purchasing ChessboardTM has the goal of as-
sisting buyers in all kinds of relations with suppliers. Its basic concept de-
rives from the relationship between supply and demand.  

Clearly, supply and demand are two economic forces that have helped 
determine the rise and fall of dominant civilizations throughout history. 
The bazaars of ancient Babylon, the Roman Empire, Venice in its heyday, 
the British Empire, the emerging world power of the USA the unification of 
Europe via the Coal and Steel Community, the EEC and the EU – all these 
historical developments were steered to a great extent by the laws of eco-
nomic supply and demand. There is no reason to believe that these laws 
are less relevant today than they were in preceding millennia, or that this 
is likely to change in the foreseeable future. 
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Using supply power and demand power as the fundamental methodologi-
cal concept to categorize supply relations in purchasing has the advan-
tage of being immediately comprehensible to all departments and mana-
gerial levels of a company. Since the managing board and/or top-manage-
ment are especially prone to think in these categories, it becomes easier for 
purchasing to mesh its own ideas with the overall corporate strategy. 

High supply 
power

High supply and 
demand power

High demand 
power

Low supply and 
demand power

Low HighDemand power

Low

High

Supply power

 

Fig. 3. The purchasing playing field 
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So how can supply power and demand power be turned into a methodol-
ogy for “hands-on” purchasing? The answer lies in a portfolio that covers 
the gamut from low-to-high supply power, as well as from low-to-high 
demand power. 

Let us first use four fundamentally different situations to illustrate such a 
portfolio: 

 High demand power: A big carmaker (e.g. Volkswagen) buys 
forged parts. There must be hundreds, if not thousands, of forged-
part manufacturers throughout the world, and out of these there must 
be at least several dozens who are qualified to meet Volkswagen’s 
quality and volume requirements. In this case, Volkswagen is a 
buyer in a position of overwhelming power vis-à-vis its forgings 
suppliers, and is able to exploit competition amongst its suppliers to 
its own advantage. 

 High supply and demand power: If the same big carmaker now 
wishes to buy engine management systems from Bosch, the situation 
is completely different. In many segments, Bosch holds a de facto 
monopoly. Nevertheless, Bosch is just as dependent on the big car-
makers as they are on Bosch. In this case, securing joint, long-term 
advantages is unquestionably in the interest of both parties. 

 High supply power: Even the demand power of a big carmaker 
has its limits, especially when oligopolistic market conditions pre-
vail. A good example is the purchasing of energy, such as electric-
ity and natural gas. While Volkswagen certainly purchases a very 
large quantity of energy, it is largely dependent upon the inelastic 
production and distribution structures in Europe. Companies con-
fronted by high supply power will consistently strive to bring about 
fundamental change in the nature of the demand in order to free 
themselves from the control of the supplier. 
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 Low supply and demand power: An example of low demand power 
on the part of a big carmaker is air travel. The situation is more bal-
anced than in the preceding example, however, since deregulation of 
the airline market has actually produced results. Along with negotiat-
ing discounts, a key question to ask in this context is whether traveling 
by plane is necessary or whether it could be avoided altogether. Thus, 
the company is largely able to steer its own demand. 

Fig. 4. Framework for selecting sourcing strategies 

Purchasing
Chessboard TM

16 levers

4 basic strategies

64 methods

 



2 From four basic strategies to 64 methods 15 

The portfolio of demand power and supply power can be broken down 
into almost any number of fields. A.T. Kearney has introduced three struc-
turing levels (see Fig. 4): 

 4 fields – Basic strategies designed to specifically support discus-
sions between the company’s purchasing department and top-
management. 

 16 fields – Approaches that are extremely useful in interdisciplinary 
discussions (e.g. with the R&D department). 

 64 fields – Methods that form the actual chessboard and provide an 
operating tool for use by purchasing. 

In the following section, the three levels of the Purchasing ChessboardTM are 
outlined. A detailed description of the 64 methods with case studies can be 
found in Chapter 3. 

2.1 Manage spend 

In the case of low supply and demand power, the first basic strategy in-
volves professional steering of demand. Manage spend first of all requires 
detailed knowledge of who is buying what from which supplier. Based on 
this, one can then consider the possibility of offsetting low demand power 
by bundling demand, either within the company or across company 
boundaries. These considerations should be backed by an uncompromis-
ing analysis of whether the demand in question is actually justified. The 
approaches for cutting costs and adding value within this basic strategy 
are demand management, co-sourcing, volume bundling and commercial 
data mining. These approaches and their underlying methods are briefly 
described below. 
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Demand management 

Demand management achieves savings by reducing a company’s demand 
from selected suppliers and taking full advantage of optimized contracts. 
Demand management encompasses the following strategies. (Here and in 
the following chapters, these are designated “A1” to “H8”, just like the 
fields of a chessboard; as an aid, the Purchasing ChessboardTM at the end 
of the book can be unfolded.) 

A1  Demand reduction: Objective analysis of the justification for a 
particular demand. (E.g., is it really necessary for someone to fly or 
could air travel be replaced by video conferencing?)  

A2  Compliance management: This primarily involves the increased 
use of master agreements and preferred suppliers, as well as com-
pliance with company wide policies (e.g. travel policy). 

B1  Contract management: Even the best contracts are of little use if 
nobody is familiar with them. Contract management has the aim 
of creating transparency with regard to existing contracts through-
out the company, as well as consolidating contracts, thus achiev-
ing better terms for all internal customers.  

B2  Closed loop spend management: The aim of this holistic ap-
proach is to permanently observe all areas of potential value leak-
age (e.g. unutilized payment terms) and take appropriate measures 
when required.  
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Co-sourcing 

Co-sourcing is an approach that can be used when a single company does 
not represent any significant demand power in the market of a particular 
sourcing category and suffers disadvantages as a result. In co-sourcing, 
demand is pooled across sourcing categories or with other companies. Co-
sourcing encompasses the following methods: 

A3  Procurement outsourcing: Responsibility for purchasing is dele-
gated to an outsourcing partner with significantly greater demand 
power. 

A4   Sourcing community: Several companies, each with low demand 
power join forces in order to achieve sustained savings. Sourcing 
communities go beyond mere volume bundling arrangements: 
they are able to pursue complex strategies because they can share 
resources, e.g. analysts or infrastructure, with the other members 
of the sourcing community. 

B3  Mega supplier strategy: Its primary aim is to make both the 
company and the supplier aware of how large the mutual business 
actually is. Instead of negotiating on the level of individual sourc-
ing categories (for which the company has little demand power), 
all purchases from the same supplier are negotiated together. 

B4  Buying consortia: Buying consortia are loose cooperations of 
firms aimed at obtaining advantages on the sourcing market. In 
contrast to sourcing communities, they are of limited duration (i.e. 
until the end of the respective project). 
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Volume bundling 

Volume bundling is one of the traditional purchasing approaches, 
whereby savings are achieved through realization of benefits from econo-
mies of scale on supplier’s side. Although this approach is well known, 
one often forgets how much a company using it can realize by receiving 
supplier’s concessions. Especially in the case of high fixed cost products or 
those requiring long set-up times, the scale effects can be considerable: 
e.g., if fixed cost accounts for 30 percent, doubling the volume should 
make price reductions of 15 percent possible. Volume bundling encom-
passes the following methods: 

C1  Bundling across product lines: Bundling similar bought-in parts 
for all product lines, e.g. a white goods manufacturer consolidates 
sourcing of all electric motors. 

C2  Supplier consolidation: Bundling similar bought-in parts from 
one competitive supplier and cutting out the others. This specifi-
cally means eliminating smaller suppliers and strengthening ties to 
bigger or strategically important ones. 

D1  Bundling across sites: Bundling across individual company loca-
tions can be used specifically for those sourcing categories that could 
be supplied by the same supplier on global or regional markets. 

D2  Bundling across generations: Bundling across product genera-
tions is especially important for project-driven businesses. Con-
cessions are obtained from the supplier for the current project on 
the basis of binding or non-binding promises for the subsequent 
generation. 
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Commercial data mining 

If our company only knew what we already know! There is enormous po-
tential hidden in accumulated commercial data – often slumbering in SAP 
or Oracle systems. With the aid of targeted sorting and intelligent analy-
ses, it is possible to create transparency, identify potential through stan-
dardization and enable rapid realization of cost savings. The use of com-
mercial data encompasses the following methods: 

C3  Master data management: Classification of all material/supplier 
master data through the application of standardized logic, consis-
tent link-up of master data to the ordering system and avoidance 
of loosely worded purchase orders. 

C4  Cost data mining: In this case, existing data on a sourcing cate-
gory is analyzed in depth in order to identify any savings potential. 
For instance, this may include comparing the discount rates within 
a corporate group.  

D3  Spend transparency: Creating transparency for all spending 
within the company in the form of a spend cube. The main axes of 
the cube are sourcing categories, suppliers and sites, which can 
be sliced and diced across all dimensions. 

D4  Standardization: Replacement of custom specifications by stan-
dardized parts and industrial standards. 
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2.2 Change nature of demand 

In cases where supply power is high, the second basic strategy is to change 
the nature of the demand. High supply power exists in cases whenever a 
supplier succeeds in establishing a monopolistic or oligopolistic position 
thanks to a unique technical advantage or exclusive market access. Quite 
often, a market constellation of this kind is not inevitable but is in fact 
brought about, either knowingly or unknowingly, by the buying company 
itself. Changing the nature of demand requires sounding out the limits – 
i.e. determining to what extent technical specifications can be modified so 
as to regain freedom of choice. Experience has taught that nearly all mo-
nopolies can be circumvented. The remaining residual risk can then be 
managed through the use of appropriate measures. 

The approaches for cutting costs and adding value within this basic strat-
egy are risk management, innovation breakthrough, technical data min-
ing, and re-specification. These approaches and their underlying methods 
are briefly described below. 

Risk management 

The term “risk management” is used to designate the sum of defensive 
measures that can be employed in order to ensure that the customers can 
be supplied and that the company’s financial outcomes remain plannable. 
Risk management encompasses the following methods: 

A5  Bottleneck management: A combination of steps to facilitate pro-
active avoidance, early recognition and adoption of timely counter-
measures against bottlenecks. The aim is to ensure the supply of 
end products to the customer under all circumstances. 
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A6  Vertical integration: In a seller’s market with constantly rising 
prices and restricted supply, the long-spurned method of vertical 
integration is coming back into favor. 

B5  Political framework management: With skillful lobbying, it is 
possible to maneuver a monopolistically operating supplier into a 
position that works to the advantage of the dependent company. 

B6  Intelligent deal structure: Especially when purchasing from mo-
nopolistic suppliers, careful drafting of contracts is of paramount 
importance. Contracts skillfully designed to suit the specific demand 
structure of the company can be a competitive factor of consider-
able importance.  

Innovation breakthrough 

Whether as a result of monopolies or patents, or because specifications 
are excessively geared to a single supplier, companies sometimes find 
themselves in a position of complete dependence. In cases of this kind, 
the only solution is an innovation breakthrough that will fundamentally 
change the rules of the game. Innovation breakthrough encompasses 
the following methods:  

A7  Core cost analysis: In essence, core cost analysis is a “zero-
based method” to product development. Instead of dragging 
along all the extras that have attached themselves to a product 
over the years, one goes back to basics and asks what functions 
are absolutely essential. The product is then radically optimized in 
line with these basic requirements.  
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A8  Invention on demand: Patent-protected suppliers constitute a 
particularly difficult challenge to purchasing. Under the invention 
on demand strategy, which is based on the TRIZ method, alterna-
tive technical solutions are systematically developed, taking ac-
count of ideas from all scientific fields. 

B7  Design for sourcing: By fostering closer cooperation between 
R&D and purchasing, design for sourcing generalizes specifica-
tions to such an extent that they are no longer tailored to suit just 
one particular supplier. 

B8  Leverage innovation network: R&D is fostered through coopera-
tion in a cross-company innovation network. This also allows the 
company to gain new insights into innovative technologies. By 
looking beyond its own backyard, the company frees itself from 
long-standing supply dependencies. 

Technical data mining 

Increasing differentiation, shorter product lifecycles and growing product 
variety make sourcing increasingly complex. As a result, it is also becom-
ing more difficult to practice volume bundling or to achieve economies of 
scale from suppliers. The first step, therefore, is to apply the appropriate 
tools to bring order into the apparent chaos. By using analysis and 
benchmarking, it should be possible to identify potential improvements 
that can be realized in a joint effort between R&D and production. Techni-
cal data mining encompasses the following methods: 
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C5  Product benchmark: Product benchmarking enables the com-
parison of the different design solutions that are available on the 
market. 

C6  Composite benchmark: In this case, a selection of competing 
products is sent to several suppliers for component analysis. The 
suppliers make proposals and submit offers at both the component 
and product level. By combining the best proposals, a “best of the 
best” concept is arrived at, while insight is also acquired into the 
suppliers’ production costs. 

D5  Complexity reduction: Product complexity is rendered visible and 
tangible through structured variant trees. As a result, the number 
of variants can be systematically reduced.  

D6  Process benchmark: Process benchmarking is the comparison of 
costs for individual production steps, such as surface treatment of 
turned parts. The resulting figures provide a basis on which pur-
chasing can negotiate processing costs directly with the supplier. 

Re-specification  

Many of the costs of a product are already determined in the early phases 
of its development. If one cannot reduce cost within the scope of existing 
specifications, there is only one thing to do: go back to the drawing 
board! The obstacle in this case is to get the creative process going again. 
After all, there was good reason why the product was designed the way it 
was. Thus, the key question is, “Do I really need a particular feature or 
characteristic for my product to be successful on the market or to be able 
to produce it efficiently?” Re-specification encompasses the following 
methods: 
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C7  Product teardown: Product teardown means breaking down com-
petitors’ products into their component parts and comparing them 
with one’s own solution. 

C8  Functionality assessment: The costs which each function of a 
product incurs are attributed to that function. An interdisciplinary 
team then identifies functions that are dispensable or that could be 
provided more cheaply. 

D7  Design for manufacture: Design for manufacture is a systematic 
process for designing products (or modifying their design) so that 
they are easy and inexpensive to produce.  

D8  Specification assessment: Specification assessment means criti-
cally evaluating current specifications and asking whether they are 
in fact useful or merely increase cost and complexity. Specifica-
tions that are not necessary are amended accordingly. 

2.3 Leverage competition among suppliers 

Where high demand power exists, the third basic strategy is to leverage 
competition among suppliers to the advantage of the company. Variations 
of this basic strategy are further fueling competition through appropriate 
measures on the supplier market, or influencing supplier pricing through 
analytical tools. 

The approaches for cutting costs and increasing value within this basic 
strategy are globalization, tendering, target pricing, and supplier pricing 
review. These approaches and their underlying methods are briefly de-
scribed below. 



2 From four basic strategies to 64 methods 25 

Globalization 

Globalization opens up possibilities not just on the selling side, but espe-
cially on the purchasing side. With the opening of markets in Eastern 
Europe, China and India, over a billion additional workers have become 
available globally; workers whose low factor costs are being increasingly 
paired with the highest levels of skill. However, utilizing the globalization 
lever means taking advantage not just of low-cost countries, but of the 
worldwide supplier market as well.  

Globalization encompasses the following methods: 

E1  Global sourcing: Global sourcing aims at selecting the most 
competitive suppliers worldwide. This may sound obvious, but it is 
still true today that European companies mostly use European 
suppliers and US companies mostly use US ones, whereby this ig-
nominious list could be continued almost indefinitely. 

E2  Make or buy: Except where core skills are concerned, internal 
production must be exposed to competition with the supplier mar-
ket, and vice versa. Focusing attention on this topic often produces 
surprising results. 

F1  LCC sourcing: Low-cost country sourcing is primarily aimed at 
identifying, assessing, and utilizing suppliers from countries with 
low factor costs.  

F2  Best shoring: Best shoring aims at evaluating what region and 
what supplier are particularly suited for outsourcing within the 
value-creation process. Along with a business case analysis, this 
strategy also involves holistic assessment of risks. 



26  2 From four basic strategies to 64 methods 

Tendering 

Probably the most commonly used approach is tendering. Although the 
effectiveness of tendering has declined since the end of the buyer’s market 
(at least for the time being), it would be a mistake to dismiss this ap-
proach. Tendering is a particularly effective way of obtaining transparency 
regarding prices on the supplier market. Successful use of this approach 
requires expertise regarding the various steps of the tendering process, 
including identification of potential suppliers, preparation and mailing of 
the tender documents, analysis of bids, and negotiations with suitable 
suppliers. The practice of tendering encompasses the following methods: 

E3  Supplier market intelligence: Supplier market intelligence com-
prises the systematic gathering, evaluation, and utilization of in-
formation on all incumbent and potential new suppliers. 

E4  RFI/RFP process: The RFI/RFP process encompasses the system-
atic preparation, dispatch, and evaluation of supplier information 
(RFI = request for information) and solicitations for offers (RFP = 
request for proposal). 

F3  Reverse auctions: Through the use of web-based tools, reverse 
auctions can be used to accelerate the negotiating phase of the 
tendering process.  

F4  Expressive bidding: Expressive bidding refers to obtaining sup-
plier offers while allowing for “if-then” conditions (e.g. delivery pe-
riod, service levels). 
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Target pricing 

Since only very few suppliers are prepared to disclose their cost structures, 
the use of the target pricing lever will require alternative ways of determin-
ing cost structures. Depending on the initial situation, methods of varying 
analytical depth can be used to ascertain target prices. Some of these 
methods call for expertise in statistics. Target pricing encompasses the fol-
lowing methods: 

G1  Cost based price modeling: Cost based price modeling is a 
process-oriented method for determining target prices. The bases 
for target prices are the individual process steps, to which refer-
ence values can be applied. 

G2  Cost regression analysis: Cost regression analysis is a statistical 
method for determining target prices on the basis of several tech-
nical parameters. 

H1  Linear performance pricing: Linear performance pricing is a 
method for identifying the main technical cost driver for the prod-
uct price of a group of materials. 

H2  Factor cost analysis: Factor cost analysis is a method for system-
atically identifying, analyzing, and comparing relevant factor costs. 
It can be used as the basis for comparing the factor costs of vari-
ous suppliers and thus determining target prices. 
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Supplier pricing review 

Quite often, the prices of existing suppliers are not systematically calcu-
lated on the basis of “cost-plus” logic. Development or tooling costs are 
usually factored in inconsistently, and mixed costing robs pricing of its 
transparency. Supplier pricing review introduces uniform standards for 
pricing. Supplier pricing review encompasses the following methods: 

G3  Price benchmark: Price benchmark is a method of comprehen-
sive comparison of product prices and contract terms. 

G4  Total cost of ownership: This concept comprises the holistic 
identification, evaluation, and analysis of non-recurring costs, pro-
duction costs, transport costs, complexity costs, and operating 
costs. 

H3  Unbundled prices: Unbundled prices aim at breaking down the 
total price of a product or service into the relevant cost elements 
(e.g. component vs. system costs, production vs. development 
costs), in order to invite separate bids for each of these elements 
during a tendering process. 

H4  Leverage market imbalances: In this method, the aim is to sys-
tematically identify market imbalances and exploit them for pur-
chasing purposes. Market imbalances can come about as a result 
of variable capacity utilization across certain regions, differing 
price mechanisms, or fluctuations in factor costs. 
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2.4 Seek joint advantage with supplier 

Where there is both high supply power and high demand power, the 
fourth basic strategy aims at searching jointly with the supplier for advan-
tages. The different variants of this basic strategy depend on the scope 
and intensity of the partnership. The scope can range from coordinated 
demand and capacity planning to complete intermeshing of the value 
chain. Meanwhile, the intensity can range from project based sharing of 
costs to the sharing of financial success and risk. 

The approaches for cutting costs and increasing value within this basic 
strategy are integrated operations planning, value chain management, 
cost partnership, and value partnership. These approaches and their un-
derlying methods are briefly described below. 

Integrated operations planning 

Rather than achieving direct reductions in a component price, integrated 
operations planning tries to achieve targeted savings by decreasing inven-
tories and making sales forecasts more reliable which in turn improves the 
capacity and demand balance. The supplier and customer collaborate in 
a spirit of trust and exchange information with one another, often sup-
ported by internet applications. This is a true partnership on the operating 
level, but one that calls for great openness in terms of exchanging infor-
mation. It is an important approach not only for cutting costs but also for 
adding value, since it avoids component/capacity bottlenecks, thus in-
creasing sales revenues. Integrated operations planning encompasses the 
following methods: 
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E5  Visible process organization: This is an innovative form of or-
ganization characterized by the permanent co-location of decision 
makers and the implementation of a dynamic re-planning process. 
Through improved information flows, the company avoids disrup-
tion costs. 

E6  Collaborative capacity management: Deficient communication 
between customer and supplier can lead to capacity bottlenecks 
and production losses, with sometimes serious consequences. Col-
laborative capacity management ensures ongoing reconciliation 
between demand and capacity with regard to a selected critical 
component volume. 

F5  Vendor managed inventory: Here, inventory management is 
placed entirely in the hands of the supplier. The supplier usually 
has electronic access to consumption and inventory data. Greater 
planning freedom enables the supplier to cut costs.  

F6  Virtual inventory management: All inventories at the supplier 
and customer locations, as well as in the hands of logistics part-
ners (i.e. en route), are included in the inventory optimization 
process. If IT inventory systems do not supply integrated data, an 
auxiliary solution will be necessary. 
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Value chain management 

The focus of this approach is on systematically optimizing the value chain 
and the associated value-generating units. Trustworthy handling of com-
pany data (sales revenue, value stages, suppliers’ buying costs, etc.) is a 
fundamental requirement for the successful implementation of improve-
ments through value chain management. Value chain management en-
compasses the following methods: 

E7  Supplier tiering: Supplier tiering can work in two directions: it 
uses key suppliers to bundle upstream tier-2 suppliers, thus relieves 
the company of the need to manage a large number of suppliers; 
or it does the exact opposite by breaking up already existing struc-
tures and cutting out tier-1 supplier. 

E8  Value chain reconfiguration: Existing value chains are analyzed, 
broken down into their component parts, and then recombined in 
a new configuration. The aim is to acquire or maintain maximum 
control of key stages and processes, thus internalizing core com-
petencies as a competitive advantage. 

F7  Sustainability management: Sustainability management is the 
integrated management of the company and its value-creation 
chain in accordance with economic, social, and ecological princi-
ples. For example, environmental measures may enable the com-
pany to save costs or prevent damage to its image. 

F8  Revenue sharing: A defined percentage of sales revenue is 
shared with the supplier. This makes sense especially in cases 
where a bought-in part contributes significantly to the overall per-
ception of a product. 
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Cost partnership 

Here the goal is to optimize costs through collaboration on a partnership 
basis. Crucial for the success of this approach is a focus on a small num-
ber of suppliers and on achieving genuinely significant savings. A cost 
partnership encompasses the following methods: 

G5  Supplier development: Supplier development has the aim of fos-
tering attractive new suppliers and/or small incumbent ones, and 
developing them into key suppliers. 

G6  Total lifecycle concept: The total lifecycle concept regulates in 
detail how sales revenue and costs are distributed between the 
company and suppliers over the entire product lifecycle. 

H5  Supplier fitness program: The supplier fitness program helps 
suppliers through targeted measures to eliminate weaknesses 
within their own value creation processes, thus making them more 
competitive. 

H6  Collaborative cost reduction: The company and suppliers jointly 
develop ideas for cutting costs and then share the savings. 

Value partnership 

The goal of a value partnership is to optimize value growth and to share 
the business risk. Crucial for the success of this approach is the creation of 
a genuine win-win situation. A value partnership encompasses the follow-
ing methods: 
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G7  Project based partnership: For companies and suppliers wanting 
to cooperate for a limited period and within a limited scope, a 
project based partnership is a suitable cooperation model. 

G8  Profit sharing: Instead of the traditional method of paying suppli-
ers a product-based purchasing price, one can agree to share the 
profit. This especially makes sense when the supplier has an over-
whelming influence on the success of the business. 

H7  Value based sourcing: Value based sourcing is an approach 
whereby suppliers are selected in terms of their capabilities and 
are continually encouraged to innovate, the goal being value 
maximization. 

H8  Strategic alliance: Strategic alliances with suppliers, i.e. perma-
nent collaboration with a partner, are appropriate where a com-
pany does not wish or is not able to maintain certain strategic ca-
pabilities internally, or has no possibility of vertical integration. 

An average buyer may have simple methods such as tendering, volume 
bundling, and multi-year contracts at his fingertips. An outstanding and 
highly experienced buyer, on the other hand, can draw upon 10 to 15 
different methods for cutting costs and increasing value with regard to 
suppliers. However, as this book shows, there are no less than 64 inde-
pendent methods of this type! To work hands-on with the 64 methods, we 
recommend to always keep an eye on the Purchasing ChessboardTM at the 
end of the book which can be folded out for this purpose. Continual visu-
alization of the Purchasing ChessboardTM will ensure that purchasing 
makes full use of all the tools available. The individual fields and methods 
of the Purchasing ChessboardTM are described in detail in Chapter 3. First, 
however, we will explain how to use the Purchasing ChessboardTM. 



 

3 Using the Purchasing ChessboardTM 

The Purchasing ChessboardTM is used to assign strategies and methods for 
cutting costs and increasing value to specific sourcing volumes. The first 
step is to find an appropriate classification for a given sourcing volume. 
For example, if a steel producer is planning to invest in a new coking 
plant, there are (roughly speaking) three levels on which an order can be 
placed: 

 Plant – The entire coking plant is contracted out to a single turnkey 
supplier. 

 Process plant – The coking plant is divided into the coking plant 
proper and the gas treatment section, with contracts concluded 
separately for each part. 

 Components – The coking plant is broken down into the coke-oven 
batteries, coal preparation and screening, oven machinery, chimneys, 
coal tower, and quenching towers, with contracts placed separately 
for each. 

Note that there is no right or wrong in this case. The choice of the appropri-
ate structure largely depends on the capabilities existing within the company.  
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It is generally advisable to consider several strategies simultaneously so as 
to weigh the pros and cons of bundling or separation with the greatest 
possible transparency. 

The second step is to map the sourcing volumes on the Purchasing Chess-
boardTM. When positioning elements of spend along the demand power 
axis, one must consider the following: 

 What share of the relevant sales market (of a region) does the com-
pany have? 

 What growth perspectives does the company offer suppliers? 

 What competency-enhancing possibilities does the company offer 
suppliers? 

 How can suppliers improve their image by working for the company? 

A company has high demand power when suppliers are not able to cir-
cumvent it, when the company is the biggest buyer of certain products 
(and is experiencing strong growth), when the company collaborates regu-
larly with suppliers on innovations, or when the company has a strong 
reputation.  

When positioning elements of spend along the supply power axis, one 
needs to consider the following: 

 How many credible suppliers are there? 

 What market share do these suppliers hold? 

 What are the M & A dynamics on the supplier market? 
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 How easy is it for new suppliers to enter the market? 

 How easy is it to change suppliers? 

 What is the availability of substitution products? 

 How easy is it to switch to substitution products? 

 What is product availability; are there signs of future bottlenecks? 

High supply power exists when suppliers are able to operate on the mar-
ket as monopolists, when their products are protected by patents, when 
barriers to new entrants and substitution products are high, and when 
demand exceeds supply. 

Once sourcing volumes have been positioned on the Purchasing Chess-
boardTM, one must conduct a plausibility check. A cross-comparison of the 
sourcing volumes’ positions is particularly useful for this purpose.  

After the plausibility check is complete, one can begin to work profitably 
with the Purchasing ChessboardTM. For each sourcing volume, one first 
identifies the basic strategies, approaches, and methods located around 
its position on the Purchasing ChessboardTM. Positioning on the Purchas-
ing ChessboardTM does not identify any single method with mathematical 
accuracy, but rather suggests a group of adjacent/related methods. We 
will now discuss how to best apply these various methods to a given 
sourcing volume. 
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3.1 A company’s fingerprint on the Purchasing 
ChessboardTM 

Just as no fingerprint is identical to any other, applying the Purchasing 
ChessboardTM to the procurement portfolio of a company produces a 
unique profile – the fingerprint of the company, as it were. To illustrate this 
specificity, here are six selected examples: 
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Fig. 5. Examples of applying the Purchasing ChessboardTM 
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In each example, categories are represented by circles. The diameter of 
the circle is proportionate to the spend of the category. A category with a 
spend of 100 million dollars per annum is therefore represented by a cir-
cle whose diameter is twice that of a circle representing a spend of 50 
million dollars per annum. The categories are positioned on the Purchas-
ing ChessboardTM following the steps described above. 

Looking at these six fingerprints, the first thing that catches the eye is the 
different number of categories per company. While the automotive sup-
plier manages with only six categories, other companies (e.g. the gearbox 
manufacturer) differentiate among over 20 categories. The reason for the 
variable number of categories lies mainly in the nature of the respective 
business. For example, the automotive supplier makes stampings. In line 
with this focused business, the automotive supplier distinguishes only a 
small number of categories on the Purchasing ChessboardTM. The construc-
tion equipment maker, on the other hand, offers a broad product portfolio, 
from small aerial work platforms to gigantic hydraulic excavators. Thus, 
the differing nature of these businesses is physically reflected on the Pur-
chasing ChessboardTM. 

Another factor apparent when looking at our six examples is the different 
weighting of the categories. This weighting is also derived from the nature 
of the line of business. In the case of the automotive supplier, steel ac-
counts for over 70 percent of the company’s spend. Steel is therefore the 
dominant category in the company. Similarly, raw materials are a domi-
nant category for the maker of refractories. For the fiber producer, pulp is 
in fact the biggest sourcing category, but in contrast to the prior examples 
it is not dominant. In the case of the construction equipment manufac-
turer, the EPC (engineering, procurement and construction) company and 
the gearbox maker, each has a number of large categories alongside 
several smaller groups, producing an altogether balanced picture. 
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Another interesting aspect is the distribution of categories on the Purchas-
ing ChessboardTM. Both for the gearbox manufacturer and the fiber pro-
ducer, more than 50 percent of the spend is located in the right half of the 
Purchasing ChessboardTM. That means these companies have the advan-
tage of relatively high demand power with regard to the bulk of their 
spend. In the case of the automotive supplier and the refractory maker, 
by contrast, most of the spend is clearly located in the region of low de-
mand power. For the construction equipment maker and the EPC com-
pany, the spend is relatively evenly distributed in terms of demand 
power. When it comes to supply power however, only the gearbox 
maker has the predominant share of its sourcing volume in the favorable 
area (i.e. low power on the part of suppliers). In the case of the con-
struction equipment maker, the EPC firm, and the fiber producer, there is 
a tendency for spend to be located in the high supply power range. The 
situation of the automotive supplier and the refractory maker is particularly 
unfavorable, since the predominant share of their spend is located in the 
area of high supply power. 

Just as the six companies have variable fingerprints on the Purchasing 
ChessboardTM with regard to their categories, they also differ in terms of 
their purchasing focus. In the case of the automotive supplier and the 
refractory maker, purchasing has a clear emphasis: ensuring lots of sup-
ply security while also being able to cushion market fluctuations. Suppli-
ers that enjoy such high supply power, paired with low demand power 
on the part of customers, tend to exploit their position. Production ca-
pacities are allocated by the supplier according to optimization of prof-
its. In such situations, supply bottlenecks accompanied by price rises are 
virtually the norm.  
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For the construction equipment maker, the EPC company and the fiber 
producer, the situation is very different. While all three also have some 
categories in similarly unfavorable positions as in the prior example, most 
of their categories lie where high demand power meets high supply 
power. In these companies, purchasing will seek to establish genuine win-
win situations with suppliers. At the gearbox maker, the situation is differ-
ent again. While we once more find the two constellations described be-
fore (though in less pronounced form), we also see purchasing concen-
trated in the area where high demand power is paired with low power on 
the part of suppliers. Thus, purchasing can still successfully play the tradi-
tional role of price cutter.  

3.2 Example of applying the Purchasing ChessboardTM 

We will now use the construction equipment maker to illustrate how the 
Purchasing ChessboardTM can be successfully applied in practice. 

This example can then be applied by analogy to the other five firms dis-
cussed above. We will begin by fleshing out our real-life scenario with 
more detail. Our construction equipment maker manufactures a broad 
range of products, from small aerial work platforms to gigantic hydraulic 
excavators at dozens of plants in North America, Europe and Asia at 
revenues well above eight billion dollars. 

The construction equipment maker’s suppliers are responsible for a consid-
erable part of value creation, and spend accounts for over 60 percent of 
revenues. The company distinguishes between 17 main categories, which 
are positioned on the Purchasing ChessboardTM as shown in figure 6: 
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Fig. 6. Purchasing ChessboardTM for a construction equipment maker 
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A.T. Kearney was asked to carry out an extensive purchasing project over 
a period of several years for this particular construction equipment maker. 
Before the project, purchasing in the company was handled relatively 
autonomously by the various divisions and plants. Collaboration across 
divisional and regional boundaries sometimes took place on a case-by-
case basis, but was always restricted to particular initiatives driven by 
highly motivated individuals. The purchasing project had the goal of ap-
plying the Purchasing ChessboardTM in order to achieve a substantial and 
sustained reduction in material costs, and to make savings sustainable by 
establishing a group-wide purchasing organization. 

In five of the 17 categories, the construction equipment maker had rela-
tively low demand power. These five categories were also associated with 
low power on the part of the suppliers. The five groups in question were 
freight, MRO, paint, office material, and travel: 

 Freight: Looked at globally, the company’s demand power in the 
area of freight was on the low side. Supply power on the hotly con-
tested market for freight and logistics was also very low. The only 
option was to optimize freight routes while optimizing price, which 
represented the biggest lever. The methods effective in this regard 
were bundling across sites and expressive bidding. The latter gave 
suppliers the chance to submit offers for routes containing “if-then” 
conditions (e.g. a further reduction in the price per mile if the sup-
plier is also used on other routes). 

 MRO: This category comprised many different maintenance, repair 
and operation supplies. The construction equipment manufacturer’s 
low demand power in this area was again matched by equally low 
strength on the supply side. Thus, the effective methods were sup-
plier consolidation and demand reduction. Of particular interest in 
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this context was the use of “vending machines” similar to those for 
selling soft drinks. Authorized staff members were furnished with 
chip cards that they could use at their own discretion for purchasing 
materials. The mere fact that consumption could be individually re-
corded resulted in substantial reduction in demand. 

 Paint: Paints and coatings were critical products because they had 
to comply with numerous standards, especially in terms of durability 
or exposure to extreme weather conditions. Thus, the company’s 
production system was geared to the paint suppliers. Compared to 
automobile and commercial vehicle producers, even such a big 
manufacturer of construction equipment had little demand power. 
But the suppliers had little supply power as well, as there were a 
considerable number of producers able to provide the required 
paints and coatings. However, an obstacle to switching suppliers 
was the need for time-consuming tests. Thus, the best methods for 
use in this area were RFI/RFP process and standardization. 

 Office material: In this category, the suppliers had very little supply 
power. There were a large number of different firms offering office 
material, so there was considerable competition. At the same time, 
the demand power of the construction equipment manufacturer 
(and practically all other companies) was also low. The appropri-
ate lever, therefore, was consolidating and analyzing the com-
pany’s own needs, creating transparency, bundling the company’s 
demand, and automating the purchasing process through the use 
of e-catalogs, which also led to simplified billing. The best meth-
ods in this case were bundling across sites and supplier consolida-
tion (e.g. use of one supplier at the regional, national or even in-
ternational level). 
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 Travel: Supply power was low because suppliers, such as small 
travel agencies and large global operators, were in fierce competi-
tion with one another. (The same kind of cutthroat competition also 
occurs among car rental firms and airlines.) But demand power was 
also low since, depending on the company, there was little demand 
for travel in the construction machinery industry. Thus, consolidation 
and analysis of global demand brought little in the way of savings. 
The best methods here were spend transparency (which many travel 
agencies offer through the analysis of credit card payments), paired 
with demand reduction and compliance management. The latter 
meant defining precisely, in the case of airline and other tickets, 
what class of travel could be booked for which business trip. 

In five of the 17 categories, the construction equipment manufacturer had 
relatively low demand power, against high power on the part of suppliers. 
The five groups in question were engines, steel, axles, tires, and energy: 

 Engines: As far as engines were concerned, construction equip-
ment manufacturers had very weak demand; truck makers bought 
a much greater volume of engines for example. At the same time, 
supply power was extremely high, so that it could be difficult to 
obtain engines at all. Moreover, they were extremely critical sourc-
ing items, since new emission control regulations required engines 
to be replaced by certain dates. Also, many construction machines 
were designed around the engine, so that changing suppliers 
within one generation was hardly realistic. One of the methods 
applicable in this case was design for sourcing (i.e. for the new 
generation). However, it had to be done in such a way that any 
engine could be used. Through detailed assessment of the func-
tionalities, one had to provide the option of leaving out as many 
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special engine components as possible, making life easier for the 
engine manufacturer. All special features would then be added by 
the construction equipment manufacturer itself. 

 Steel: First, we should distinguish between high-strength steel and 
standard steel. In the case of high-strength steel, the construction 
equipment manufacturer competed directly with the defense indus-
try. The latter was less price-sensitive, and with its heavy demand 
repeatedly caused capacity bottlenecks at suppliers for certain 
processes (e.g. heat treatment). In the case of standard steel, effec-
tive methods had proven to be specification analysis, (i.e. determin-
ing what qualities are actually needed) and supplier tiering. One 
eye-opener was that the construction machinery manufacturer 
bought just as much steel as BMW! However, the steel was normally 
purchased in small quantities by individual sites through so-called 
service centers. A new approach used in this context was board 
room-to-board room discussions with the big steel producers, 
whereby risk management proved an effective way to improve plan-
ning certainty with regard to steel prices. 

 Axles: Demand power was moderate, since construction equipment 
manufacturers bought far fewer axles than, say, commercial vehi-
cle/truck manufacturers. The axles were designed to go with a spe-
cial chassis, and were more or less customized products outside of 
serial production. The axle suppliers themselves had moderate sup-
ply power, as there were numerous axle producers. Capacity and 
competence were already being developed in China and India, e.g. 
by a rapidly growing industry. Important methods applicable here 
were complexity reduction and process benchmark. 
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 Tires: As with engines, tires were characterized by bottlenecks, since 
the suppliers were so stretched that they were reluctant to produce 
the special types needed for construction equipment and, to some 
extent, farm machinery. There were even instances where finished 
units left the assembly lines without tires. It was therefore of crucial 
importance to conclude agreements with the tire manufacturers to 
produce the quantities needed if the construction equipment manu-
facturer was to grow. At the same time, a search was made for sup-
pliers prepared to invest in developing new products, so as to pro-
vide the company with more alternatives. A crucial method was 
finding an intelligent deal structure that integrated investment in a 
supplier’s production line as a way to ensure supply security. An-
other method was product benchmark of competitors’ products to 
determine whether other types of tires could be used (e.g. ones 
filled with plastic foam, as offered by several suppliers, instead of 
air-filled tires). In order to take timely countermeasures against bot-
tlenecks, the company pursued bottleneck management. 

 Energy: Because of the shortcomings in attempts to liberalize the 
energy market, there was little to be done in this area. Appropriate 
on-site measures at plants were able to prevent demand peaks, thus 
slightly reducing electricity bills. The relevant strategy, therefore, was 
to achieve intelligent deal structures, while attempting to conclude 
contracts during optimal market phases. This could involve choos-
ing one-year, two-year or three-year contracts, based on the pre-
vailing situation on the energy market. 

In five of the 17 categories, the construction equipment manufacturer had 
relatively high demand power, against moderate supply power on the part 
of the suppliers. The five categories in question were steel fabrications, 
castings, cylinders, cabs, and bearings: 
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 Steel fabrications: Structurally, construction equipment consists pri-
marily of steel. Most of the structural steel work, which did not re-
quire any exceptional skills (except for shaping and welding high-
strength steel), had long been outsourced to suppliers. The con-
struction equipment maker was one of the biggest and most highly 
rated companies in the industry. This represented a highly attractive 
package for suppliers and thus demand power was very high. In all 
key economic regions of the world, there were a large number of 
suppliers able to produce steel fabrications for construction equip-
ment manufacturers. New suppliers could be relatively easily quali-
fied, and quality defects were easy to detect (i.e. they did not require 
any highly sophisticated inspection/testing equipment), so that switch-
ing suppliers was also easy. The supply power of the suppliers was 
very low overall. In the project, the supplier landscape was found to 
be quite varied. North America predominantly used North American 
suppliers and one internal supplier from Mexico; Europe used a mix 
of Western and Eastern European suppliers; Asia used mostly local 
suppliers. The main methods from the Purchasing ChessboardTM 
were best shoring and low-cost country (LCC) sourcing. Especially 
at the start of the project, cost regression analyses were important 
for identifying high-price oases and setting the corresponding fo-
cuses. Of special interest were new transport methods that secured 
just-in-time delivery, even from distant suppliers. The solutions cho-
sen were consignment stocks and, in one case, the transport of 
welded assemblies in the weight category of 10 to 15 metric tons 
from China to Germany via the Trans-Siberian Railway. 

 Castings: Here, the situation was basically similar to that for steel 
fabrications. One of the main differences was that spend was sig-
nificantly smaller. The construction equipment industry also com-
peted more intensely with other industries for iron castings than for 
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steel fabrications. The demand power of the construction equipment 
maker was therefore rated as average. While there were numerous 
suppliers of iron castings worldwide, many had to be ruled out be-
cause of the size and weight of most components. As in the case of 
iron castings, quality problems such as cavities or sinkholes often 
only came to light in the course of subsequent processing. Thus, 
switching suppliers was not as easy as with steel structures. The sup-
ply power of the suppliers was rated as moderate. In the course of 
the project, attempts were made to put together attractive packages 
for certain categories of iron castings. This was done especially 
through bundling across sites and utilization of the RFI/RFP process. 

 Cylinders: While steel structures dominate the design of construction 
machines, hydraulic cylinders are essentially the component that 
enables them to work. Almost every time heavy loads have to be 
lifted or moved, or stones have to be quarried or broken, hydraulic 
cylinders are at work. Because of their size and their need for isola-
tion against damage and dirt, hydraulic cylinders for construction 
machines constitute a highly specialized market. Thus, suppliers 
supplying this market tended to have only one construction equip-
ment maker as a customer. One of the dominant players on this 
market therefore had a very high demand power. 

If a supplier met the requirements of the construction equipment 
maker and was able to supply the corresponding sizes, that supplier 
could be very quickly introduced for a class of products. This meant 
that the supply power of the suppliers was only moderate. Excep-
tions to this rule were suppliers producing exceptionally long or 
heavy cylinders; these suppliers had succeeded in attaining quasi-
monopoly status. 
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Especially at first, the project used the methods of price benchmark-
ing, unbundling of prices, and cost regression analysis. Cylinders 
were broken down into their component parts (tubes, rods, valves, 
etc.). This created price transparency which led to a first wave of sav-
ings with existing suppliers. In a second wave, suppliers from markets 
with low factor costs, especially Asia, were introduced. This enabled 
further substantial savings to be made. 

 Cabs: Driver’s and operator’s cabins are mainly found in construc-
tion machines although, broadly speaking, the cabins of farm ma-
chinery and local utility machines are also similar. For the makers of 
cabins, there is no getting past the construction equipment makers. 
A large, prospering construction equipment maker with correspond-
ing development potential is naturally even more attractive. De-
mand power was therefore rated as very high. As the cabin formed 
the interface between the machine and the person who spends all 
day working in it, the cabin was of overriding importance in build-
ing a brand image. A manufacturer would not casually put the look 
and feel of a construction machine at risk by changing the supplier. 
As part of the project, a total cost of ownership method was applied 
to identify which cabin type and configuration had the greatest mar-
keting success at the lowest cost. Additionally, supplier development 
and supplier fitness programs were used to help a number of sup-
pliers to update their production processes. In the first year, the re-
sulting savings were shared; in the second, they all went to the con-
struction equipment maker. 

 Bearings: Depending on the type of bearings, demand power varied 
widely. While small, standard roller bearings were relatively easy to 
source in many countries, capacities still needed to be built in 
China and India (but would eventually offer a good basis for global 
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sourcing). Slewing rings with diameters of several meters were 
sometimes subject to bottlenecks or had long delivery times (i.e. 
supplies were generally unreliable). An important method in this 
case was make or buy (i.e. possible in-house production of these 
critical slewing rings). 

In the remaining two of the 17 sourcing categories, the construction equip-
ment maker had relatively high demand power, against high power on the 
part of suppliers; these two product groups were hydraulics and gearboxes: 

 Hydraulics: Roughly speaking, the hydraulics of a construction ma-
chine consist of the following components: 

□ Pumps, which are coupled directly to the construction machine’s 
diesel engine and provide pressure for the hydraulic system. 

□ Valves and manifolds that regulate and transmit the pressure to 
actuators. 

□ Actuators – essentially hydraulic motors with the previously dis-
cussed hydraulic cylinders. 

□ Hoses that connect the foregoing components with one another. 

The main applications for mobile hydraulic systems are construction 
machines. A leading construction equipment maker therefore has 
high demand power. A large part of the know-how that goes into 
construction machines involves hydraulics. There are only a small 
number of suppliers able to configure hydraulic systems. Construc-
tion equipment makers who put their faith in suppliers on account 
of their hydraulics expertise therefore create suppliers with very high 
supply power. During the project, the construction equipment maker 
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laid the foundation stone for its own worldwide hydraulic compe-
tence center. Instead of having the basic hydraulics developed at 
dozens of different sites and being in a position of automatic inferi-
ority vis-à-vis the supplier, the construction equipment maker 
wanted to develop enough know-how to be able to build complete 
hydraulic systems itself. This would then enable components from 
different suppliers to be combined much more freely than before. 
Until this approach took effect, the company pursued project based 
partnerships and strategic alliances to achieve win-win situations 
with hydraulics suppliers. 

 Gearboxes: One can distinguish between two basic areas of appli-
cation for gearboxes: gearboxes in the drive train, and gearboxes 
for all other features on the construction machines. The project fo-
cused on the second type (i.e. gearboxes e.g. for winches). The 
supply power of the suppliers of these gearboxes was very high, be-
cause there were only a limited number able to meet the special re-
quirements of construction machines. On the other hand, the de-
mand power of construction equipment makers was also consider-
able, since they were the main customer group for this kind of gear-
box. On the established markets, there were few new suppliers. In 
Asia, especially India and China, capacities were growing rapidly. 
Thus, the main methods employed were collaborative capacity 
management and project based partnerships. 

In conclusion, through consistent application of the Purchasing Chess-
boardTM, the construction equipment maker managed to achieve dramatic 
cuts in material costs on the order of dozens of million dollars. And this in 
a market environment that was extremely unfavorable for many of the 
categories and that was characterized by generally rising prices. 
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The positive experience of the construction equipment maker is only one 
of a large number of success stories for A.T. Kearney clients in a wide 
range of industries. Thus, it is evident that systematic use of the Purchasing 
ChessboardTM can continue to produce benefits even in a seller’s market. 



 

4 The Purchasing ChessboardTM 

This chapter is intended as a reference for users. The 64 methods con-
tained in the Purchasing ChessboardTM are explained in detail and illus-
trated by examples. For easier navigation, the individual methods are ar-
ranged as on a competition chessboard, from A1 to H8: 



56  4 The Purchasing ChessboardTM 

Low HighDemand power
A B C D E F G H

Low

High

Supply 
power

8

7

6

5

4

3

2

1

Invention on 
demand

Core cost 
analysis

Vertical 
integration

Bottleneck 
management

Sourcing 
community

Procurement 
outsourcing

Compliance 
management

Leverage 
innovation 
network

Design for 
sourcing

Intelligent 
deal structure

Political 
framework 

management

Buying 
consortia

Mega 
supplier 
strategy

Closed loop 
spend 

management

Functionality 
assessment

Product 
teardown

Composite 
benchmark

Product 
benchmark

Cost data 
mining

Master data 
management

Supplier 
consolidation

Specification 
assessment

Design for 
manufacture

Process 
benchmark

Complexity 
reduction

Standardi-
zation

Spend 
transparency

Bundling 
across 

generations

Value chain 
reconfigu-

ration

Supplier 
tiering

Collaborative 
capacity 

management

Visible 
process 

organization

RFI/RFP 
process

Supplier 
market 

intelligence

Make or buy

Revenue 
sharing

Sustainability 
management

Virtual 
inventory 

management

Vendor 
managed 
inventory

Expressive 
bidding

Reverse 
auctions

Best shoring

Profit sharing

Project based 
partnership

Total life 
cycle concept

Supplier 
development

Total cost of 
ownership

Price 
benchmark

Cost 
regression 
analysis

Strategic 
alliance

Value based 
sourcing

Collaborative 
cost reduction

Supplier 
fitness 

program

Leverage 
market 

imbalances

Unbundled 
prices

Factor cost 
analysis

Demand 
reduction

Contract 
management

Bundling 
across 

product lines
Bundling 

across sites
Global 

sourcing LCC sourcing
Cost based 

price 
modeling

Linear 
performance 

pricing

The Purchasing Chessboard TM

 

Fig. 7. The Purchasing ChessboardTM 

As a further aid, the Purchasing ChessboardTM shown here is repeated in a 
foldout version at the end of this book. 
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A1
 Demand reduction 

What would it be like to not have to buy anything at all? In the 21st cen-
tury, certain groups of indirect material can be simply eliminated. A pa-
perless office is now feasible since all work can be done via computer and 
all correspondence conducted via SAP and email. In light of current ad-
vances and in the face of rising energy prices, it is conceivable to have a 
company where none of the personnel have to travel because they are 
able to conference with colleagues and customers at the other end of the 
world in a virtual meeting room that feels almost true-to-life. 

These are just some of the ideas behind the concept of reducing demand 
as a way of cutting back or eliminating certain purchased products. Ap-
propriate strategies can be found in many areas. By adopting a systematic 
and well-communicated procedure, for example, a company can save 
energy costs with no detriment whatsoever to either its personnel or pro-
cesses (e.g. switching computers off instead of leaving them on stand-by 
overnight, or turning the heating down by one degree or the air condition-
ing up by one degree). Office supplies (paper, pens, etc.) also tend to be 
viewed by employees as items they can appropriate for their own private 
use. There are a number of simple systems available for monitoring the 
issuance of supplies that normally do not need any follow-up. The mere 
fact that the company knows what supplies an individual is removing gen-
erates increased discipline in use. The core elements of demand reduction 
are as follows:  

 Establishing cost awareness and corresponding standards. 

 Improving and streamlining approval processes. 

 Making increased use of lower-cost substitution products. 
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 Reducing the frequency of use. 

 Limiting the scope of requirements. 

 Reducing purchased quantities. 

 Eliminating the demand for certain products. 

These core elements are most effective when used in tandem, but even the 
application of just a few will result in savings. As a savings mentality does 
not match the corporate culture at some companies, consistent change 
management is a success factor that should not be ignored. In this case, it 
is necessary to explain the broader context and spell out why the measures 
are meaningful and what alternatives exist.  

Case example: Reduction in travel costs at an IT company 

As part of a cost-reduction scheme, an IT industry company analyzed its 
travel costs. The following questions were asked: What are the reasons 
for business trips? Are they internally or externally based? What factors 
influence the choice of hotel and flight?  

A team studied the needs and routines of the personnel. Proceeding on 
this basis, a number of steps were identified for reducing demand, rang-
ing from “soft” measures to influence employee awareness to highly 
aggressive measures for eliminating demand altogether. Here are some 
examples:  

 Raising cost awareness through internal communication of exam-
ples. Facts were provided showing how much more expensive a 
flight can be if booked less than 14 days before the travel date. 
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 Greater emphasis was given to the use of video conferencing as 
a substitute for travel. 

 Especially in internal discussions and training events, attempts 
were made to reduce the frequency of personal meetings so as to 
directly eliminate demand. 

 An approval process was introduced for all travel. 

This program enabled demand to be reduced by between 10 and 20 
percent, depending on the department. It also sharply raised the em-
ployees’ cost awareness. 

A2
 Compliance management 

What use are carefully negotiated contracts and the resulting savings if 
product users within the company do not order from the corresponding 
suppliers? Either because of inadequate transparency, badly defined re-
sponsibilities or simply due to a lack of incentives, framework purchasing 
agreements often remain unutilized. Instead, preference is given to rela-
tionships with local suppliers. 

Compliance management has the purpose of clearing up messes of this 
kind, especially through the detailed documentation of purchasing outside 
the selected supplier circle.  

A key component of the control process is careful documentation of de-
viations from the rule in the form of non-compliance reports. These re-
ports must be completed by the product user as part of the ordering proc-
ess whenever he or she wishes to source from a supplier not included in 
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the preferred circle. Non-compliance may be permitted in the following 
cases, for instance:  

 Business needs that can generally not be covered by the scope of 
products and services of the selected suppliers. 

 Specific (short-term) demand that the selected suppliers are not able 
to supply at the time in question. 

Initially, deviations of up to ten percent are tolerated, with only bigger de-
viations triggering a reaction. After a certain time, the margin can be re-
duced to three or even zero percent. In order to achieve complete compli-
ance with the contracts and agreements concluded by the company, a 
number of conditions must be fulfilled: 

 The preferred suppliers selected by purchasing must be clearly 
communicated within the company; product users have to know 
what agreements exist and who the preferred suppliers are. 

 The ordering process must be structured in such a way as to prevent 
inadvertent non-compliance (e.g. by allowing certain product users 
to place orders with the selected circle of suppliers only). The cata-
log of products that can be ordered from these suppliers is indi-
vidually restricted. This is frequently done in the case of office arti-
cles, for example. 

 The processes must be user-friendly so that users comply voluntarily 
and not because the “bureaucracy” forces them to do so. 

 Guideline compliance must be supported by positive (and also nega-
tive) incentives, both for the product user and the purchaser, whose 
work is naturally oriented to the needs of his/her internal customer. 
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Ultimately, it is up to the top-management to set an example by adhering 
to the rules and by insisting on compliance. 

Case example: Bundling agency work volumes at a chemical 
company 

A chemical company was forced to tackle the issue of compliance after 
it was discovered that over 70 temporary staffing agencies (suppliers) 
were providing personnel to just a single site. This was due to long-
standing relationships with some of these suppliers, though in some 
cases the ties were too close. 

The key question was how to ensure that the company’s internal users 
of staffing agencies would no longer hire personnel at their own discre-
tion but rather obtain them from the cheaper suppliers specified by pur-
chasing. The board and divisional managers were involved in order to 
restructure the ordering process. The solution was to deploy purchasing 
and HR as a service center between the internal users of temporary staff 
and the staffing agencies. Thus, internal users are now no longer able 
to hire directly from the personnel firm of their choice, but have to notify 
the service center of their staffing requirements. The service center then 
selects appropriate personnel from specified suppliers.  

The crucial success factor for this strategy is to ensure that the quality of 
the agency personnel meets the expectations of the internal users. In the 
end, 50 of 70 personnel agencies could be eliminated at the aforemen-
tioned site alone. The annual savings from just this one measure 
amounted to several million US dollars. 
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A3  Procurement outsourcing 

We are seeing increased outsourcing not just of call centers and wage-
accounting etc., but also of activities that more directly affect a company’s 
value generation process. Thus, purchasing has now also found its place 
on the outsourcing market. Before the step towards outsourcing purchas-
ing is taken, two core questions must be answered:  

 What services are expected? Outsourcing partners offer companies 
the complete range of activities on the transaction side: ordering 
material, comparing invoices with orders, paying suppliers, making 
optimum use of contracts and spot buying, administration of (con-
signment) inventories, demand management, standardization and 
administration of master data, even including strategic issues such 
as definition of sourcing strategies and implementation of cost op-
timization. 

 What material and service groups are suitable for contracting out to 
outsourcing partners? These specifically include materials and ser-
vices used by a large number of companies across a wide range of 
industries. A classic example is operating materials and supplies. In 
the case of these items, purchasing usually has little price leverage 
due to the small quantities that need to be bought, while there are 
numerous suppliers and dealers on this highly competitive market. 
By bundling the volume for all of their clients, outsourcing partners 
are able to obtain significantly better terms from suppliers. At the 
same time, process costs are optimized, because it is no longer 
necessary to generate orders for very small quantities (i.e. the work 
is now done for several firms all at the same time). 



4 The Purchasing ChessboardTM 63 

Outsourcing of the purchasing function, or at least parts thereof, is pre-
pared and implemented in four steps: 

 The first step is to evaluate the options for outsourcing. The internal 
costs for the personnel in purchasing and the additional process 
costs for maintenance of data occurring outside of purchasing must 
be identified and compared with the costs of external providers of 
purchasing services. On the other side, the potential for minimizing 
the costs of purchasing under both options is determined. The inter-
nal potential should be based on historic figures, while the external 
potential is defined directly by the prospective supplier. (Because of 
bundling effects and the resulting significantly higher demand 
power, the external potential is usually higher.) A business case can 
then be generated to evaluate the feasibility of outsourcing. An out-
sourcing decision should require the approval of top-management. 

 The next step is to define the outsourcing model. This includes 
preparation of a service agreement with targets, roles, and respon-
sibilities as well as a description of the purchasing process. 

 The purchasing process is then placed in the hands of the external 
provider. The material data, requirements, supplier information, 
and specifications for delivery are also handed over. During imple-
mentation, all contracts are newly concluded. In the case of com-
panies with several sites, implementation normally takes place over 
a period of 12 to 18 months. 

 Ongoing control of the external provider must then be put in place. 
A mechanism must be created that allows performance to be con-
tinuously measured and enables conflicts to be resolved as quickly 
as possible. 
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Through procurement outsourcing, the company is able to participate in the 
much greater demand power of an outsourcing partner with lower prices 
and lower process costs, and is also able to minimize its business risk. In 
addition, outsourcing enables purchasing to focus on strategic questions.  

Besides a clear definition of the distribution of functions between internal 
and external services, another critical success factor for procurement out-
sourcing is a clear definition of the scope of services to be performed by 
the external provider.  

Case example: Outsourcing of operating materials and supplies 
by an automaker 

An automaker placed the purchasing of operating materials and sup-
plies in the hands of an external provider. By bundling volumes with 
those of its other clients, the provider was able to obtain much more 
favorable prices and to offer 10 to 15 percent lower prices. By also en-
trusting inventory management to the provider, it was possible to reduce 
inventory costs by 40 to 60 percent. Similar savings were also achieved 
in the field of complexity reduction. As the outsourcing partner was al-
ready working for other companies with similar demand, it was possible 
to use 30 to 50 percent less material numbers through improved EDP 
systems and by matching suppliers’ catalogs. 
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A4  Sourcing community  

Several companies with low demand power can join forces in order to 
achieve savings. Many companies have opted to outsource the manage-
ment of certain product groups, especially those not at the core of their 
value-creation process; this enables them to focus their purchasing re-
sources on issues of strategic importance. In the case of sourcing commu-
nities, companies organize themselves within a formal structure, with the 
collaboration intended to last for a long time. If the collaboration is done 
properly, savings of 5 to 15 percent will generally be possible, rising to as 
much as 50 percent in special cases. 

But sourcing communities can do more. Because they are able to share 
resources, e.g. analysts or infrastructure, they make it possible to pursue 
sophisticated strategies even for low-volume sourcing categories. The 
aims of sourcing communities are closely linked to the size of the compa-
nies involved:  

 Smaller companies at the same location can make joint purchases 
of technical articles from one supplier, or achieve better terms for 
the supply of operating materials and supplies. 

 Medium-sized firms in favorable sourcing regions can share the ef-
fort and expense of identifying and qualifying suppliers. 

 Large companies can consolidate their demand for raw materials 
and have the materials bought on global markets by experts at the 
best terms. 

In line with these widely differing goals, different types of sourcing com-
munities can be identified:  
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 Size of the participating companies: Here, a distinction is made 
between cooperations involving partners of equal strength and 
those with a mix of small and big partners. 

 Geographical focus: In this case, it is necessary to decide whether 
a geographical cluster should be formed or whether the sourcing 
community should be open to companies from various regions. 

 Sourcing category focus: The cooperation may focus on only a 
few product groups, or it may cover virtually the entire demand of 
its members. 

 Roles and responsibilities: A fundamental distinction must be made 
between sourcing communities whose activities are restricted to iden-
tifying suppliers (and perhaps negotiating master agreements), and 
those that also handle ordering on behalf of their members. 

 Interests and corporate strategies: A study by A.T. Kearney has 
shown that 81 percent of companies form sourcing communities 
with partners from within their own industry. 

The success of sourcing communities depends to a large extent on the 
choice of suitable partners. The partners should all pursue a similar busi-
ness philosophy and have similar expectations regarding the collabora-
tion. Since working together in a sourcing community means a major cul-
tural change for many companies, strong backing by top-management is 
essential, especially at first. Also important is that the group be of man-
ageable size. Although the underlying idea of a sourcing community is an 
aggregation of purchasing volumes, small organizations with only a small 
number of members have proved to be more agile and more effective. 
Attention should therefore be paid to exclusivity. Irrespective of the legal 
form of the sourcing community, it should be headed by a single individual. 
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This person should be impartial towards all the members of the sourcing 
community. He or she must ensure a balance of interests internally and 
communicate externally (towards the suppliers) with one voice. The defini-
tion of management rules (e.g. sourcing principles and decision-making 
guidelines) should therefore take place early in the process. 

Case examples: Successful sourcing communities  

There are numerous examples of successful sourcing communities. The 
following are just a few: The Technical Operating Marketing Company 
(TOMCOM) was formed by Bell Atlantic, Nynex, US West New Vector 
Group, and AirTouch Communications with the goal of improving pur-
chasing of mobile handsets and other devices. For older cars, replace-
ment parts and service work offered by the proprietary subsidiaries and 
authorized dealerships are often too expensive. As a result, a close net-
work of independent service/repair shops and wholesale/retail firms has 
been established in Germany and other European countries. These 
companies are usually too small to buy the requisite broad range of 
spare parts and accessories at reasonable prices. Nonetheless, a broad 
range of products is vital for independent service and repair workshops, 
as they normally offer their services for all major automotive brands. 
Thus, many of these companies already joined forces decades ago in 
the form of sourcing communities, some of which also compete with 
one another. 

The idea of sourcing communities has now also entered the public sec-
tor. For example, a few years ago Austria began to bundle the demand 
of all its ministries and subordinate government bodies via a single 
“Federal Procurement Agency.” 
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A5 

 Bottleneck management 

It happens even in the best business relationships: sooner or later, a bot-
tleneck occurs, no matter how long the company has been working with 
the same supplier, and no matter how closely the relevant departments 
at the two companies work together. A supply bottleneck can easily trig-
ger hectic troubleshooting. The first thing to do, however, is to examine 
the situation in greater detail. What was the actual cause of the bottle-
neck? Was it just an unfortunate coincidence that caused production to 
break down? Or was there some systemic flaw that could reappear at 
any time? 

In order to prevent future supply bottlenecks, the first step is the most im-
portant: namely to conduct a detailed analysis of the circumstances. 
When this is done, one quite often finds that the bottleneck affects only a 
few critical parts. The core of the future purchasing strategy should there-
fore aim at gaining as much freedom of action on the supplier market as 
possible.  

Bottleneck management starts with three short-term measures:  

 Establishing targeted program management and focusing resources 
on problem components. 

 Near-term change of supplier (focusing on development and test 
resources for short-term approval). 

 Dispatching a number of employees to the supplier; obtaining de-
livery forecasts from the supplier which can be updated daily; ensur-
ing timely internal communication. 
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Over the medium term, more incisive measures are possible: 

 Substituting parts or eliminating variants. 

 Further supplier changes in order to achieve greater diversification. 

 New developments and the use of new technologies in order to re-
duce dependence on old technology. 

The three long-term recommendations for avoiding supply bottlenecks are: 

 Building up additional suppliers with capabilities identical to those 
of current suppliers. 

 Identifying suppliers who are not yet on the necessary level but that 
can be developed further with measures already in the drawer. 

 Dual sourcing (i.e. using at least two suppliers in parallel for critical 
components). 

Case example: Bottleneck management by a maker of mining 
equipment 

A maker of mining equipment was highly dependent on a supplier of 
hydraulic systems. The dependency derived from the fact that the sup-
plier had delivered excellent work over many years and had repeatedly 
presented innovative products that had helped the mining equipment 
maker become highly successful. The supplier therefore accounted for 
nearly two-thirds of the total procurement volume with regard to hy-
draulics. 
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Around the year 2000, the mining industry found itself in a severe 
downturn. With investors shifting to the internet, the “old economy” 
looked very old indeed. After two more lean years, the hydraulic sup-
plier took a fateful decision. On the basis of forecasts that mining was 
entering a long phase of stagnation, production lines were amalga-
mated and replacement investments canceled. However, events took 
exactly the opposite turn from what the supplier had planned for. The 
investment boom in China and India triggered a surge in demand for 
raw materials that is still underway today. Mining firms started to invest 
in machinery on a large scale, and the maker of mining equipment was 
soon “bursting at the seams”. Unfortunately, the supplier was not able 
to keep pace, so that bottlenecks were an almost daily occurrence. 
Huge half-finished excavators were blocking up the production shop, 
but could not be moved for lack of certain hydraulic components. 

Once the extent of the problem had become clear, the mining equip-
ment maker put a process of bottleneck management in place. This in-
volved a detailed analysis of the situation with the goal of finding viable 
medium and long-term solutions. The analysis centered on the follow-
ing questions:  

 Precisely which parts are problematic and lead to bottlenecks in 
the sourcing process? 

 What alternatives do other suppliers offer, and how long would it 
take to obtain their parts? 

 What possibilities are there for substitution? Variant trees were 
drawn in order to identify substitution possibilities. 
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As a result of this analysis, it emerged that only around 10 percent of 
the parts were genuinely problematic in terms of procurement. Conse-
quently, the following solution was identified and pursued: As a short-
term goal, the supplier was required to issue daily status reports, pre-
cisely specifying which parts would be delivered at what time. For some 
critical items, almost identical parts were available from some of the 
supplier’s competitors. For these items, a change of supplier was im-
plemented in only four weeks. Normally, a change of this kind takes 
over six months. This extraordinarily fast supplier change was achieved 
through a joint effort on the part of development, quality control, pro-
duction, and purchasing. Over the medium term, items in which the 
supplier had a monopoly were replaced by simpler products that could 
be bought from several of the supplier’s competitors. From a long-term 
perspective, the company management has entered into close collabo-
ration with a new supplier, and this is being consistently built up and 
promoted as a counterweight to the existing supplier. 

A6   Vertical integration 

Originally driven by capital markets seeking to limit volume risks and re-
ward a focus on core competencies, vertical integration has seen a gen-
eral decline in the course of the last few decades. This strategy was un-
derpinned by dependable suppliers, rising productivity and, as a result, 
constantly falling prices. 

In the seller’s market now in evidence, the pendulum is swinging back. 
Companies that still have access to raw materials through the last rem-
nants of vertical integration find themselves better placed to compete on 
the marketplace than their trimmed-down rivals. Consequently, a renais-
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sance of vertical integration can be observed in many industries, with cus-
tomers buying suppliers. The primary objective is to secure availability of 
short capacities and access to scarce resources. In special cases, the mo-
tivation may also be an anticipated technological competitive advantage 
or the ability to gain access to new customer groups. Besides these pri-
mary effects, vertical integration may also provide benefits in connection 
with transactions, logistics, dealerships etc. 

Besides ensuring that the acquisition is commercially justified, one must 
always keep in mind that acquiring a supplier also means taking over its 
customers. It is therefore possible that, in a roundabout way, the buyer will 
also become the supplier of its own competitors. If this new state of affairs 
causes competitors to stop buying, the newly acquired supplier may be 
deprived of its business base. 

Case example: Change of steel supplier through takeover of a 
service center 

A medium-sized automotive supplier had sales of approx. 300 million 
US dollars, with steel purchases amounting to some 50 million US dol-
lars. The steel was mostly sourced through regional service centers, as 
the company was too small to communicate directly with steel produc-
ers. The accelerating rise in steel prices was an increasing cause of 
concern as it directly impacted the business result. The solution was to 
take over a service center with sales of 300 million US dollars. By pool-
ing steel for several dozen other companies through the service center, 
the company now commands enough volume to be able to talk to steel 
producers directly. This produces substantial advantages, i.e. better 
terms and better availability. 
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A7   Core cost analysis 

What is a cheap car? If this question had been put to a European engi-
neer ten years ago, the answer would probably have been: one costing 
less than 20,000 US dollars. If the same question had been asked five 
years ago, the answer would have been a Dacia Logan for 5,000 US dol-
lars. Today, the answer would presumably be: A Tata Nano, at a price of 
around 1,500 US dollars. 

The different answers result from the varying methods used. The usual 
method is to look at the lowest-cost competitor. Tata adopted a different 
tack and asked: What are the minimum requirements that a car must fulfill 
(i.e. transporting four persons from A to B with protection from the 
weather) and nothing more? 

The core cost analysis strategy proceeds similarly. Instead of trying to cut 
the costs of an existing product through incremental measures, the idea is 
to start with a blank sheet of paper and ask what basic requirements the 
product must fulfill and what the cost structures would look like under 
ideal manufacturing conditions. The result is usually costs up to 40 to 60 
percent below the actual figures. The next step is to move towards reality 
again by asking: 

 Which additional features are customers prepared to pay for? 

 What measures are necessary for risk management? 

 What production processes are actually available? 

 What suppliers are available? 
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Even after these concessions, the cost is usually still 20 to 30 percent be-
low that of current products. This strategy seriously questions existing 
structures and calls for completely new ways of thinking. Thus purchasing, 
which has particularly close contact with alternative solutions through its 
contacts to suppliers, is ideally suited for driving this process. 

Case example: Core cost analysis to reduce the purchase price of 
a control unit 

A leading worldwide manufacturer of industrial control units was receiv-
ing ever-louder complaints from sales and marketing about the poor 
competitiveness of its basic product line. Since product management 
and development failed to provide any convincing impulses, purchasing 
was entrusted with cutting costs. It soon became clear to purchasing 
that, with the given specifications, there was nothing to be done using 
traditional methods. It therefore decided to perform a comprehensive, 
core cost analysis.  

A series of workshops were held with sales and product management to 
determine the absolute minimum requirements customers would be pre-
pared to accept. The list of insights that resulted from this was impres-
sive: 

 On/off switch eliminated. 

 Only one of two connection alternatives (instead of both). 

 DC connection eliminated. 

 Service interface eliminated. 
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 Superfluous bus port eliminated. 

 Thinner leads. 

 Simpler plugs. 

 Additional corrosion proofing eliminated. 

 One board instead of two. 

 Cold-start capability transferred to the system level. 

The resulting core costs amounted to only 35 percent of the original 
costs. Management and sales were delighted. In a joint effort, most of 
these strategies were adopted in serial production. As a result, the basic 
product line has regained its expected cash-cow status. 

A8   Invention on demand  

Patent-protected suppliers are a particular challenge for purchasing. The 
traditional sourcing strategies are ineffective with these suppliers, who are 
able to demand just about any price for their product. Simply ignoring the 
patent protection and in-sourcing the product or having it produced by 
another supplier would be one option. However, the countless and some-
times very expensive patent lawsuits stand as a clear warning against this 
approach. Nevertheless, purchasing directors are increasingly looking 
around for alternatives to patent-protected suppliers. One such strategy is 
“invention on demand.” This is based on TRIZ, an expression that comes 
from Russian and stands for “theory of inventive problem-solving.” TRIZ 
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utilizes basic empirical laws of inventive thinking and provides a wealth of 
systematic problem-solving tools.  

The invention on demand model of solving problems comprises four steps: 

1. Evaluation of the specific technical problem: The technical system is 
broken down into its smallest elements, and the functional relation-
ships between these elements are depicted in graphic form. This 
functions model focuses on the end-result or end-product of the 
technical system. All other elements are assigned a functional rank-
ing, which takes account of the distance to the end-product and a 
balancing of their useful and detrimental functions. The closer an 
element is to the product and the more useful functions it possesses, 
the higher its functional ranking.  

2. Translation of the specific technical problem into a general scientific 
problem: Starting with the one with the lowest functional ranking 
(i.e. the least useful element), the elements are systematically elimi-
nated. This makes contradictions in the technical system visible, i.e. 
it generates general scientific questions such as: “How can the use-
ful functions of the eliminated element be performed in the absence 
of that element?” or “How can the remaining elements be made to 
assume the useful functions of the eliminated element?”  

3. Search for general scientific solutions: The contradictions are sys-
tematically resolved. To do this, algorithms are used to search 
widely diverse areas of physics for potential solutions. This pro-
duces a number of ideas – some of them highly exotic – for each 
of the eliminated elements. These ideas are typically very general 
in nature and allow for wide scope in implementation. Bundling of 
these ideas leads to hundreds of rough concepts. At this stage, it is 
crucial that none of the rough concepts be prematurely discarded. 
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On the contrary, completeness is one of the key aspects of an in-
vention on demand project, and ensures the ability of pursuing all 
possible solutions. 

4. Translation of general scientific solutions into specific technical solu-
tions. The last step in a project of this kind is to develop the rough 
concepts further into specific and viable technical solutions. To do 
this, the rough concepts are subjected to review in intense discus-
sions with those in responsibility for the various corporate functions 
involved. This allows the insights of developers, product managers, 
marketing, and naturally also purchasing, to be taken into account. 
At this stage, resistance is not uncommon. To reach the optimum so-
lution, strong leadership is therefore necessary. As the outcome of 
careful analysis, one or two dozen rough concepts will usually 
emerge. These are then transformed into commercially developable 
concepts, most of which are capable of being patented. The duration 
of a typical invention on demand project, from kick-off to commer-
cially developable product, is three to four months. 

The results of a project of this kind may be utilized in many different ways. 
Some companies use them to build critical capabilities internally. Most use 
the alternative concepts as a lever for negotiating with their current sup-
plier. Through invention on demand, a company can in some cases not 
only solve the problem of patent-protected suppliers, but also replace ex-
pensive components with cheaper ones.  
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Case example: Circumvention of a patent by a French automotive 
supplier  

Within the scope of a purchasing project, the team and the purchasing 
director discussed whether component A should be included in the 
product range. The purchasing director advised caution: “It would be 
better to leave it well enough alone. To my knowledge, the supplier has 
applied for patents for component A in Europe, Japan, and North 
America. So far, that didn’t really matter to us because we only needed 
component A for one small-volume product. However, the sales figures 
for this product have risen sharply, and the latest market forecasts indi-
cate even stronger growth in the coming year. That would mean we 
would become increasingly dependent on that one supplier. So we 
need to take urgent action to prevent that.” 

The team contacted a patent lawyer, who indicated a number of op-
tions. “Basically, there are the following possibilities: We could chal-
lenge the patent on the grounds that it infringes an existing patent. 
However, it is highly doubtful whether such a patent could be found. 
Moreover, the lawsuit could drag on for years. During that time, the 
supplier could create all kinds of difficulties. Alternatively, we could cir-
cumvent the patent. We would then have to get around at least one of 
the patent’s claims. In other words, we would have to significantly alter 
one of component A’s key characteristics. However, that change would 
have to be technically motivated, i.e. the modification must improve the 
functionality of the product. A purely “cosmetic” modification to the 
component would never hold in a patent court.” 

Following this briefing, the sourcing category team held a brainstorming 
session to consider the various solution strategies: 
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 “We need someone to carry out a functional analysis on compo-
nent A, identify its drawbacks and develop a new and better tech-
nical approach.” 

 “You mean another supplier in the automotive industry?” 

 “No, I don’t think we could find an alternative solution within our 
industry. Everybody in our line of business works with component 
A. What we need is something completely new, a new way of 
looking at things, a new approach. The best thing would be to 
use top people from the scientific world.” 

 “Perhaps we could persuade Russian scientists to come on board. 
I’ve heard that people who formerly worked in aerospace and 
armaments are offering their services for product innovations in 
the private sector.” 

Following up on this idea, a bit of internet research quickly opened up 
a completely new perspective. It was possible to find a whole network of 
Russian scientists and engineers. This Russian team was highly impres-
sive, not only on account of the references they could provide from a 
wide range of industries, but also due to their highly methodical ap-
proach to problem solving. Their goal was not so much to come up 
with new inventions, as to transfer tried and tested discoveries from one 
industry to another. Inventing was too uncertain a business, the scien-
tists explained. 

So the Russian team began to work with component A. After only a 
short time, the functional analysis was complete. To everyone’s amaze-
ment, the scientists were able to find no less than 53 drawbacks in com-
ponent A. But that was not all. Another eight weeks later, one of 
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the Russian scientists presented 20 alternatives to the current design. All 
20 alternatives fulfilled the following criteria: 

 They were all financially and technically feasible. 

 They did not infringe the patent for component A. 

 They embodied some considerable improvements over compo-
nent A. 

 They were all separately patentable. 

These alternatives could be used in renegotiations with the existing sup-
plier. Although this created short-term savings, it did not fundamentally 
solve the problem of a patent-protected supplier. Therefore, some of 
the 20 alternatives were developed internally until they were ready for 
serial production. The potential benefits derivable from the introduction 
of a successful alternative were very difficult to assess in advance.  

B1   Contract management 

Even the best contracts are of little use if nobody is familiar with them. It 
often happens, especially in the larger conglomerates, that one group 
company concludes a contract without anyone in the rest of the group 
knowing anything about it. Contract management has the aim of creating 
transparency with regard to existing contracts throughout the company, as 
well as consolidating contracts, thus achieving better terms for all internal 
customers. 
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However, a number of basic rules must be observed: 

 A contract must apply to all: The contract should include a clause 
making the terms of the contract available to all the group compa-
nies. 

 Contracts must be easily accessible: An optimum method for 
achieving this is the use of intranet solutions, so that the contracts 
can be accessed from all sites of the corporate group. 

 The product users/internal users of third-party services must be in-
formed of the implemented intranet solution. Contract management 
of this kind is often implemented centrally; the head office is 
pleased with the progress, but the whole system fails to work be-
cause it has not been brought to the attention of users. To remedy 
this, a broad-based information policy is necessary. 

 The product users/internal users of third-party services must be able 
to work easily with the intranet solution: This ranges from obtaining 
access authorizations without a lot of red tape all the way to being 
offered adequate training. 

 The implemented system must be user-friendly. It is not sufficient to 
simply file master agreements centrally. The system must also offer 
search functions and include an automatic notification of updates. 

 Feedback must be possible: When purchasing staff start using the 
system and the master agreements on a large scale, they must have 
the option of giving feedback and suggesting improvements without 
encountering red tape. Otherwise the system will never really be ac-
cepted by product users/internal users of third-party services. 
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Case example: Company cars for an energy provider 

A major energy provider concluded a master agreement for the sourc-
ing of company vehicles, but this fact was not properly communicated 
and was therefore unknown at the decentralized subsidiaries. The vehi-
cles for the subsidiaries were therefore bought locally – until the master 
agreement was made generally available and communicated to internal 
users through a broad-based information campaign. The terms were 
three percent better on average than those agreed locally, but the 
agreement still allowed the vehicles to be procured through local deal-
erships. Thus purchasing quickly changed track and achieved the in-
tended savings. 

B2
 Closed loop spend management  

Many companies have substantially intensified their sourcing efforts during 
the last few years, with sometimes remarkable outcomes. Nevertheless, 
the sustained effect on results has often fallen short of expectations. 
Closed loop spend management offers a holistic approach developed in 
order to address “value destroyers” in a manner geared to the specific 
sourcing situation. 

The challenge usually lies in the fact that purchasing has real influence on 
only a very small segment of the value-creation process. In the case of 
direct materials, for instance, purchasing usually becomes involved only 
after specifications have already been defined by the technical division. 
The purchaser has some leeway in the selection of supplier and in the 
conclusion of the contract, but has little influence on the subsequent proc-
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ess. Moreover, there is often a lack of transparency with regard to how de-
mand planning is done, when the order is actually placed, when the goods 
are received, and when the invoices are paid.  

The aim of closed loop spend management is to optimize expenses 
throughout the value-creation process and to generate sustainable value 
for the company. In a targeted analysis for specific product groups, poten-
tial value destroyers (imperfect spend transparency, demand manage-
ment, user and supplier compliance, payment management, and process 
costs) are identified and concrete measures initiated.  

Successful companies have established closed loop spend management 
as an end-to-end process within the responsibility of purchasing. Thus, 
purchasing is given not just the required information but also the power to 
implement necessary measures together with product users, internal users 
of third-party services, and those with functional responsibility.  

Case example: Payables management at an industrial 
conglomerate 

As part of a major purchasing project, closed loop spend management 
was applied in order to assure the sustainability of the savings achieved. 
This included a closer analysis of payables owed to suppliers. Special 
attention was paid to when the suppliers issued their invoices, what 
payment terms the invoices were based on, whether the payment terms 
corresponded to those agreed in the contract, and when payment was 
actually made. As a result, numerous cases were found in which pay-
ment terms deviated from those contractually agreed. For example, re-
mittance was sometimes made more than 15 days before the final due 
date, without any cash discount being taken.  
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B3   Mega supplier strategy 

It sometimes happens that two divisionally structured groups of companies 
have a mutual business volume worth dozens of millions of US dollars, but 
are virtually unaware of this fact. This can happen when the customer-
supplier relationship is handled on a decentralized basis on both sides – 
e.g. when a local profit center of the supplier serves a local profit center 
of the customer. If these profit centers do not operate under the group 
name and the sourcing volume is spread over many different product 
groups, it can be challenging, even with the best intentions, to determine 
just how big the business volume actually is.  

If most of these relationships are not on the radar screen of top-
management at both groups, it will be extremely difficult to achieve any 
real optimization at the level of purchasing. This is precisely where the 
mega supplier strategy comes in. By making the huge purchasing volume 
transacted with a big, divisionally structured supplier (“mega supplier”) 
transparent, the n:m relationship is turned into a 1:1 relationship. 

The essential step in creating a mega supplier strategy is to determine the 
mutual interests of both sides. This means determining the degree of de-
pendence on the mega supplier for each product group and identifying 
the special concerns associated with each group. These concerns may 
encompass a large number of topics, from the urgent need to cut costs to 
a requirement for product innovations. In return, scenarios for future busi-
ness development will have to be presented to the mega supplier. These 
scenarios can range from the total loss of a prestigious reference cus-
tomer to highly attractive sales growth. 
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Following an internal consultation process, the customer’s top-
management must then meet with that of the mega supplier. If the meet-
ing is well prepared, it usually turns out to the customer’s advantage.  

Case example: Mega supplier strategy for a global paper 
manufacturer 

A global paper manufacturer operates paper factories in nearly all parts 
of the world. The group’s head office repeatedly attempted to bundle 
demand for a large number of product groups in the electrical equip-
ment and automation technology field, but failed due to a lack of inter-
est on the part of the factories. In the face of rising raw material prices, 
the factories were not prepared to concern themselves with “trivia” like 
the prices for spare parts or small investment programs. 

The head office persisted and, as a matter of urgency, put a group-wide 
purchasing information system in place. After many iteration loops, an 
astonishing outcome emerged. Across all sites and across 17 product 
groups, a leading electronics and automation technology company 
turned out to be one of the group’s biggest suppliers. Purchasing vol-
umes for the last three years, which fluctuated sharply from year to year, 
amounted to no less than 500 million US dollars. 

Armed with this information and a lengthy wish list, the paper manufac-
turer’s CEO met the supplier’s CEO. They already knew each other 
from the World Economic Forum in Davos, where they had had an in-
tense discussion on the significance of state funds and then discovered 
over cocktails that they shared a love of twelve-tone music. But at that 
time, neither had realized that they were among each other’s top 10 
suppliers or top 30 customers! 
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B4  Buying consortia 

Buying consortia are cooperations between companies that operate jointly 
on the sourcing market. Buying consortia normally take the form of hori-
zontal pooling arrangements – i.e. purchasing volumes are bundled with 
those of competitors who are working jointly on a major project. Special 
trust between the companies involved is not necessary; it is sufficient for all 
parties to consistently support the project goals.  

Organizationally speaking, various types of buying consortia are conceiv-
able. One promising approach involves coordinated, internal or external 
networks of purchasing managers who consult and coordinate with each 
other periodically throughout the project. This enables sub-projects to be 
distributed among several experts.  

As well as achieving better terms, buying consortia may also aim at pool-
ing the know-how of partners so as to best fulfill the specific requirements 
of the project. The primary goal will normally be to safeguard the security 
of supply.  

Case example: Purchasing consortium during construction of the 
Elbtunnel (a tunnel under the Elbe river) 

The Elbtunnel at Hamburg (Germany) is one of Europe’s most important 
north-south highway connections, carrying virtually the whole of the traffic 
from Denmark and northern Germany to the South. Since the first two 
tubes were built in the 1970s, the volume of traffic has almost doubled. 
In the 1970s, when the tunnel went into operation, it was designed for 
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70,000 vehicles per day; by the 1990s, the traffic volume had reached 
nearly 120,000 vehicles per day. To relieve the pressure on this traffic 
axis, the construction of a fourth tunnel tube was commissioned by the 
German Federal Ministry of Transport, Building and Urban Affairs as 
owner and the City of Hamburg as contract manager. The fourth Elbtun-
nel tube was designed as a tunnel crossing below the river Elbe. The con-
tract volume amounted to some 445 million euros. 

For the coordination and implementation of this investment, a joint ven-
ture by the name of “ARGE 4. Röhre Elbtunnel Hamburg” was founded, 
comprising the companies Hochtief, Bilfinger+Berger, Dyckerhoff & 
Widmann AG, Heitkamp, Philip Holzmann AG, Wayss & Freitag, and Ed. 
Züblin AG. The partners each performed precisely defined complemen-
tary services (e.g. overall project management by Hochtief and construc-
tion of the protective shell for the tunnels by Bilfinger + Berger). In a con-
stricted construction site like a tunnel tube, just the material logistics by 
themselves required the coordinated involvement of the suppliers. 

B5  Political framework management 

The deregulation of the telecommunications and air travel markets in 
Europe has led to undreamt-of competition and low prices. Without the 
corresponding regulatory interventions, purchasers on these supplier’s 
markets would still be in a very difficult negotiating position today.  

In exactly the same way, regional oligopolies can be broken open through 
the lifting of import duties (e.g. on steel from Asia). If illegal cartels or price 
agreements are suspected, an individual company also has the possibility 
to contact and involve the antitrust authorities. Similarly, close coopera-
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tion with the competition authorities in advance of a planned merger has 
the aim of preempting too much concentration on the supplier side (and 
hence excessive supply power). Suppliers will also often attempt to estab-
lish their own technologies as standard and thus restrict the customer’s 
freedom. The customer must take timely action in order to nip these kinds 
of efforts in the bud. 

Left to its own devices, a company generally has little power to influence 
the political framework conditions. It is therefore important for a company 
to know exactly what it wants to achieve and then work consistently to-
wards this goal by lobbying in industrial associations, mobilizing others 
who share the same views, and carrying out targeted media work. If done 
correctly, political framework management has the ability to shift the bal-
ance between supply and demand power like no other strategy.  

Case example: Cheaper telephone calls through liberalization of 
the telecom market 

For decades, telecommunications were the domain of state monopo-
lies. Prices were based directly on costs and were ordained by the state 
– customers had no possibility to negotiate. Today, the telecom sector is 
one of the most competitive of all. New terrestrial network operators are 
constantly appearing, while mobile telephone providers are in a price 
war with one another. In the last 10 years, the prices of telecommunica-
tions have fallen by an average of 80 percent, with purchasers able to 
choose from a large number of operators with highly differentiated of-
fers. Through changes in the political framework conditions, the bal-
ance of power has undergone a fundamental shift, from being a seller’s 
market to a buyer’s market. 
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B6
 Intelligent deal structure 

Especially on a seller’s market, the careful drafting of contracts is of 
paramount importance. Well-produced contracts can be a significant 
competitive advantage in that they ensure the availability of capacities and 
resources in the face of scarce supplies, thus helping to ensure growth. 
Similarly, in situations of surging raw material prices, contracts can help to 
ensure that budgets are met.  

In drafting the appropriate contract structure, the first step is to identify the 
risk position. This involves determining how high the exposure of the com-
pany is (i.e. what proportion of sales revenues, costs, or net income would 
be affected), and how controllable the influencing factors are. This risk 
position then forms the basis for defining a goal.  

If the goal is “planning certainty over the budget period”, this can be 
achieved through hedging. Depending on the company’s appetite for risk, 
various instruments exist. The three most important are as follows: 

 Swap – a fixed price is agreed independently of the actual market 
price. 

 Cap – only an upper limit is placed on market price fluctuations; if 
prices fall, the company can take full advantage of them. 

 Collar – a range is defined, within which prices can follow the market 
fluctuations. 

One thing all these hedging instruments have in common is that they 
merely delay, but do not prevent, the effects of permanent rises in raw 
material prices, and that they naturally give rise to costs. Nevertheless, 
airlines that undertook aviation fuel hedging are in a much healthier eco-
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nomic position than competitors who did not. To cope with rises in raw 
material prices over the long term, however, it is necessary to pass these 
higher costs on to suppliers or customers – once again, with the aid of 
intelligent contracts. 

If “supply security” is the goal derived from the risk position, then imple-
mentation calls for even more creativity than in the case of hedging. Draft-
ing contracts that can secure capacities on a tight market is anything but 
easy, since they have to combine security with flexibility. They must also 
include reliable rolling forecasts of demand in order to provide suppliers 
with transparency about the volumes that will be required in future. When 
preparing such contracts, the following must be asked:  

 What price mode applies in the case of reservations? 

 What is the time span for confirming/canceling/postponing a reser-
vation? 

 On what terms can a reservation be canceled/postponed? 

 What pledges apply in the case of “rolling” forecasts? 

Case example: Material inflation surcharges in the automobile 
industry 

Herbert Diess, BMW Purchasing and Supplier Networks Director, com-
plained in an interview with “Automobilwoche” magazine that BMW’s 
suppliers had succeeded in passing on increased raw material costs to 
BMW at a rate of 100 percent – or in some cases even as much as 110 
percent – and that this had severely depressed BMW’s results. 
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As a consequence, it has now been announced that material inflation 
surcharges will be split. In future, a so-called “1/3 clause” is to be in-
troduced into contracts with suppliers. To make sure that all members 
of the value-creation chain share in the rise in material costs, the “1/3 
clause” specifies that one third of material price rises must be borne by 
BMW, one third by BMW’s direct suppliers, and one third by pre-
suppliers. 

B7  Design for sourcing  

The majority of supplier monopolies are brought about by customers 
themselves. According to investigations by A.T. Kearney, two out of every 
three situations in which only one supplier was able to fulfill a customer’s 
requirements arose not because of the supplier’s proprietary technologies, 
but due to the customer’s own actions. 

The main causes of such self-caused supplier monopolies are departmen-
tal goals that deviate from the company’s corporate strategy. The R&D 
department, for example, will often exclusively pursue the goal of creating 
a product as near to perfection as possible. Production, on the other 
hand, will be primarily interested in a lean-assembly process, while the 
aim of purchasing will be to buy from as few suppliers as possible at the 
lowest prices. In themselves, all these departmental goals are perfectly 
valid, but taken together they can drive a company to ruin. 

A clever supplier takes advantage of this mix of departmental goals by tai-
loring a special solution for the company in question, thus drawing as much 
development and production know-how as possible into his own hands. 
After a few years, the customer is completely dependent on the supplier. 
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In order to remedy this situation, an interdisciplinary effort is required. 
First, one must determine whether the item supplied by the supplier is a 
differentiating factor for the end product or not. If not, it can be replaced 
by a standard industrial article. If the product is a differentiating factor, 
however, the solution is often more complicated. In this case, it is neces-
sary to create the required development competence internally so as to 
regain control of the process. One must then develop a solution that 
meets the expectations of end customers at least as well as the current 
solution. At the same time, the new solution must offer greater freedom to 
maneuver on the supplier market. 

Case example: A crane manufacturer 

During a slump in sales ten years ago, a crane manufacturer was 
forced to outsource a considerable part of its production to suppliers in 
order to reduce its cost base. In the process, one of the core items of its 
crane technology – the locking mechanism located on the telescopic 
cylinder – also found its way to the outside. (The locking mechanism is 
what enables a large telescopic crane to move all segments of the tele-
scope arm with just one cylinder.) The supplier of the telescopic cylinder 
was very much interested in taking over the production of the locking 
mechanism, and was awarded a corresponding contract. 

The benefits anticipated from outsourcing production of the locking 
mechanism were fully achieved. Production profited most, as the labor-
intensive job of assembling the locking mechanism was no longer 
needed, and the supplier even delivered the locking mechanism pre-
assembled as one unit, together with the telescopic cylinder. It was also 
possible to cut back the development staff. 
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The supplier used the following years to improve and enhance the 
complete telescopic cylinder and locking system, and even applied for 
(and was granted) certain patents. As a result, the crane manufacturer 
was now completely dependent on the supplier. After years of booming 
business, the crane manufacturer eventually wanted to regain its free-
dom of action and take advantage of highly attractive offers from other 
cylinder makers. However, it had to work hard to recover and update its 
know-how with regard to the locking mechanism, which it had almost 
completely lost. The company was fortunate in that one of the employ-
ees who had played a key role in developing the locking mechanism 
was still on its payroll. 

B8  Leverage innovation network 

How many people in a company are engaged in finding innovations? An 
average SME company with sales of around $1 billion has around 50 
core employees working on R&D. Such a company also works with 200 
core suppliers. If the company can get just one developer at each of these 
suppliers to think about innovations, the number of “brains” at work is 
increased fivefold at just one stroke! 

This is the underlying idea behind innovation networks. At a time when 
competitive pressure is high and engineers in short supply, innovation 
networks are increasingly important. The benefits are obvious: Companies 
with successful innovation management enjoy stronger and more profit-
able growth. The best starting point for an innovation network are the 
suppliers, since they are well acquainted with the needs of the company 
and the industry as a whole. Besides suppliers, innovation networks often 
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include customers, competitors, research institutes, market researchers, 
business consultants and former employees. 

Within the company, the innovation process involves not just R&D and 
purchasing, but many other units as well, i.e. marketing/PR, sales and dis-
tribution, production, quality, trend scouts, service, plus the company’s top-
management.  

Thus, an innovation network enables development to acquire insights into 
new technologies. These insights can then help the company free itself 
from dependence on suppliers. For an innovation network to be effective, 
the following features are essential:  

 Innovations must be driven top-down as an integral part of corpo-
rate strategy. 

 The innovation strategy and search fields must be clearly defined (in 
writing). 

 Receptiveness towards innovative ideas must be a pillar of the cor-
porate culture. 

 Close collaboration must be fostered, as well as internal/external 
networking. 

 The ideas pipeline must be actively managed. 

 With regard to process and product technologies, a high level of 
company-wide standardization and reutilization must be the norm. 

 Goals must be systematically pursued and structures established for 
learning from experience. 

 HR tools must be used to help integrate innovations. 
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In companies that are innovation leaders, structured processes are used 
for evaluating ideas. A number of factors have proved successful in this 
context. First, it is important to make systematic use of all ideas and their 
sources. Great weight and care must be accorded to pre-qualifying ideas 
so as to avoid tying up resources unnecessarily. Also, feedback should be 
given on every idea within a short time (approx. six weeks). To enable an 
actual decision to be reached quickly within the evaluation process, a 
special governance structure should be introduced, whereby web-based 
technologies can also be helpful. 

Case example: Time-triggered (TT) Ethernet for Orion 

There is no doubt that Honeywell is a highly qualified partner for the 
aerospace industry. Honeywell components may not always be visible, 
but the company is right at the heart of US and international aerospace 
programs. For decades now, Honeywell has supplied mission-critical 
systems for the Space Shuttle and the International Space Station (ISS), 
and most recently for the new Boeing 777 and Airbus A380.  

Despite – or because of – this impressive array of experience, Honey-
well maintains a professionally managed innovation network, which 
brought Honeywell in contact with a young Austrian company, TTTech. 
The outcome was remarkable: Thanks to its cooperation with TTTech, 
Honeywell was able to dramatically improve the connection and pro-
cessing of critical real-time data. 

This in turn enabled Honeywell to win a contract to equip the Space 
Shuttle’s successor, “Orion”. Thus, Honeywell will continue to be right 
at the heart of the US space program in coming decades as well. 
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C1  Bundling across product lines 

“Have we gone completely crazy?” According to “Manager Magazin” (a 
leading German business magazine) this was the reaction of BMW’s CEO 
Norbert Reithofer in May 2008 when confronted with the company’s doz-
ens of different wing mirrors and V-belt pulleys, as well as its 27 different 
cooling units. 

However, BMW is not alone in this regard, for developers apparently find 
it easier to design a new component from scratch rather than to look 
around for existing ones to incorporate into a new product. The deep-
seated human ambition to create something new and individual evidently 
plays a major role in this context. 

And yet the rational approach of using the same components across vari-
ous product lines makes sense. The benefits offered by scale effects, with 
resulting lower prices for parts, simplified logistics and more efficient re-
pairs, are obvious. The only question is how to actually implement bun-
dling across product lines.  

The simplest case is when the same components are already in use across 
several product lines, but are being bought at different prices. Here, po-
tential savings can be easily realized. As a rule, however, components 
only resemble one another in function, but differ in terms of performance, 
size, connections and so on. Thus, it is only possible to achieve isolated, 
minor successes for the current product generation, and even this will re-
quire concentrated, interdisciplinary effort. 

True bundling across product lines calls for a long-term visionary concept 
in which the strategies for modules, platforms and part-sharing are clearly 
defined. Once this concept is in place, all product development projects 
must be undertaken in accordance with the new guidelines. 
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Case example: The platform strategy of a major automotive OEM 

A prominent example of successful bundling across product lines is the 
Volkswagen platform strategy. The early 1990s marked the start of Fer-
dinand Piëch’s tenure at the helm of the Volkswagen Group. At that 
time, VW was beset by both profitability and quality problems. Piëch 
identified the root cause as an excessively high level of technical com-
plexity. His response: the “platform strategy”. Instead of developing 
each new model from scratch, the components of a car were broken 
down into two fundamentally different categories: Those the customer 
sees (“hat parts”) and those the customer does not see (“platform 
parts”). Platform parts account for about 60 percent of the costs and 
R&D input in a car. The idea of the strategy was to develop platform 
parts to perfection only once, and then fit a wide variety of different 
“hats” on top. As a consequence, the VW models Golf, Vento and New 
Beetle, the Skoda Octavia, the Audi models A3 and TT, and the Seat 
models Leon and Toledo all ran on the same platform.  

The benefits of the platform were limited not just to cost reductions. 
Thanks to the high volumes involved, it was possible to use components 
of fundamentally higher quality, and thus enhance product quality as a 
whole. This approach also enabled product development times to be 
cut dramatically, with new models coming to market in about half the 
time needed before. Since then, Volkswagen has taken the platform 
strategy even further. The basic idea has stayed the same, however. It 
has not only revolutionized the automobile industry as a whole, but has 
also been adopted by many other industries – even software companies 
now refer to their “platform strategies.” 
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C2
 Supplier consolidation  

A paradox frequently observed is that companies often depend on a mo-
nopolistic supplier for items crucial for success, while they maintain rela-
tions with a large number of suppliers for standard items. Here, action 
must be taken to reverse the situation. Too many suppliers for uncritical 
items tie up resources; they distract from issues of real importance and are 
ultimately not even able to produce good prices. Thus, supplier consolida-
tion means, above all, eliminating smaller suppliers by shifting to bigger 
or strategically important ones. This creates savings through economies of 
scale. But savings also result from the need to maintain less supplier data 
and fewer contacts in the system. The procedure for supplier consolidation 
comes from the basic purchasing toolbox: 

 Collecting data (who buys what from which supplier) for at least 80 
percent of sourcing volume. 

 Leveraging competition from existing and new suppliers. 

 Negotiating with interested, qualified and competitive suppliers. 

 Choosing the preferred future suppliers on the basis of cogent cri-
teria. 

 Changing over to these preferred suppliers in a consistent manner. 

The success of this measure depends first and foremost on being open 
towards new suppliers and willing to give up cherished habits (e.g. favor-
ing suppliers who maintain a high profile and take care of the little things, 
but charge a high price for it).  
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Case example: Pallet purchasing by a producer of consumer goods 

A producer of consumer goods with eight plants in Germany, Belgium 
and Denmark used a total of 49 suppliers for its wooden pallets; many 
of these were local suppliers who were able to respond quickly to short-
term needs. 

As part of a purchasing project, the main pallet types were put up for 
bidding. Czech and Polish suppliers emerged as winners from the sub-
sequent negotiating phase, which was significantly shortened by a re-
verse auction. Testing, conducted in the face of resistance from within 
the company, confirmed the high product quality and supply security of 
the new suppliers. With the strong support of the managing board, the 
pallets were placed almost completely in the hands of two suppliers. 
The only exception was one of the old suppliers, who could be counted 
upon to fill unscheduled demand at short notice. Thus, only three sup-
pliers are now being used, instead of the previous 49. 

C3
 Master data management 

Nobody knowingly builds his house on sand. Nevertheless, the master 
data of many companies is in a pitiable state. This means that all the sys-
tems, evaluations, sourcing strategies and reported savings based on such 
unreliable master data are very much like houses built on sand.  

Purchasing, for its part, draws on data from a large number of sub-
systems in order to compile comprehensive information on suppliers, de-
mand and supply factors, payment terms and prices. Hitch-free master 
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data management is thus a major prerequisite for bringing transparency 
into purchasing data. Master data management encompasses the stan-
dardized classification of material and supplier data, consistent linking 
between master data and the ordering system, and the avoidance of free-
text ordering.  

Many companies face considerable challenges in this process. This is be-
cause the role of data management is often restricted to that of mere ad-
ministration, while the master data structure is often non-standardized in-
sofar as the company was created through merger or acquisition. 

These challenges can be tackled by master data management, which is 
especially important for groups of materials not shown in parts lists, in-
cluding indirect materials such as lubricants, occupational health and 
safety items, or spare parts.  

The first priority in optimizing a company’s master data management is to 
review the quality of data. This involves ascertaining the extent of cover-
age the maintained master data provides, the data’s level of detail, the 
volume of inactive data present in the system, and the extent to which 
harmonization of individual data systems is ensured. This is followed by an 
analysis of the categorization systems, the required level of detail and the 
appropriate solution for categorization. The sorting and restructuring 
process, undertaken with the aid of innovative and intelligent tools, en-
compasses the following:  

Classification system 

 Limitation of the categorization possibilities. 

 Introduction of sustainable and understandable logic. 

 Avoidance of gaps for particular sectors. 
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 Avoidance of the category “Miscellaneous”. 

 Clear demarcation between categories. 

Material master data 

 Classification of all materials and services. 

 Link-up between electronic catalogs and the classification system. 

 Link-up between suppliers and material groups. 

Orders 

 Avoiding orders with free-text entry. 

 Obligating users to use valid keywords for categorization. 

 Manual review of orders. 

This is followed by an analysis and definition of the process for specifying, 
deleting, amending and administering master data, as well as of functions 
and responsibilities. The results can be used as a basis for spend trans-
parency, purchasing management and sustainability of savings. 
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Case example: Improving master data at a producer of fast-
moving consumer goods 

The company, which grew largely through acquisitions, operated for a 
long time purely as a holding company, restricting itself to consolidation 
of financial results. After the group had grown to over 40 firms, top-
management determined that the next growth phase required transfor-
mation into an integrated industrial enterprise. It was therefore planned 
that the various firms would be gradually merged with regards to devel-
opment, purchasing, production and logistics. 

Management was well aware that the first requirement for this step was a 
sound database. In a project implemented without external support, a 
categorization system was created and made available via the intranet. 
Instructions were then issued to the top-managers of the 40 firms to make 
categorization of master data their top priority. The group’s COO in-
structed top-managers to provide him with weekly progress reports. After 
only four months, the group had master data of a quality that could stand 
comparison with that of any company in the world. On this solid founda-
tion, the group then embarked on a purchasing project that produced 
millions of dollars worth of savings. 

C4  Cost data mining  

In many cases, customers will raise the issue of payment terms, bonus 
agreements and discount rates right at the end of negotiations with sup-
pliers, in the hope of obtaining some small additional concession. Once 
obtained, however, these benefits are often never exploited, either be-
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cause differing agreements are in place within the group or because of a 
lack of transparency. 

In this situation, a thorough analysis of cost data can help. In the “cost 
data mining” approach, data available internally on purchased products 
and services is exploited for potential savings. In the process, one often 
discovers much more savings potential than originally expected. The spe-
cific procedure is to analyze the cost data from various angles in order to 
identify correlations or patterns among the dozens of fields in the internal 
databases. To this end, the fields are organized in clusters and associa-
tions are formed. Some examples: 

 Comparing bonus agreements between suppliers and categories. 

 Comparing discount rates between suppliers and categories. 

 Comparing payment terms between suppliers and categories. 

 Comparing delivery terms and delivery times between suppliers and 
sites. 

 Comparing rejection levels between product lines and suppliers. 

 Comparing the wear or service life of products between suppliers. 

Case example: Cost data mining for the purchasing of processing 
tools 

For a manufacturer of steel structures, indexable inserts are one of the 
most important tools used in the milling and drilling of steel parts. There 
are numerous types of indexable inserts, which are offered on the basis of 
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an extensive catalog. Purchasing’s primary task is to negotiate discounts 
for the product groups bought from the catalog. 

A comparison of the discount lists was precisely what provided the main 
impetus for savings. After collecting all the discount lists agreed within the 
group, a comparison was carried out and used to identify the best group-
wide terms. As a result, it was possible to achieve savings of between five 
and ten percent in subsequent group-wide negotiations with suppliers. 

C5  Product benchmark 

Product benchmark is a method for cutting the costs of products of limited 
technical complexity, whereby the focus is on the specifications and the 
production process. A tried-and-tested product benchmark process can be 
broken down into four steps: 

 Identification of comparable products: The initial step is the identifi-
cation and procurement of comparable products from competitors. 
To identify competitors’ products, it is necessary to interview sales, 
development, customers and suppliers. The competitors’ catalogs are 
also evaluated. The outcome is a list of relevant competing products. 

 Evaluation of competing products: The individual products are 
compared, with the assistance of development and production. 
Each product is rated according to functionality, technology, usabil-
ity, and compliance with specifications and dimensions. Products 
unable to meet internal requirements are eliminated at this stage. 
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 Inviting bids for existing products and alternatives: Suppliers are in-
vited to tender offers for existing products and appropriate alterna-
tives. As part of the tender process, suppliers are advised of possible 
design solutions that could be adopted from competitors. Especially 
for alternative products, it is crucial that the process includes new 
suppliers along with existing ones. 

 Analysis of results: The final step is to analyze the results and identify 
potential cost savings. Individual alternatives must be prioritized on 
the basis of feasibility and potential. For high-priority offers, the next 
steps of implementation must also be identified. 

Product benchmark allows various alternatives available on the market to 
be compared quickly and with relatively little effort. The involvement of 
purchasing, development, sales and suppliers is crucial, but should be 
strictly limited time-wise. The results can normally be implemented rapidly, 
insofar as it has already been determined that comparable products are 
available from suppliers. Product benchmark should be carried out right 
at the start of developing a new product, so that any necessary design 
changes can still be incorporated in time.  

Case example: Product benchmark in sourcing counterweights 
for a crane 

For cranes, counterweights are a key safety component. As a rule, the 
specifications for a counterweight only address dimensions and weight. 
The material is usually not specified, since counterweights are tradition-
ally made of cast iron.  
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With the aid of product benchmark, an attractive alternative was identi-
fied, consisting of a welded steel box filled with scrap and concrete. 
Further analysis showed that, in times of surging raw material prices, 
the steel/scrap/concrete combination was an effective cost-saving solu-
tion that still met all the specifications. 

C6  Composite benchmark  

Every company is interested in knowing what lies beneath the skin of com-
peting products, so that it can make its own products even better and win 
over customers. However, many companies lack the resources and/or 
knowledge to perform the necessary analysis of a product and its compo-
nents themselves. The idea of composite benchmark is to send a choice of 
competing products to several suppliers for expert examination. These 
analyses are often intensive, revealing information about a supplier’s pro-
duction costs. The result is a cost model of “the best product from the best 
supplier with the best production processes.” 

This approach is suitable for products consisting of a number of different 
(but not overly complex) components, insofar as a sufficient number of 
existing and potential suppliers can be recruited for the composite 
benchmark process.  

A crucial factor for success is the make-up of the team, which should 
comprise specialists with both technical and commercial expertise. Com-
posite benchmark is carried out in seven steps: 



4 The Purchasing ChessboardTM 107 

1. Agree on the approach with suppliers: First of all, one must identify 
new potential suppliers (besides the existing ones) on the basis of 
their product portfolios, competencies and capacities. To motivate 
suppliers to take part in the composite benchmark procedure, incen-
tives should be offered. These may include exchange of technical in-
formation, opportunities for more business or the establishment of 
new business relationships. The incentives should be individualized 
for each supplier. It is also crucial to talk with the suppliers in ad-
vance about methodology, allocation of tasks, and expectations.  

2. Identify appropriate competing products: An internal procedure 
should be used to identify competitors’ products suitable for com-
posite benchmark. Based on functional comparability, the best 
products are selected and purchased.  

3. Produce standardized cost-calculation sheets: The various factors that 
go into cost calculations are materials, individual components and 
other processing steps. 

4. Have the questionnaires edited by suppliers: Send the cost-cal-
culation sheets to participating suppliers along with the competitors’ 
products. Ask the suppliers to disassemble each product and evalu-
ate the individual components along with the production steps 
needed to make them. At the end of this key phase, you will have 
questionnaires completed by the suppliers as well as offers for each 
product and its components. 

5. Evaluate the offers: Incoming offers must be carefully compared 
with one other. It is essential to clarify any discrepancy with suppliers 
right away. Only then will the offers be genuinely comparable. 
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6. Identify potential savings: On the basis of the offers and the detailed 
cost calculation sheets provided by the suppliers, purchasing can 
now identify potential savings on three levels: 

□ Identification of the supplier with the lowest price for each of the 
products in the existing configuration. 

□ Reconfiguration of a product using components with the lowest 
costs.  

□ Identification of the lowest production costs. The optimum pro-
duction costs for each combination of products are determined. 
To this end, the benchmark costs of the “best of the best” (with 
optimum functionalities and lowest manufacturing costs) are 
identified for the original product. 

7. Implement the target costs: As a last step, the target costs are im-
plemented with the aid of suppliers. Each supplier is provided with 
individual feedback as to where it stands in terms of target costs. In 
addition, improvements at both the component/production-process 
level are identified and discussed in detail.  

The outcome of composite benchmark is a reliable analysis of compara-
ble competing products. It allows for ambitious but realizable cost savings 
to be identified and directly implemented in negotiations with suppliers.  
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Case example: Benchmarking of wing mirrors for an automaker 

An automaker decided to carry out composite benchmark for wing mir-
rors after managing to persuade four suppliers (two existing and two 
potential new ones) to participate. The team, consisting of personnel 
from engineering and purchasing, decided to include two products from 
direct competitors, along with two products from competitors in low-
wage countries.  

For the cost calculation sheets, the following components were identi-
fied: cover, hinge mechanism, adjusting knob, mount, frame, and mir-
ror glass. The parts and materials were specified for each individual 
component. The suppliers were requested to state the costs for parts 
purchasing, personnel, materials, machine utilization at component 
level, as well as development costs included in overhead at product 
level. To ensure the procedure was properly understood, a joint work-
shop was held with the participating suppliers. 

A few weeks later, results were available with regard to potential cost 
savings, optimum functionality and the cost-optimal production proc-
esses. Minor functional differences between competing products were 
also identified and evaluated financially. Negotiations and targeted 
feedback sessions were then held with each supplier. The savings po-
tential identified in this way amounted to 27 percent in all, broken down 
as follows: 5 to 10 % for the cover, 15 to 25 % for the adjusting knob, 
5 to 15 % for the frame, 25 to 30 % for the mirror glass, and 30 to 
35% for additional indirect costs.  
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C7  Product teardown 

Little boys take delight in pulling their new toy cars to pieces in order to 
find out how they work. R&D personnel do much the same thing when 
they analyze competing products in detail. In the case of product tear-
down, a product is disassembled completely into all of its constituent 
parts. Product teardown is a common method for analyzing the competi-
tion’s products, and was developed in the 1960s by Japanese firms trying 
to understand how European cars and cameras worked. During product 
teardown, very careful attention is paid to the materials and components 
used and their costs. This form of analysis enables one to identify the best 
solutions employed by competitors. 

The product teardown process consists of three steps: 

1. Analysis of technical differences: First, the product is broken down 
into all of its individual components, which are precisely labeled. 
The suppliers of the individual components are identified. Then, dif-
ferences between the company’s own parts and the teardown com-
ponents are recorded in detail, e.g. in terms of dimensions, weights 
and design approaches.  

2. Analysis of possible technical improvement: Based on the results of 
step one, one then looks for optimization potential. All significant 
improvement possibilities are recorded in a list and reviewed for 
technical feasibility.  

3. Identification of potential cost optimization: The possibilities identi-
fied in step two are discussed and assessed by an interdisciplinary 
team. This will often generate proposed modifications that require 
detailed technical validation. The outcome of this process is imple-
mentation of the modifications.  



4 The Purchasing ChessboardTM 111 

Case example: Product teardown by a washing machine 
manufacturer 

Working on behalf of a leading manufacturer of household appliances, 
A.T. Kearney carried out a product teardown for washing machines. 
15 out of 20 machines on the market were chosen and subjected to 
product teardown. Altogether, 60 different components were com-
pared in detail. Each part was precisely weighed and measured, mate-
rial tests were performed, manufacturer’s designations noted and techni-
cal designs analyzed. 

These comparisons provided the basis for a number of improvements. 
For instance, it was found that specially made components could be 
replaced by standard ones. Simply weighing the components was a 
source of highly interesting insights. The weight of the washing drum, 
for instance, could be reduced from 1.3 kg to 0.8 kg, after it was noted 
that all the competing drums weighed between 0.6 and 0.9 kg. The 
control units and wiring were also modified in the light of the best tech-
nical designs. All in all, material costs were reduced by 20 million US 
dollars – with the laundry coming out just as clean as before! 

C8  Functionality assessment 

How many of the functions offered by a mobile telephone does the typical 
user actually use? Or how many of the functions available in computer 
programs such as Microsoft Excel? Which of these functions provide 
genuine benefit for the typical user? What could the typical user do with-
out, and what would he or she be prepared to pay for if they were not al-
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ready included in the cell phone or computer program? In many cases, 
far too many functions are offered. Since this also creates excess costs, it 
makes sense to assess each function in detail.  

Functionality assessment calls for an interdisciplinary team, consisting not 
just of purchasing staff but also of specialists from Engineering, Production 
and Sales. The process takes place in five steps:  

1. Identification of functions: First, the product has to be broken down 
into its various sub-systems and components, and their respective 
functions identified.  

2. Naming of the functions: Next, all the functions identified must be 
given a meaningful name. This should consist of two expressive 
words: an active verb and a measurable noun, which together 
clearly illustrate and define the significance of the individual com-
ponents. Examples would be, “prevents corrosion”, “positions parts” 
or “absorbs vibration.”  

3. Classification of functions: The functions are assigned to one of four 
classes: basic, critical, supporting and non-supporting functions.  

4. Valuation of cost-function ratios: The valuation of cost-function ra-
tios is essential for identifying potential improvements. The informa-
tion is listed on an evaluation sheet along with all components and 
their functions. On each individual line, the relationship between 
part, function and cost is valued. Addition of all the columns pro-
duces total costs.  

5. Identification of potential improvements: The following are general 
rules for identifying components to optimize: (a) the product can be 
viewed as cost-effective if the costs predominantly occur in the area 
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of basic or critical functions. (b) If significant costs are found in sup-
porting functions, one can achieve savings without changing the 
basic concept. (c) The highest savings can be realized in non-
supporting functions.  

The above process enables potential to be identified, with a list of possible 
improvement measures as the outcome. However, the basic and critical 
functions should be reviewed as well in order to find alternative solutions, 
if appropriate. 

Case example: Functionality assessment at an automaker 

Many Europeans on vacation in the USA are surprised at the large 
number of young people who can afford a Ford Mustang. The surprise 
is even greater when they look at the price list: The car costs a mere 
18,000 US dollars when new. The explanation is provided by the “func-
tionality assessment” approach. During development, and even after 
completion of the Mustang prototype, specialists valued each of the 
car’s functions, subjecting them to highly critical scrutiny. Among other 
things, the approach was applied to the engine cover (a plastic compo-
nent that at first sight looks like the engine itself). What does the engine 
cover, what function does it have? It has minimal supporting functions 
and tends to be characterized mainly by non-supporting functions, such 
as aesthetics. Only a threaded hole on the cylinder head still bears wit-
ness to the fact that a component was originally fitted here. Nonethe-
less, the sales success of the Mustang on markets well beyond its origi-
nal US target market proves the correctness of the “functionality assess-
ment” approach. 
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D1
 Bundling across sites  

The principle of structuring companies by profit centers with local business 
responsibility is frequently applied by companies in both North America 
and Europe. As these companies are often highly successful, there is evi-
dently nothing wrong with the principle as such. 

Consulting practice shows, however, that the autonomy granted to the 
individual sites is often excessive, with the result that considerable sav-
ings potential remains unused. Also, the responsibility of profit centers 
for P & L is often taken to mean that they must handle all purchasing, 
given that purchased materials account for a high proportion of turnover 
(often over 50 percent). This way of thinking leads to a proliferation of 
sub-critical purchasing organizations, all working in parallel on the mar-
ket. In many cases, the sites buy similar products, sometimes even from 
the same suppliers. 

In order to identify potential savings, one must first talk to the individual 
site purchasers to find out precisely what demand which site has in terms 
of quantity and quality. Next, one must compile the necessary data to 
draw up a joint invitation to tender. The invitation is issued to all existing 
and new suppliers theoretically able to supply several sites. Negotiations 
are then conducted for all the participating sites at once. It is essential to 
decide in advance which sites should lead the negotiations and which ones 
should only participate in a supporting capacity. Conducting the negotia-
tions need not be entrusted to the site with the highest demand, but rather 
to whichever one appears most capable. Thus, the chief negotiator should 
be a local purchaser who is especially well versed in the technology con-
cerned and has expertise in the supplier market.  
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In many cases, a project for identifying savings potential across sites will 
form the core of a future lead-buyer structure. In this case, lead negotia-
tors who previously acted in only an informal capacity will grow into an 
official organizational role and assume purchasing responsibility across 
sites. This responsibility may be restricted to simple market research, but 
may also include concluding master agreements or even taking overall 
charge of ordering. 

Case example: Purchasing of paper by a packaging manufacturer 

A leading worldwide manufacturer of flexible packaging products, such 
as yogurt tops and bottle labels, managed its over 50 worldwide sites on 
strict profit-center principles. The individual sites appeared to be operat-
ing in different fields with differing focal activities, e.g. in paper, plastic 
and aluminum. On closer inspection, however, it was found that virtually 
all sites bought significant volumes of paper, since paper is used together 
with plastic and aluminum in many different laminate structures.  

The first step, therefore, was to harmonize the terminology used at dif-
ferent sites in order to understand how much paper and what type was 
being used across the entire company. This was followed by detailed 
analysis of the worldwide supplier market with the aim of identifying 
which suppliers could supply what range of products. As the market had 
already gone through a phase of consolidation, there were several sup-
pliers offering a broad range. A joint invitation to tender was prepared; 
a joint negotiating strategy was drawn up and the best negotiating rep-
resentatives were nominated by purchasing and engineering. By bun-
dling demand and operating jointly on the market, it was possible to 
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identify a number of attractive new suppliers, the most interesting being 
a highly innovative paper manufacturer with state-of-the-art facilities in 
China. The Chinese supplier passed the tests with flying colors and, 
even after allowing for logistics costs, still offered savings of well over 
ten percent. The Chinese supplier would never have been interested in 
the small volumes needed by the individual sites, and could only be 
won through the bundling of demand across the sites. 

D2
 Bundling across generations  

Every company can bundle, even those with only one product and one 
site. How is that possible, one might ask? The answer: by bundling across 
product generations. This approach has practical applications above all in 
the project business. By definition, a project is an undertaking with a clear 
goal and an end. To avoid treating each project as an isolated, one-time 
affair and to succeed in bundling across generations, one must appeal to 
the entrepreneurial imagination of suppliers.  

Even though only little negotiating strength may be associated with a 
current project, one can gain substantial concessions from a supplier 
through the prospect of inclusion in actual or possible future projects. If 
the supplier can supply the same products for future projects, it may 
even be possible for tooling and development costs to be amortized over 
several projects.  



4 The Purchasing ChessboardTM 117 

Case example: Engines for a tank-building program 

Following an exhausting bidding phase, a producer of military tanks 
finally received the contract to equip a European army. During the bid-
ding, an engine manufacturer with good contacts to the defense minis-
try had succeeded in getting its engine stipulated in the design specifi-
cations. The tank producer therefore had no choice but to buy the en-
gines from this particular supplier. To make matters worse, the quantity 
required by the tank maker was very small compared to the number 
purchased by truck manufacturers, who basically used the same engine. 

A purchasing project was nevertheless set up to address this seemingly 
hopeless situation. First of all, the unit prices paid by truck manufactur-
ers for comparable engines were researched. The difference was found 
to be 25 percent. The engine manufacturer was confronted with this 
fact but (understandably) saw no reason to go down with the price. 
Only when the tank producer presented a portfolio of future armament 
programs, indicating that these offered the possibility for further coop-
eration, was the engine maker prepared to reconsider. The price was 
eventually reduced by 18 percent. 

D3
 Spend transparency  

Like parched travelers in the desert who chase after every mirage, many 
companies engage in massive SAP or Oracle projects, in the hopes of 
achieving a perfect integrated solution that can supply any desired corpo-
rate data at the press of a button. In this time of constant mergers and 
acquisitions, however, it is simply not possible to achieve the goal in this 
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way. Large-scale IT projects will always lag behind corporate reality, and 
especially in the post-merger phase will never answer the question that 
most interests purchasing – who buys what from which supplier?  

What is needed is an alternative solution that can provide precisely this 
information with the aid of a purchasing data cube using the three dimen-
sions of “location,” “product,” and “supplier.” The cube enables intersec-
tions to be made on all planes, and allows initial fundamental analyses to 
be carried out, e.g. identification of bundling potential between sites, 
comparisons of the number of suppliers, or the proportion of sourcing in 
countries with high cost factors. All the data needed for creating this sort 
of cube can already be found in the internal system. The cube itself can 
be created using various methods.  

The choice of tools depends on the complexity of the company and the 
desired sustainability of the cube. If the company has a homogenous, un-
complicated structure, the data needed for the cube can normally be re-
trieved from existing systems using standard interfaces. In cases of this 
kind, the only tool normally needed is a standard spreadsheet program.  

In heterogeneous and complex companies, on the other hand, highly so-
phisticated tools are often required. Many companies only produce a 
small volume on the basis of parts lists; these companies have much 
higher expectations with regard to data transparency. This is often ac-
companied by the wish to “dynamize” the cube, i.e. to update the data it 
contains at periodic intervals (often monthly). Thus, the cube acquires 
great importance as a management tool. As a periodically updated tool, it 
allows the tracking of purchasing at individual sites. In addition, purchas-
ing management can use it to monitor compliance with master agree-
ments. A purchasing data cube’s capabilities can vary widely, with the ex-
pense involved differing accordingly.  
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Case example: Energy supplier 

Based on SAP-BW technology, the purchasing data cube of a major 
energy supplier supports standardization at suppliers as well as consoli-
dation of data through the use of innovative tools. Users can access the 
data via a web application. Data access is regulated by a strict authori-
zation system.  

The purchasing data cube has a highly impressive range of capabilities: 

 Collection of local sourcing data in eleven languages from 26 
physical ERP systems with data from 96 accounting groups. 

 30 gigabytes of data on twelve million invoices. 

 Comparison/validation of data with P&L, balance sheets and ac-
counts payable. 

 220,000 suppliers with parent-subsidiary relationships standard-
ized to 54,000. 

 25,000 material groups manually assigned to 270 eCl@ss cate-
gories. 

 Numerous standard reports available. 
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D4  Standardization  

Almost since industrialization first started, industrial standards have existed 
in Europe and the USA for small parts such as spacers, distance sleeves, 
slide bearings, insulating sleeves, nuts, finishing washers, quick connec-
tors, screws, bolts, circlips, drive fasteners and washers. So why do we see 
a huge increase in the use of non-standard parts? 

This question is also being asked by plant managers, who face increasing 
difficulties in finding the space for the enormous number of containers 
required, each holding a different type of small part. Standardization, i.e. 
striving to use as many standard parts as possible is an antidote to this 
trend. The savings that can be realized in material costs, production, ser-
vice and logistics are obvious. Ultimately, this approach matches the idea 
behind introducing industrial standards in the first place, namely to make 
life easier for engineers.  

The process of standardization is easy to manage. The first step is to iden-
tify parts or groups of parts that can be replaced by standard parts. This is 
followed by selection of standard parts best suited for the job based on 
simple substitution criteria, i.e. similarities in material, material properties, 
dimensions and tolerances, comparability of surface coatings, and similar 
or enhanced functionality. 

Standardization programs tend to face a number of obstacles. Here are 
some of the objections frequently heard: 

 “Every technical change also means changes to the drawings, and 
that will take too much time.” 

 “Small parts are parts with very low costs, so it’s not worth making 
any changes.” 
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 “The customers don’t want changes; we would have to get every 
single change approved by customers.” 

 “To implement standardization, we would have to make major 
changes to our processes.” 

The most powerful lever for overcoming these obstacles is to bundle all 
the standardization ideas into one big program. This usually allows a con-
vincing volume of savings to be achieved, and hence an acceptable ROI.  

Case example: Purchasing of small parts in the aviation industry 

An American company makes turbines for winged aircraft and helicop-
ters. The small parts are characterized by great diversity and small pur-
chasing volumes. They are used both in production and as spare parts 
for resale to airlines and servicing firms.  

There are many barriers to the purchasing of small parts in the aviation 
industry. Various official regulations have to be met, such as the Fas-
tener Quality Act, FAA guidelines and Defense Department guidelines. 
In addition, there are internal guidelines that have to be fulfilled in the 
event of a change of supplier, including tests and certifications. To 
make matters yet more complicated, various industrial standards come 
into play, such as AN, AS, BAS, MS and NAS.  

A brief analysis of the parts lists showed that more than 6,000 active 
small parts were in use, either in design and production or as spare 
parts. For around 70 percent of these parts, there was no correspond-
ing industrial standard at all. Benchmarking against the leading com-
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panies in the industry revealed that only 40 percent still had specially 
made parts. As a result, a standardization program was launched. An 
interdisciplinary team made up of personnel from purchasing, engineer-
ing and quality reviewed over a thousand drawings to identify which of 
the specially produced parts could be replaced by standard ones.  

A key factor for rapid implementation of the program was use of the 
“Part Substitution List (PSL)”, which enabled FAA requirements to be ful-
filled. The outcome of the standardization process was the replacement 
of over 30 percent of specially made parts by standard ones. And as a 
result, material costs for small parts fell by 25 percent. 

D5  Complexity reduction 

A number of studies have demonstrated a negative correlation between a 
company’s complexity and its earnings performance. What applies at the 
overarching corporate level applies equally to product complexity, and 
hence to interaction with suppliers. 

More and more companies find themselves beset by the effects of increas-
ing product complexity. The drivers of this development are diverse, and 
include the wish to meet differing customer needs, shorter product life-
cycles, high innovation rates, and sometimes also a lack of discipline in 
development and product management. Consequently, it is virtually im-
possible to obtain volume-based concessions from suppliers.  

When it comes to bringing product complexity under control in a system-
atic manner, a four-step approach has proved useful:  
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1. Production of variant trees: The aim is to generate transparency and 
help explain the complexity existing within product groups. To this 
end, the factors driving complexity are identified. In the case of 
gearboxes, for example, these factors are as follows: 

□ Type – Manual, automatic or double-clutch gearbox. 

□ Mode of installation – Lengthwise, transverse or rear engine. 

□ Performance range – Torque above or below 300 Nm. 

In this example, around 50 complexity drivers can be found. The ex-
isting gearboxes are then depicted in a tree structure, in accordance 
with their complexity drivers. The variant trees are enriched with addi-
tional data (e.g. prices of parts, quantities, warranty costs, etc.), so 
that a complete visualization is available by the end of the first step.  

2. Creation of a maximum scenario: This involves recognizing similar 
variants within the variant tree and identifying potential through 
amalgamation or elimination.  

3. Creation of a business case: In this step, the cost savings potential 
and income effects are compared with investment and resource re-
quirements. A fact-based decision can then be taken on the basis of 
the business case. 

4. Creation of an action plan: Interdisciplinary discussions are held be-
tween product management, sales, R&D, production and purchasing. 
Decisions are then taken with regard to detailed complexity reduction 
measures and the production of an implementation plan. 

These measures enable purchasing to buy fewer parts with higher volumes 
in future. Savings are achieved not only by purchasing, thanks to better 
purchasing prices, but also by R&D, production and logistics.  
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Case example: Complexity reduction at a manufacturer of heating 
systems 

The portfolio of bought-in hot water accumulators at a manufacturer of 
heating systems grew over time as the various brands of the group prolif-
erated. Prior to a purchasing project, there was no systematic attempt or 
initiative to curb the diversity of products. A first-time collection of data on 
the purchasing group revealed 293 material numbers, with products pur-
chased from 15 different suppliers. While that did not sound good, it did 
not yet allow a final judgement. Thus, the next step was to make the prod-
uct groups and variants comparable with one other. With the aid of a 
uniform classification, a variant tree was drawn up. 

On the basis of the classification and the variant tree, it was now possi-
ble to analyze prices for the first time. The very first comparisons of 
identically classified material numbers revealed significant price differ-
ences. The sourcing category team began by identifying variants that 
could be eliminated in the product range. It found, for example, that 
one variant had been sold to customers only eight times in a calendar 
year. Yet despite this low turnover, there was even a marketing leaflet 
available for the product. Ultimately, in consultation with marketing, a 
total of one third of the variants was identified as being dispensable 
without any loss of choice for the customers. This was accompanied by 
cutting the number of suppliers from 15 to 9. The resulting savings from 
this relatively simple and quick measure amounted to one million US 
dollars, not including further effects from simplified handling and re-
duced volume of product literature. 
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D6  Process benchmark  

Process benchmark is best used for products characterized by numerous, 
relatively simple and clearly defined processes. If possible, these processes 
should also be available individually on the market. A good example are 
turned parts, where it is possible to easily switch between individual steps 
such as cutting, bending, turning, surface finishing, coating, etc. The best 
time for process benchmark is during the tendering phase for a product. 
Along with their normal bids, suppliers are also requested to offer detailed 
costs for each individual processing step (e.g. surface treatment of turned 
parts). Based on this information, purchasing can then negotiate directly 
with suppliers with regard to process costs.  

The procedure for identifying savings potential by benchmarking the pro-
duction processes comprises four steps: 

1. Preparation for benchmarking: First, it is necessary to identify the 
production steps that most strongly impact the product price. At the 
same time, one must identify the suppliers to be invited to take part 
in the process benchmark. These may include both existing suppli-
ers and new ones.  

2. Involvement of the suppliers: As the next step, an invitation to ten-
der is sent out to the already defined suppliers. The invitation in-
cludes questionnaires on the cost and time required for individual 
process steps.  

3. Identification of best practice costs: The offers from the various sup-
pliers are compared in detail. One first checks to see which produc-
tion steps are the main cost drivers. Summing up the least expensive 
production steps, together with comparing external data sources, 
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determines the best practice process. The difference between each 
supplier’s process costs and best practice is computed, and this de-
termines the amount of potential savings.  

4. Implementation of savings potential: Part of the savings potential is 
achieved directly in negotiations with suppliers. In the case of com-
plex changes in production processes, the suppliers must submit an 
implementation plan.  

For purchasing, the benefits of process benchmark are a high level of 
price transparency and fact-based decision-making. Knowing the suppli-
ers’ production processes and the costs associated with them is an aid for 
negotiations, which can be conducted in a more substantive and targeted 
manner. The database of best practice process costs created during the 
benchmarking procedure can also help determine future target prices for 
new products. A crucial factor for successful process benchmark is the in-
volvement of production and engineering at an early stage.  

Case example: Purchasing of structural components for aircrafts 

In the production of passenger aircrafts, components made of compos-
ites are increasingly replacing those made of aluminum alloys. Apart 
from their lower weight, the big advantage of composites is the ability 
to produce large, complex components all in one piece, where a large 
number of aluminum parts would previously have been necessary. 
Given that aircraft manufacturers still have limited experience with this 
technology, one company decided to conduct process benchmark as part 
of tendering for structural components for a new range of aircraft. A 
process-benchmarking questionnaire was included in the request for a 
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“conventional” product-price bid. Disclosure of costs for individual proc-
ess steps by suppliers was a precondition for acceptance of their offers.  

One of the new suppliers surprised the company with unexpectedly low 
costs for the process steps “cutting” and “fiber positioning”. On query-
ing these prices, it emerged that the supplier had been able to use 
automation to accelerate production and maximize use of material. 

These prices then became the basis for comparing process costs and 
calculating guideline figures. The results of the procedure were put to 
double use in negotiations with suppliers. First, it was possible to deter-
mine new target prices on the basis of the lowest costs per process step; 
second, suppliers were made aware of the possibility of automating the 
processes of cutting and fiber positioning. The new supplier responsible 
for providing this information was chosen as the top partner for the fu-
ture and is being awarded successively bigger orders. 

D7  Design for manufacture 

Design for manufacture is a systematic method for designing products so 
that they are easy and cheap to produce. The method consists of four 
steps: 

 Analysis of the costs of manufacturing a product: First, all the pre-
material and processing costs have to be established in detail so as 
to identify the major cost blocks. 

 Generation of a cost driver tree: A cost driver tree is created as a 
means of analyzing the source of costs. 
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 Generation of recommendations for action: On the basis of the cost 
driver tree, ideas are generated for lower-cost design. 

 Implementation of the new, lower-cost design: In the course of cal-
culating the costs of the new product, the solutions with the highest 
savings are applied. 

Application of the design for manufacture procedure highlights strengths, 
weaknesses and success factors in the field of design. Besides purchasing, 
financial controlling, production, engineering and sales, all other stake-
holders should be involved right from the start, with everyone working to-
gether.  

Based on the experience gained in numerous projects, five main factors 
have been identified for ensuring successful design for manufacture ac-
tivities:  

 The work must only be started when the detailed cost structure is 
known. 

 Suppliers must be closely involved in the design for manufacture 
process so that their ideas can be included. 

 All the departments involved must understand the needs and inter-
ests of the other departments. 

 Ideas without actual relevance to cost cutting should be dropped as 
quickly as possible. 

 The service to the customers must not be affected by cost reduc-
tions, either in perception or in scope. 
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Case example: Shift forks at a gearbox manufacturer  

A gearbox manufacturer wanted to reduce costs by changing specifica-
tions. A wide range of possibilities was discussed with the supplier in the 
context of a workshop. At present, some production steps involve mill-
ing, and parts are sent to another of the supplier’s plants in Romania 
for this purpose. One workshop-generated idea was to no longer pro-
duce the necessary holes by milling, but by stamping instead. It is of 
course impossible to achieve the same tolerances with stamping as with 
milling, but if the outcome is considered acceptable, cost reductions of 
15 percent can be attained. After consulting with R&D, the company 
began producing parts with stamped holes, which were exhaustively 
tested and ultimately approved for series production. 

D8
 Specification assessment 

R&D departments are continually learning. As raw material prices change, 
it often becomes evident that once the production processes in regular 
production are stabilized, smaller safety margins for tolerances are suffi-
cient. In the development process, compromises are sometimes made un-
der time pressure even though, on closer inspection, better solutions 
would have been available. In short, framework conditions change, and it 
therefore makes good sense to subject originally justified specifications to 
critical review and analysis from time to time. Specifications that are no 
longer necessary can be revised and adjusted in line with current needs.  

An important factor in this process is complete openness towards every kind 
of specification change. Specification assessment is normally conducted 
in a workshop-like process. The workshop participants should comprise 
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engineers, production experts, financial controllers, purchasers and sup-
pliers. This means that all aspects of a change in the specifications can be 
considered right away, thus avoiding protracted iteration loops.  

The analysis should begin by focusing on underlying customer require-
ments, since current specifications represent the original solution for meet-
ing these requirements. Thus, the specification analysis process enquires 
whether these requirements could also be met by modified specifications, 
e.g. using another material, another thickness or different tolerances – 
especially in light of changing framework conditions or additional infor-
mation acquired. The main focus of the analysis will naturally be on those 
specifications mainly responsible for driving costs. But a number of 
smaller changes can also lead to considerable cost savings, especially if 
they are easy to implement. Following the workshop, an evaluation of sav-
ings is carried out, and a business case is produced.  

Case example: A gearbox manufacturer 

Because of a sharp rise in extra costs for alloys on the raw materials 
side, material specifications were subjected to systematic review by a 
gearbox manufacturer. During the development phase, the material 
18CrNiMo7-6 had been chosen for use in a drive shaft over the mate-
rial 20MnCrS5, on account of its slightly better performance. At the 
time, this decision was correct and reasonable. In recent years, how-
ever, the alloy surcharge per metric ton of 18CrNiMo7-6 has risen by 
500 US dollars more than for 20MnCrS5. Given a drive shaft weighing 
7 kg, the use of 20MnCrS5 thus produces a cost savings of 3.5 US dol-
lars, or 25%. The drive shaft with the alternative material was tested and 
approved for use.  
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E1  Global sourcing 

Try the following: First, mark the headquarters of randomly selected major 
companies on a map, and then enter the locations of their active suppliers 
as well. This will reveal the following phenomenon: Companies situated 
more towards the middle of a country are more or less surrounded by a 
circle of suppliers. In the case of companies close to the border, the sup-
pliers form a rough semicircle. In other words, German companies still 
tend to use mostly German suppliers, just as French companies continue 
to use mostly French suppliers. Thus, we can reasonably conclude that it is 
not always the best supplier for the job who actually gets the contract. 

This is where global sourcing comes in: by pushing open the door to the 
international supplier market. The core elements of global sourcing are 
utilization of the worldwide supplier market and the issuance of offer-
solicitation documents designed for international use.  

Nowadays, identifying suppliers throughout the world has become a great 
deal easier thanks to the supplier directories available on the internet. 
Provided it is done professionally, the goal of purchasing should be no 
less than to identify all potential suppliers throughout the world. It is not 
unusual these days to send inquiries to 5,000 suppliers or more for just a 
single product group.  

The primary language of purchasing is English. Therefore all documents 
used by purchasing in its interaction with suppliers must be in correct and 
clearly comprehensible English. This applies to image brochures as well as 
quotation forms, drawings, specifications, standards and business terms. 

In addition to these “hard factors,” the parties involved must also be open 
to doing business with suppliers from other cultures. 



132  4 The Purchasing ChessboardTM 

Case example: The very first global sourcing project 

The global sourcing project launched by GM/Opel in the mid-1980s 
is both renowned and notorious. This was the first project in the world 
to achieve massive savings for a company through the globalization of 
purchasing. The success of the project was built on the following cor-
nerstones: 

 Greater attention to purchasing by the managing board 

During the project, Ignacio López, who headed the global sourc-
ing project, was given a seat on the managing board. He was 
thus one of the first, if not the very first, purchasing executives to 
be made a member of the board of directors anywhere in the 
world. This sent a clear signal to all parties, both within the com-
pany and amongst suppliers, that purchasing was serious busi-
ness. Purchasing subsequently acquired a completely new status, 
with a much stronger focus being placed on suppliers.  

 Breaking traditional supplier relationships wide open 

Relationships between purchasers and suppliers, which often 
went back many years, were put under the spotlight. One of the 
most effective methods was to rotate the responsibilities of the 
purchasing staff. As one of the parties involved remarked at the 
time: “Savings of five percent could already be achieved simply 
by shifting the responsibility for suppliers.” 



4 The Purchasing ChessboardTM 133 

 New challenge for suppliers: International competition 

In the GM/Opel global sourcing project, the international sup-
plier market was systematically studied and addressed for the first 
time. For larger procurement volumes, purchasers located in the 
various national markets were instructed to obtain offers from 
their regular, local suppliers. These offers were compared with 
one another in a strategy known as “global competition.” This 
approach naturally played to the professional pride and ambition 
of purchasers. Each one hoped that the supplier he had nomi-
nated would be victorious. The result was that negotiations be-
tween purchasers and “their” suppliers were correspondingly fo-
cused and tough. 

The long-term effects of the upgrade in status of purchasing at auto-
motive suppliers and in the European auto industry has been de-
scribed as follows by one German auto executive: “No one in the in-
dustry, and especially no supplier, will openly admit that López was a 
good thing for all parties. But just look back at the situation in the late 
1980s. The entire European industry was coming under massive pres-
sure from Japan. The global sourcing project came just in time to 
make the whole industry leaner, faster, more innovative and more 
competitive. The fact that we, and all other European OEMs, are still 
in relatively good shape is largely due to the measures taken by Opel 
at that time. Without López’s global sourcing project, the industry 
would be far worse off today.” 
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E2
 Make or buy 

According to a rule of thumb, activities that constitute a company’s core 
competence or that are based on a sustainable cost advantage should be 
performed internally.  

Core competencies can be recognized on the basis of two criteria:  

 First, it is necessary to ascertain whether or not a certain product or 
process is strategically important for the company. Strategically im-
portant products or processes are those that embody a proprietary 
technology or have high customer value. One way of measuring 
strategic importance is to determine the R&D expenditure on the 
product concerned. 

 The second criterion is of an operative nature, namely the extent to 
which the company’s own abilities to produce a particular product 
are better than those of other existing suppliers. This “operative per-
formance” can be assessed on the basis of three factors: process 
reliability, service, and product quality. Important indicators in this 
regard are the number of (internal) complaints or the fault rate for 
certain products. The criterion of operative performance also meas-
ures the extent to which suppliers or production capacities are 
available in sufficient numbers/quantities. 

Competitiveness can be assessed on the basis of two criteria as well:  

 The first criterion involves evaluating the extent to which a process 
or product currently produced in-house is cost-efficient. This can be 
done by comparing the company’s own cost structure with that of 
alternative sources. In this context, a high degree of “costing hon-
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esty” is necessary. Especially when it comes to the valuation of ac-
tivities performed in-house, it frequently happens that cost-
effectiveness is rated too optimistically through failure to ade-
quately factor in overhead. This criterion also includes assessing the 
rate of internal capacity utilization and how, in the event of under-
utilization, in-sourcing can serve as a lever. 

 Besides cost-effectiveness, the second criterion for evaluating com-
petitiveness is the extent to which the cost item can be improved. This 
question calls for an objective analysis of profitability. As soon as a 
gap is found between the in-house cost and the outsourcing possibil-
ity, an assessment is made of how the profitability gap can be closed. 

Case example: Assembly of printed circuit boards 

A maker of technologically advanced household appliances recognized 
the importance of electronics early on. Already in the 1980s, the com-
pany was one of the first to change over from electro-mechanical to 
fully electronic controls. This gave it an enormous image boost in the 
eyes of both customers and sales representatives, who serve as crucial 
marketing intermediaries. 

Since those pioneering days, the company has maintained an extensive 
production capability for electronic components, at the heart of which 
are automatic placement machines for assembling printed circuit 
boards. These machines had pride of place in factory tours sponsored 
by the company, which were intended to impress sales representatives 
of the company’s competence in electronics. The value of the machines 
was virtually never questioned. 
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As part of a purchasing project, the prices for electronic components 
assembled by the automatic placement machines were subjected to ex-
ternal comparison. This revealed that the company’s own component 
prices were often many times higher than market prices, and that the 
components themselves belonged to an aging generation. 

On closer examination, the company found that maintaining its own 
automatic placement machines was actually a burden. The expensive 
machines were working well below capacity, and were thus kept in op-
eration roughly twice as long as those at EMS (electronic manufacturing 
services) specialists such as Flextronics International. The in-house elec-
tronics developers had simply accepted this situation, ignored techno-
logical advances on the international market, and designed controls 
that fit the existing placement machines. Purchasing, on the other hand, 
was left to struggle with a negligibly small number of units compared to 
those of EMS suppliers.  

Thus, a former core competence had turned into a competitive disad-
vantage. Given these facts, company management quickly took the ne-
cessary corrective action. 

E3
 Supplier market intelligence 

As a strategically important department, purchasing must have thorough 
knowledge of the supplier market and must update this knowledge at 
regular intervals. Systematic supplier market intelligence is therefore one 
of purchasing’s core tasks. Supplier market intelligence can be divided 
into two major areas:  
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 Existing suppliers: The procurement, analysis and interpretation of 
internal and external information on existing suppliers. Internal in-
formation should comprise not only purely cost-oriented figures 
(e.g. sourcing volumes, price development, etc.), but also key fig-
ures on supply capability, quality, results and innovation. Internal in-
formation should be supplemented by external data such as credit 
and press information. Another important aspect of supplier market 
intelligence is keeping an eye on the supplier market, for instance 
by attending trade fairs to obtain a first-hand perspective. 

 New suppliers: Supplier market intelligence also has the goal of ob-
taining information about new suppliers. The aim is to be up to date 
on the latest developments on the market. External supplier market 
intelligence is done through the ad-hoc use of external supplier data-
bases (e.g. http://www.alibaba.com), the creation of a web-based 
supplier portal and the establishment of an international sourcing 
office. 

Regardless of whether the information is available externally or internally, 
an important factor in successful supplier market intelligence is the sys-
tematic gathering of supplier information, ideally in the form of a central 
supplier database. In this respect, purchasing can learn from marketing: 
By analogy with “customer relationship management” (CRM), systematic 
supplier market intelligence requires “supplier relationship management” 
(SRM). The key is that relevant information be systematically collected, en-
tered and evaluated, so that it can be used by the responsible member of 
the purchasing staff. 
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Case example: Establishment/utilization of an international 
sourcing office in China 

A medium-sized plant manufacturer wanted to increase the purchasing 
volume from China used in its European production. The reasons for 
this were increasing cost pressures and the fact that previous tendering 
processes (in which mostly West-European suppliers had taken part) 
had not resulted in significant extra savings. It was decided to remedy 
the lack of knowledge of the Chinese supplier market by setting up a 
local sourcing office in China.  

Two years after the office was opened, the volume purchased from 
China was still next to nothing. An investigation of the causes revealed 
the following: A former project manager who had already overseen a 
plant opening in China had been sent to head the sourcing office. One 
of the stipulations he was given was that the sourcing office should be 
self-supporting within two years. However, due to his insufficient knowl-
edge of the language, he was unable to use local information sources 
or events to identify suppliers. Moreover, there was no organizational 
link between the purchasing office in China and the European purchas-
ing organization. In fact, European Purchasing hardly made any use of 
offers from China, merely employing them as “stick” to threaten existing 
suppliers. Consequently, there was no way for the anticipated cost ad-
vantages to be achieved.  

After two years, the purchasing strategy in China was reviewed. The 
Chinese sourcing office was greatly expanded by recruiting ten local em-
ployees. In addition, the performance-related pay for engineering and 
purchasing personnel in Europe was tied to an increase in the volume 
sourced from China. Thus, after another two years, the volume purcha-
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sed from China now accounts for around 20 percent of total procure-
ment. Cost advantages (after transport, import duties, insurance) of up 
to 40 percent have been realized with regard to bought-in parts. 

E4
 RFI/RFP process 

The first step of the process is to obtain a small amount of key information 
from a large number of theoretically capable suppliers using RFIs (re-
quests for information). The next step is to obtain highly detailed informa-
tion from a small number of interested, qualified suppliers using RFPs (re-
quests for proposal). 

The RFI/RFP process has become part of the basic repertoire of purchas-
ers, who have gained wide-ranging experience in its use. Nonetheless, 
there still seems to be room for improvement in its application.  

An RFI should be as concise and simple as possible. It typically consists of 
three parts:  

 A cover letter to introduce the inquiring company and arouse inter-
est on the part of the supplier. 

 A general section typically the same for all RFIs, requesting details 
about a small number of key aspects, such as sales, employee 
numbers and customer referrals. 

 A section specifically relating to the sourcing category(s) concerned. 
This includes a limited number of questions that enable the inquir-
ing company to determine whether the supplier can meet specifica-
tions and is interested in an RFP. 
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The main goal of the RFI is to achieve the highest response rate possible. 
The RFI should therefore be structured so that it can be completed by a 
member of the supplier’s staff in a matter of minutes. As many questions 
as possible should be answerable simply by being checked off. One mis-
take frequently observed in the design of RFIs: pages and pages of ques-
tions that sometimes resemble a commercial or technical audit! 

This RFI is then sent to the maximum possible number of potential suppli-
ers of the goods in question. The list of potential suppliers should be 
based on a wide variety of sources and resources, e.g. databases, internet 
research, known suppliers. Formerly, RFIs were sent manually by fax. To-
day, more elegant methods are available, e.g. email or the use of profes-
sional fax services. 

The RFI has two main functions. First, to obtain basic information from 
suppliers concerning their product range, capabilities, customer refer-
ences and technologies. This data then provides a basis for selecting the 
suppliers to whom an RFP will be sent. Second, the RFI has a communica-
tive function. Sending the RFI to a large number of targets communicates 
to a broad audience that new suppliers are being sought. This has the 
effect of waking up the competition at an early stage of the sourcing 
process. Thus, it can produce a speedy improvement in negotiating posi-
tion, especially on the part of existing suppliers.  

Using the RFI responses as a basis, one then selects the suppliers who will 
receive an RFP along with relevant technical data. In producing the RFP, 
care should be taken to avoid tying up suppliers’ resources. Suppliers do 
not have an unlimited number of engineers and cost accountants at their 
disposal, and have to prioritize their deployment. It is therefore critical to 
make the RFP as supplier-friendly as possible.  
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A key component of the RFP process is a clearly structured proposal sheet 
that lists required parts, with space for the supplier to enter its prices. It is 
important to clearly define what price level is being requested, i.e. on 
what delivery terms (ex works, DDP), with or without tooling costs, etc. The 
proposal sheet should be easy to understand and easy to complete, and 
should allow simple and systematic evaluation of responses.  

The proposal sheet should be accompanied by all the necessary techni-
cal information. This includes drawings for each part number, specifica-
tion or data sheets, as well as generally applicable technical standards. 
It is essential to ensure that the supplier can clearly identify what techni-
cal information refers to which component. Ideally, data files with tech-
nical drawings should have the same name as the parts being inquired 
about. Unclear inquiries are one of the most common reasons suppliers 
discontinue preparation of an offer and turn their attention to another 
inquiry instead. 

One should also remember to provide feedback to participating suppliers. 
Such feedback should be given immediately after an offer is received, and 
should compare the offer’s terms with those of existing suppliers. This 
gives offering suppliers the opportunity to improve their offer right at the 
start. Feedback is also important in that it ensures a supplier has under-
stood all the requirements. 

Finally, feedback should also be given to all those suppliers who were not 
invited to negotiate. Experience has shown that feedback provided to ex-
cluded suppliers is often inadequate. One should bear in mind that pre-
paring offers involves a great deal of time and effort. To ensure that ex-
cluded suppliers bid again in future (this time perhaps successfully), they 
must be given feedback as to why their offers were rejected. 
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Case example: Turnaround at a European-American truck maker 

Around the mid-1990s, a major truck maker (with worldwide output of 
some 60,000 units) began thinking about sustainably improving its 
margins. Although the truck business was subject to strong cyclical fluc-
tuations, some competitors were managing to stay in the black 
throughout the entire business cycle. This truck maker, by contrast, con-
sistently went into the red whenever business slackened, and only man-
aged to make a profit in years when demand was strong. Numerous 
discussions with external experts convinced top-management that a 
turnaround could be achieved with the aid of a purchasing project. It 
was decided that the entire procurement volume of some three billion 
US dollars should be made the subject of an RFI/RFP process, consist-
ing of five “waves” lasting six months each. 

In the planning phase, a management committee was set up to steer 
the purchasing initiative. This committee consisted of the COO, the 
Head of Purchasing and the Head of R&D, as well as those responsible 
for purchasing and R&D in key regions. Thus, the project enjoyed the 
full support of management. At the two main project sites, generously 
equipped workrooms were established where the team of in-house and 
external staff could collaborate full time. The relevance of the project 
was also underscored by additional measures: 

 For the launch of Wave 1 (plus each of the other waves), all per-
sonnel involved were gathered in one place. As the two main sites 
were located on different continents, this involved lots of travel. 

 The kick-off meeting was attended by the entire managing board. 
Each board member gave a presentation, highlighting the impor-
tance of the project for his/her sphere of responsibility. 
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 A two-day training course for participating personnel was held 
during each wave. 

 Project teams submitted weekly progress reports to the manage-
ment committee via video conferencing, whereby great weight 
was attached to regular attendance. The board members also 
took part regularly. 

 In negotiations with major suppliers, the board took on operative 
project tasks and cooperated smoothly with the responsible pro-
ject teams. 

For Wave 1, ten sourcing categories – Outer Skin, Injection Systems, 
Tires, Semi-Trailers, Forgings, Bearings, Brakes, Air-conditioning/Heat-
ing, Pneumatics and Pressings – were selected and assigned to three pro-
ject teams. Along with two project leaders, one team leader and two to 
three team members were assigned to each team. Altogether, the project 
comprised eleven to thirteen full-time employees of the truck maker.  

RFIs were sent to a total of 1,643 existing and new suppliers, mostly in 
Europe and North America. In line with the technology of the time, this 
meant dialing numbers on fax machines. A total of 671 responses were 
received from suppliers. 

The next step was to prepare the RFPs. Drawings and specifications 
were copied. An entire series of mini-production lines was set up for 
compiling the RFPs. Stacks of drawings and specifications were lined up 
side by side in long corridors. Team members walked along the rows, 
making up RFP packages for the suppliers. At that time, the term “RFP 
package” still indicated an actual physical object, with the packages 
being sent out in large cardboard boxes. 
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No fewer than 429 RFPs were dispatched in this way. Of these, 370 elic-
ited responses. During Wave 1, the whole team achieved savings of 
twelve percent on a volume of 350 million US dollars. Around two-thirds 
of these savings were a direct result of negotiations with existing suppli-
ers. The remaining third required a change of suppliers, and hence an 
approval process for the specific sourcing categories concerned. 

In view of the great success of Wave 1, management decided to 
broaden the project. Thanks to the savings achieved in Waves 1 to 5 
using the tools of the RFI/RFP process, the truck maker advanced from 
being one of the weakest players in the industry to a solid, mid-level 
competitor. 

E5
 Visible process organization (VPO)  

The past decade has seen a great deal of M&A activity in many industries. 
The large new companies that have resulted appear to fulfill many of the 
success factors postulated in the mid-1990s, e.g. global presence, com-
prehensive product and brand portfolios, and especially critical mass. 
Nevertheless, the conglomerates created through these mergers and ac-
quisitions are often less profitable than smaller niche players. How come? 

One reason is that niche players have simple decision-making structures 
and usually know their customers well. Large groups of companies, on the 
other hand, have complex hierarchies and have to meet a wide range of 
customer needs using intricate internal and external production networks. 

In response, many large companies have taken steps to improve their syn-
ergy potential. In the pharmaceutical industry for instance, a number of 
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firms have used M&As to replenish their product pipelines and thus boost 
competitiveness. Through the use of platform and shared-part strategies, 
the auto industry has succeeded in standardizing those parts that are not 
visible to end-customers, across product lines and even across brands. 
These measures allow product development times to be significantly re-
duced, while model variety can be increased. 

Thus, determined efforts are being made to tackle technical complexity by 
means of standardization. However, reduced technical complexity leads 
directly to an increase in management complexity: In a company with sev-
eral divisions already using shared parts, it becomes difficult to coordinate 
market demand with the production resources installed at the company’s 
own plants and at suppliers. This coordination has to take place not only 
among the functions for a given division (purchasing, production, and 
sales/marketing), but also among all the divisions within a single function. 
Unless this is done successfully, one cannot ensure, for instance, that the 
purchasing departments of all the functions involved are able to forward 
useful demand information to a shared supplier. 

Managers regularly complain that coordinating market demand with pro-
duction resources within the group works poorly in practice. As a rule, 
planning processes are sequentially structured, and seek to produce a 
precise and sustainable plan for departmental silos for the coming plan-
ning period (typically from two to six months). The sub-plans created by 
the departments and divisions involved are only aggregated once during 
the entire planning period. If events occur during the period that run 
counter to plan, the corporate culture often causes them to be ignored 
until it is too late.  

Having to admit that a plan needs to be changed is seen as a personal 
failure by many. Thus, departments often stick to their plan, despite obvi-
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ous deficiencies, until the discrepancies become so great that the entire 
plan must be scrapped. By then, however, the decision backlog has be-
come so long that no single department is able to affect a solution. The 
outcome is that a problematic package is escalated to group top-man-
agement. Due to lack of detailed knowledge, however, the group’s top-
management may also be unable to find a decision beneficial to the busi-
ness as a whole.  

Visible process organization (VPO) is an innovative model that can turn 
the black box of “operations” into an efficient and effective organization 
whose processes are transparent and whose decisions can be taken in 
real time. Thus, it enables the company to respond quickly and effectively 
to changes in customer demand, in the supplier market or in the competi-
tive environment as a whole. Visible process organizations are closely 
modeled on the Mission Control Center of NASA. After a detailed study of 
the Johnson Space Center in Houston, a team of A.T. Kearney consultants 
identified the following success factors for NASA process management: 

 Permanent deployment of decision makers in one place: From lift-off 
in Cape Canaveral all the way to landing, space missions are man-
aged by the Mission Control Center. The Mission Control Center it-
self is manned with one representative for each of the critical disci-
plines, e.g. Propulsion, Navigation, Systems, Payload and Communi-
cations. Each Mission Controller in turn is just the “tip of an iceberg,” 
and is backed up by support teams of up to 1,000 staff. 

 Dynamic re-planning process: NASA process management is de-
signed to continuously monitor complex data streams for unfore-
seen events. If such events occur, they are immediately evaluated by 
the Mission Control team in terms of import and urgency. If need 
be, adjustments are made to the plan. As NASA puts it: “We are not 
in the planning business – we are in the re-planning business.” 
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 Rule-based decisions: Clear, pragmatic decision-making rules are 
in place for handling the most critical situations. These rules ensure 
that the Mission Control Center focuses on solutions when under 
time pressure, rather than engaging in abstract discussions. 

 Delegation of decision-making powers to the Mission Control team: 
NASA’s top-management delegates full decision-making compe-
tence for a mission to the Control Center. Any subsequent interven-
tion will be in accordance with the decision-making rules. 

Based on A.T. Kearney’s experience, the following are critical success fac-
tors for the introduction of VPO: 

 Focus and commitment by top-management. 

 Selection of the VPO team. 

 Concomitant change management. 

The introduction of VPO will inevitably engender resistance within a com-
pany. VPO can be misunderstood as a centralistic approach. Particular 
departments may shun the transparency associated with VPO. Employees 
may refuse to move their office or to work in the open-office atmosphere 
of a VPO room. All these reservations can cause a VPO project to foun-
der. It is therefore crucial to obtain total commitment from the group’s 
top-management even before the project begins. Unity among the 
group’s top-management will keep the project’s launch on course even 
during critical phases. 

The group’s top-management needs to be aware that they are setting a 
milestone for the entire industry by opting for VPO. As a member of a ma-
jor automotive group’s management put it: “VPO will be the defining or-
ganizational structure for the group during the next ten years. It will assist 
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us in translating the benefits of our platform and shared-parts strategy into 
corporate success.” 

The selection of the VPO team is of key importance. Besides their profes-
sional expertise, ideal candidates should be highly regarded within their 
regular work spheres and have strong team-working skills. Especially the 
selection of initial team members should be done under the supervision of 
experienced HR experts. Appointment to the team should be seen as a 
unique distinction within the company and as a positive career move. 

Change management for the introduction of VPO should be supported by 
specialists with experience in both the organization and operation of mis-
sion control centers in space travel or similar fields. This will ensure that 
the VPO team can continually refer to the relevant benchmarks when de-
fining modes of operation. In fact, A.T. Kearney sometimes enlists the ser-
vices of NASA experts in its VPO projects. 

Case example: Automaker  

Contrary to an automaker’s plan, the demand for diesel cars turned out 
to be far greater than anticipated, and suppliers were unable to deliver 
enough injection pumps. The board therefore decided to undertake 
sales promotion to at least maintain the current turnover on markets 
that prefer gasoline-powered cars (North America). These measures 
proved successful, and demand in the US actually increased. However, 
the proportion of vehicles ordered with air-conditioning was significantly 
higher in the US than in Germany. In addition to the shortage of diesel 
engines, there was now also a shortfall in A/C units. These homemade 
bottlenecks meant that even moderate fluctuations in market demand 
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had a serious impact on the automaker. The amplitude of demand fluc-
tuation increased further along the supply chain in the direction of sup-
pliers, until all that the latter received was a kind of meaningless “back-
ground noise.” As a result, suppliers were forced to maintain a high 
safety margin in their stocks in order to deliver on time.  

The visible process organization (VPO) devised by A.T. Kearney, with its 
ability to take rapid decisions based on real-time information, allowed 
the level of stocks and inventories (along with the capital they represent) 
to be substantially reduced. At the same time, VPO helped avoid bot-
tlenecks and led to higher sales. As soon as the VPO team learned that 
demand for diesel engines was rising, for example, it could pass this 
information on to procurement, production and logistics, as well as to 
suppliers. The introduction of VPO therefore allowed the automaker to 
solve its homemade problems once and for all, saving two billion euros 
per year in uncertainty costs. 

E6
 Collaborative capacity management  

Capacity management was an important topic in production even when 
machine utilization was still managed by card systems. Today, internet 
applications are available to handle capacity management between com-
panies and external suppliers, with the ability to support all relevant proc-
esses over time and for a broad range of parts. 

Collaborative capacity management enables continuous communication 
and collaboration among suppliers, purchasing and logistics. The key 
elements of collaborative capacity management are as follows: 
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 Internet-based communication of demand and capacities. 

 Assurance of critical capacities and simulation of production-
program scenarios. 

 Integration of the supplier into the program-planning process. 

Purchasing breaks down planned demand for a given period (usually six 
months) into smaller segments (usually several weeks) and loads this data 
onto the internet platform, usually updating it weekly. The suppliers up-
load their planned capacities onto the internet platform as well. A pro-
gram (also located on the internet platform) then compares planning de-
mand with planning capacities. If deviations are limited to a certain 
bandwidth, the program performs its own reconciliation. If deviations oc-
cur in excess of the bandwidth, the program calls for manual intervention.  

The early detection of potential bottlenecks reduces bottleneck costs such 
as special trips and increased parts costs, while also avoiding process 
costs on the part of the OEM and the supplier. 

Case example: Collaborative capacity management via the 
internet in the automotive industry 

A German automaker created a collaborative capacity management 
system using an internet platform. One critical factor proved to be 
choosing appropriate parts based on a parts selection strategy, since it 
is naturally impossible to keep track of all parts using a system of this 
kind. The automaker’s system ultimately focused on 1,500 parts that 
were used across brands, especially assemblies and gearboxes. In any 
one calendar year, these products alone gave rise to bottleneck costs of 
some 50 million US dollars. 
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This capacity management system brought about major changes within 
the company. The system’s targeted introduction within the company 
and at suppliers was supported by a change management project con-
sisting of the following: 

 Building understanding and acceptance within the organization. 

 Moderation and resolution of problem fields at external suppliers. 

 Ensuring utilization by purchasers. 

 Proactive identification and avoidance of “pitfalls” during use. 

 Proactive support and targeted development of improvements 
within a user group (internal users and suppliers). 

The system allowed impending bottlenecks to be recognized and dealt 
with more quickly. Following introduction of the system, bottleneck costs 
for the parts in question were reduced by up to 50 percent. 

E7
 Supplier tiering 

At any company, there are meaningful scopes of management responsi-
bility that should not be exceeded. Dividing responsibility over a corre-
sponding number of tiers allows even very large firms (100,000 employ-
ees and more) to be managed efficiently. Many companies also apply a 
similar tiering principle to managing suppliers.  

Supplier tiering originated in the auto industry and can be best understood 
in the context of automakers’ changing priorities over the last 40 years:  
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 1970s – The typical automaker was still characterized by strong ver-
tical integration, making practically all key vehicle components it-
self. 

 1980s – Under the pressure of recession and the oil crisis, auto-
makers sought to reduce volume risk and embarked on large-scale 
outsourcing of parts production to external suppliers. 

 1990s – The large number of suppliers – some automakers had 
2,000 or more – became almost unmanageable. Supplier tiering 
was therefore introduced, whereby automakers deliberately as-
signed responsibility for modules and systems to so-called “1st tier 
suppliers.” The latter acted as integrators, with the task of managing 
2nd tier suppliers and improving quality and efficiency. 

For purchasing, supplier tiering means finding the best structure in each 
particular case. In situations with a highly complex supplier landscape, it 
makes sense to follow the same path as the auto industry. On average, 
20 percent of suppliers are responsible for 80 percent of sourcing volume. 
Thus, an initial solution may be to make these 20 percent 1st tier suppliers. 

However, it is also possible to go the other way by actively managing 2nd 
tier suppliers of major modules or systems. 

Case example: Purchasing driver’s seats for trucks 

In a purchasing project at an international truck manufacturer, seats 
formed an important sourcing category. Purchasing passenger seats 
was generally a simple matter. In the case of the driver’s seats, how-
ever, there were major differences in requirements. In North America, 
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driver’s seats could be sourced relatively freely. In Europe, on the other 
hand, there was strong customer demand for driver’s seats from one 
particular supplier, which accounted for a share of over 90 percent. 

The construction of driver’s seats for trucks is far more complex than for 
cars. Truck driver’s seats are equipped with sophisticated shock absorb-
ers that resemble those on the truck chassis itself. Truck drivers spend 
almost their entire working lives on these seats. To protect them as 
much as possible from occupational ailments such as damaged bones 
and joints, driver’s seats are made to the highest safety standards.  

But let us return to the supplier with the 90 percent market share. Even 
after intense consultation with the marketing department, it appeared 
virtually impossible to reduce this percentage. In order to break the im-
passe, the truck maker set about tearing down the supplier’s seats into 
their constituent parts and asked the supplier for component prices. Be-
sides seats, the purchasing project also focused on shock absorbers. 
Thus, one obvious step was to integrate the seat supplier‘s sourcing 
volumes for these products with those of the truck maker. Bundling this 
demand with the much greater volume of the truck manufacturer 
worked miracles: The prices offered for driver’s seat shock absorbers 
were up to 80 percent lower than those charged previously. 

This savings potential was also interesting for the seat manufacturer, 
since it could be applied not only to seats made for the European-
American truck maker, but to practically all seats produced. In return 
for this and other savings proposals, the seat manufacturer granted a 
substantial price cut. The outcome of the project was that the truck 
maker could continue to use the preferred driver’s seats, but at a sig-
nificantly lower price – one with which the supplier was also still happy. 
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E8  Value chain reconfiguration 

Lego bricks have fascinated generations of children. The wonderful thing 
about them is that the same bricks can be used to build new things. Re-
configuring the value-creation chain works along the same lines. The aim 
is to create flexible, intra-company structures to fulfill specific customer 
needs along the entire value-creation chain, from raw materials all the 
way to the end-consumer.  

Reconfiguring the value chain involves seven steps: 

1. Defining and weighting the drivers of customer value and growth. 

2. Setting up a detailed value chain for the company. 

3. Identifying the dependencies of the customer-value drivers, and al-
locating them to the segments of the value chain. 

4. Allocating costs to the value chain. 

5. Breaking down the value chain into core and non-core activities. 

6. Screening various options: performing certain steps internally or out-
sourcing, omitting or leapfrogging them, and/or networking more 
closely with suppliers. 

7. Choosing the best options and implementing them. 

Using this approach, one sometimes finds that major technological ad-
vances enable key steps in the traditional value chain to be re-designed or 
dispensed with altogether. Examples are Dell’s simplification of computer 
sales through configuration by customers, or online selling by amazon.com, 
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which has revolutionized the book trade. In some cases, consumers are 
no longer prepared to pay for process steps that they can do themselves. 
Additionally, reduced transport costs and shorter transport times are in-
creasing flexibility in the way companies produce and sell products and 
services throughout the world. 

The goal of value chain reconfiguration is to acquire or maintain maximum 
control over key steps and processes, thus internalizing core competencies 
as a competitive advantage. At the same time, the aim is to have the least 
possible ownership of capital or assets involved in the value chain. 

Case example: The consumer goods industry  

Particularly in the consumer goods sector, new combinations of value 
steps that were once strictly separated between supplier and customer 
create countless opportunities for attractive new offerings, giving the cus-
tomer more than just a product at the right time. A good example is the 
collaboration between US white goods manufacturer Whirlpool and 
Procter & Gamble. Whirlpool had realized that customers were tired of 
having to take their clothes out for dry cleaning and pressing and paying 
high prices. Thus, a technical solution was developed: a closet that 
makes clothes fresh and wrinkle-free while still on the hanger. Without a 
partner to supply the appropriate agents for cleaning and deodorizing, 
the idea was only half-baked, however. So a partnership was established 
with P&G, and the two companies jointly enhanced the product further 
until it was market-ready. Naturally, success is never guaranteed, even 
with an ingenious idea and a synergy of two companies’ talents. One 
thing is certain, however: when two firms team up in their area of compe-
tency to create real customer value, the market is sure to reward them. 
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F1
 LCC sourcing  

“We want to become Number 1 in all sectors, everywhere in the world!” 
This seems to be the general goal in China today. Starting with raw mate-
rials and semi-finished goods, China is now building efficient industrial 
infrastructures all along the value chain. In many areas, however, the pro-
duction capacities in place already exceed domestic demand. Many com-
panies that invested in China hoping for a market of over a billion con-
sumers have had to learn this the hard way.  

One strategy a company can use to benefit from China’s growth is LCC 
(low cost country) sourcing. On average, manufacturing costs in China 
are 50 percent lower than in Western Europe. (In fact, China is only the 
most prominent example of a whole series of important low-cost coun-
tries, such as Brazil, Russia, India or Turkey.) However, anyone wanting to 
enter into serious collaboration with Chinese suppliers must overcome a 
number of barriers: 

 Being able to offer attractive volumes. 

 Identifying interested and qualified suppliers. 

 Identifying appropriate price levels. 

 Establishing a robust relationship at top-management level. 

 Overcoming internal resistance. 

 Managing operations and risks. 

 Overcoming cultural barriers. 
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The Chinese supplier market cannot be conquered with cautious test in-
quiries. Chinese companies are operating on a domestic market growing 
at double-digit rates every year. Potential European or American custom-
ers must offer genuinely attractive volumes that stoke the imagination of 
the Chinese entrepreneurs. Thus, when making inquiries, one should al-
ways offer attractively large volumes. 

Identifying interesting and qualified suppliers in China is challenging. Chi-
nese firms are bombarded day-in, day-out with inquiries from Europe and 
the USA. It is therefore essential to stand out in the crowd. One promising 
approach is to make initial contact with written documents in Mandarin, 
immediately followed up on the telephone by a native speaker.  

As soon as offers have been received, a process of intense negotiation will 
set in. The first offers from China are usually not far below European or 
American price levels. From the Chinese point of view, the mirror image 
of LCC sourcing is “selling to Europe at European price levels.” 

Once a price level has been found that is acceptable for both sides, the 
next step is for top-management to take a trip to China. Chinese entre-
preneurs want to actually see their counterparts. The establishment of a 
trusting and robust relationship is the best guarantee for overcoming all 
subsequent hurdles. 

The first obstacle that has to be overcome is an internal one. Internal us-
ers at the European or American company back home have to be con-
vinced of the validity of the Chinese offer. Here, a great deal of imagina-
tive thinking may be necessary. 

For managing operations, there is no practical alternative to establishing 
a purchasing office in China. Someone has to be present on the ground 
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at the Chinese supplier to ensure that quality standards are complied with 
and (for instance) that worn-out tools are replaced. In the first few months 
of production startup, an almost daily presence may be required, though 
this can later be reduced to a weekly rhythm. 

The final hurdles are cultural barriers. Genuinely close collaboration with 
Chinese suppliers will ultimately result in the European or American com-
pany becoming slightly more “Chinese,” while the Chinese supplier 
adopts something of the culture of its customers. 

Case example: Chinese plastic film supplier  

In the course of a purchasing project, the COO of a packaging pro-
ducer headed a delegation visiting attractive potential suppliers in 
China. For most of the delegation, this was their first professional trip to 
the “Middle Kingdom.” After visits to a number of suppliers of paper 
and printing inks, the mood of initial skepticism turned into one of 
amazement.  

The group first visited a paper factory located in a well-tended park 
on the banks of the Yangtze. The factory’s environmental concept was 
unmatched anywhere else in the world. The entire logistics of the fac-
tory were handled on the river so as to keep the nearby city free of 
heavy goods traffic. The effluent from the factory was so clean that it 
could be fed into the goldfish ponds in the park. An entire R&D de-
partment was dedicated to managing the upriver wood plantations as 
ecologically as possible. 
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A tour of one of the main plants of a leading Chinese supplier of plastic 
films was equally impressive. The production shops were bigger than 
those at any comparable producer in Europe. The machines more 
modern and the quality perfect. At the inevitable dinner with the host’s 
top-management, the COO mentioned a film technology that was 
completely new in Europe. The managing director responded that this 
technology was already in use by the Chinese company, though at a 
different plant located some 90 minutes’ drive away. As the delega-
tion’s schedule for the next day was already booked with visits to other 
suppliers, the managing director promptly ordered three limousines and 
insisted on accompanying the European delegation on a visit to the 
other plant. The group arrived shortly after midnight, and was wel-
comed by the plant manager, who had been roused from bed and now 
took them on a tour of the plant. 

On the drive back to the hotel, the COO was silent for a long time. 
Then he said what was on his mind: “What I’ve seen here in terms of 
equipment and product quality is better in every respect than anything 
the best European suppliers can offer. The prices are unbeatable. But 
what really won me over is the business-minded attitude of the man-
agement team. What European supplier would spontaneously set off 
with me on a three-hour drive to visit a plant in the middle of the 
night?” 

It will come as no surprise that this visit laid the foundations for close 
and successful cooperation with the Chinese plastic-film supplier. 
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F2
 Best shoring  

The expression “IT off-shoring”, i.e. the outsourcing of processes to other 
(geographically remote) regions first arose in connection with the large-
scale outsourcing of programming and software activities to low-cost soft-
ware firms in India in response to the Y2K computer threat. Among the 
main drivers for off-shoring were the cost advantages in India along with 
educational levels comparable to those in the West. 

The initial hype was soon followed by disillusionment, however: outsourc-
ing turned out to be more expensive than anticipated, time schedules were 
not met, cooperation proved difficult, and many companies were dissatis-
fied with the results. The reason for this failure was the one-dimensional 
nature of the outsourcing decision, which was based solely on costs and 
failed to account for other factors such as productivity, quality levels, op-
erating risks, manpower availability and cultural issues. 

The best-shoring strategy involves a comprehensive evaluation of which 
region or country a certain good or service should be produced in. Basi-
cally, there are three different types of best shoring: “On-shore” is produc-
tion of the good or service in the home region, where cost structures are 
similar. From the European point of view, “onshore” would mean Western 
European countries or, from the North American point of view, Canada 
and the USA. The second option is “near-shore.” This means manufactur-
ing a product in a region that is geographically and culturally close but 
offers major cost advantages. From the Western European point of view, 
this would especially include Eastern Europe and Turkey, and from a 
North American point of view, Mexico in particular. Finally, there is “off-
shore”, i.e. the production of goods or services in a region that is geo-
graphically distant. Traditional off-shoring countries are India, China, Ma-
laysia and the Philippines. 
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The best-shoring evaluation process selects the most favorable location by 
applying a comprehensive set of criteria, which include not only current 
cost effectiveness and scenario analyses, but also an assessment of service 
and quality levels, as well as the question of warranty:  

 The cost effectiveness analysis should encompass detailed consid-
eration of all relevant personnel costs. Apart from wages/salaries 
and payroll deductions, one should also factor in costs associated 
with the availability of qualified personnel, productivity issues, and 
possible wage increases. Many companies which shifted production 
processes to Eastern Europe underestimated the rate of subsequent 
pay increases, which in some regions were in the double-digits. Ex-
perience has shown that cost-effectiveness analyses tend to lowball 
the expenses involved in managing resources in the new region, as 
well as transaction costs for know-how transfer and training. 

 Besides cost effectiveness, it is also critical to evaluate service and 
quality. Managing service and quality is difficult over great distances 
and across cultural divides. Moreover, even in India, skilled person-
nel are by now in short supply. 

 A further aspect of evaluating locations is the possibility of making 
warranty claims. Warranty claims are virtually unknown in some 
low-cost countries. For some industries, moreover, damage or 
compensation claims can threaten the very survival of the business. 
Thus, the issue of warranty claims must be taken seriously. 

 Finally, the best-shoring strategy also includes analysis and assess-
ment of potential risks: difficult, emotionally fraught know-how 
transfer, high levels of personnel fluctuation, political instability, and 
the dangers of bundling risk at one location. 
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Case example: Relocation of a major German bank’s graphics 
and editing unit 

A major bank produced large quantities of German-language publica-
tions, e.g. advertising literature, employee newsletters, analyst reports, 
and customer presentations. Graphic processing and language editing 
was done by a single graphics and editing unit located in downtown 
Frankfurt and consisting of over 50 employees. In the context of review-
ing this organization’s core competencies, the question was asked 
whether these services should be assigned to external service providers, 
and whether factor cost advantages in other countries could be utilized. 
Since graphics processing and editing were not part of the bank’s stra-
tegic core activities, and since there were a large number of firms pro-
viding such services, it was decided at a relatively early stage to out-
source these activities. In order to realize the maximum savings, a fur-
ther assessment was done to determine which country these services 
should be outsourced to, from the standpoint of cost and quality. India, 
which was especially popular for IT services, was not a suitable candi-
date. While the country was attractive for low factor costs and generally 
high skill levels, it lacked sufficient personnel with the specific qualifica-
tions required. After all, the graphics and editing services to be pro-
vided involved German-language publications. At that time, there were 
not many Indians available with perfect knowledge of the German lan-
guage. For this reason, India was rejected.  

In the end, the bank opted for a provider in the Czech Republic, i.e. a 
near-shore solution. While the level of manpower costs was not as low 
as in India, the country had lots of personnel with very good German 
language skills. By outsourcing this unit to the neighboring Czech Re-
public, total costs were almost halved. 
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F3
 Reverse auctions  

Since the creation of eBay, internet auctions have become the norm, even 
for private users. This can also be observed in sourcing, where reverse 
auctions have been a regular feature for years whenever the goal is to 
obtain simultaneous offers from several suppliers in a secure environment. 
Reverse auctions are a way of creating markets with significantly shorter 
handling times for buyers.  

Before holding a reverse auction, there are four main decisions that have 
to be taken: 

1. At what time during the offer-solicitation process will the auction be 
held? One possibility is for a reverse auction to be held once initial 
negotiations have taken place with selected suppliers. However, an 
auction of this kind can also be used to identify possible suppliers in 
the first place. Timing plays an important role because an auction 
can shorten the entire tendering process.  

2. How many suppliers are to be included in the auction? If the pri-
mary objective is speedy completion of the tendering process, ex-
perience has shown that the auction should include 20 suppliers at 
most. However, if the purpose is to obtain greater insight into sup-
pliers’ pricing structures, more than 20 suppliers can be included. 

3. What will the pricing structure be? If it is intended to procure a large 
number of individual items via the reverse auction, pricing should 
relate to a whole basket of products. Where only a smaller number 
of items are involved, it is recommended to ask for individual bids 
and pricing offers. 
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4. Finally, how long should the auction last? A meaningful auction 
cannot take place in less than 30 minutes. If it lasts more than two 
hours, on the other hand, spells of inactivity will dominate. The du-
ration of the auction must therefore be set and adhered to on an 
individual basis, depending on the number of items to be procured, 
the price structure, and the simplicity/complexity of specifications. 

The auction should relate to clearly specified product groups, so that mis-
understandings can be largely ruled out. But even the best auction cannot 
work without open-minded and internet-friendly suppliers.  

Case example: Reverse auctions by an automaker 

A leading international automaker sought to achieve sustainable lead-
ership in purchasing. One way to achieve this was the use of reverse 
auctions. To soften internal and external resistance, the company initi-
ated a learning-by-doing process.  

Purchasers were provided with first-rate tools for holding reverse auc-
tions, but were not placed under pressure to use them. Ultimately, it 
was realized that reverse auctions are no more and no less than a 
means to speed up negotiations. To date, around 1,300 reverse auc-
tions have been conducted by the automaker, accounting for a pro-
curement volume of 17 billion US dollars.  
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F4
 Expressive bidding 

In the traditional tendering process, suppliers are only able to decide on 
two variables: First, whether to submit an offer or not; second, what prod-
uct price to offer. However, the world is not that black-and-white. Suppli-
ers are often prepared to make price concessions if they know they will be 
given a bigger slice of the pie. 

Cases like this can be described as an “if-then” condition. Here is an ex-
ample: “If” a supplier is awarded Part B in addition to Part A, “then” he 
will reduce the price for Part A by a further ten percent. Provided only a 
small number of total offers contain “if-then” conditions, it is easy to con-
sider them during the evaluation process.  

But as soon as offers contain a large number of “if-then” conditions, 
evaluation becomes more difficult, especially if such offers are submitted 
by suppliers bidding for different segments of the total volume available. 
In the face of a large number of “if-then” offers and a large number of 
bidding suppliers, it is almost impossible to identify the maximum possible 
savings using conventional means. 

Expressive bidding is a strategy that allows price bids with “if-then” condi-
tions to be submitted. On completion of the bidding process, an algo-
rithm integrated into the expressive-bidding tool calculates the maximum 
possible savings at the press of a button. By changing the framework con-
ditions or by specifying individual suppliers, purchasing can then calculate 
savings for various scenarios. For suppliers, expressive bidding offers lots 
of flexibility and opportunities for differentiation. For the purchasing com-
pany, it enables cost-cutting potential to be fully exploited. 
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Case example: Freight-transport purchasing 

Purchasing freight capacities is a traditional field of application for ex-
pressive bidding. Many companies have to cover thousands of routes in 
distributing their goods. At the same time, the freight transport market is 
still highly fragmented and competitive. Freight forwarders tend to have 
strong regional preferences on the basis of the networks they deal with. 

Expressive bidding is a way of managing this supply-side complexity. 
During the creation of scenarios, a step-by-step procedure will often 
emerge, as in the following example: 

 67 freight forwarders have submitted bids, including 51 that offer 
savings. 

 Maximum savings volume amounts to 9.2 million US dollars and 
would require use of 45 freight forwarders. 

 By restricting the number of active freight forwarders to 30, one 
could reduce savings to 6.9 million US dollars. 

Using this approach, savings of between 10 and 20 percent can usually 
be achieved. 

F5
 Vendor managed inventory (VMI) 

There are many cases where it is not important for companies to have re-
sponsibility for stocks of materials or pre-products themselves. Inventory 
management is therefore entrusted to the supplier, who usually handles it 
on the basis of electronically transmitted consumption data. As long as 
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regular supply entails logistical problems, this is a partnership solution that 
substantially reduces storage costs, while giving the supplier the advan-
tage of strong customer loyalty. The supplier has greater freedom in plan-
ning deliveries and can thus produce in more economical batch sizes, 
while responding more rapidly to demand fluctuations. VMI also makes 
for better utilization of transport capacities, fewer emergency deliveries 
and reduced response times. Vendor managed inventories often take the 
form of consignment stocks as far as transfer of title is concerned. The 
stocks remain the property of the supplier until actually requisitioned for 
use. VMI arrangements are especially suited for merchandise stocks with 
predictable, relatively high consumption rates.  

Moreover, mutual trust between the customer and vendor is a critical suc-
cess factor for a vendor managed inventory system. Any company intend-
ing to introduce it should do so in seven steps:  

 Define the parameters: The more carefully parameters are defined 
for each situation, the more successful the implementation of VMI 
(safety-buffer stock, minimum size of delivery batch, etc.). 

 Specify prices for vendor managed inventories: VMI pricing must 
reflect the true costs to the supplier. This also indirectly determines 
the value of financial benefits. 

 Exploit an opportunity for supplier consolidation, since greater vol-
umes with one supplier are more likely to produce meaningful VMI 
arrangements. 

 Share responsibility for designing the process: A VMI model requires 
close cooperation and complete disclosure of information by both 
sides. 
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 Introduce key performance indicators (KPI): These indicators will 
promote cost reductions in spite of high service levels (e.g. forecast-
ing accuracy, warehousing bottlenecks, etc.). 

 Introduce a forecasting model: Introduce a forecasting model based 
on historical data that factors in seasonal and other influences. 

 Buyback of stocks: To start a program of vendor managed invento-
ries, the supplier should buy up all existing stocks. 

In summary: VMI arrangements work so well because they identify those 
cost drivers along the value-creation/supply chain that influence invento-
ries, allowing prices to the customer to be reduced without a loss of sav-
ings by the supplier.  

Case example: P&G reduces its stocks of “Pampers” 

Goods consumed regularly are the ones best suited for close partner-
ships. Supermarkets throughout the world offer the popular “Pampers” 
brand of diapers. Faster product turnover means increased profit for all 
parties along the value chain. The principle is simple and was intro-
duced in 1988 by WalMart in its cooperation with P&G. First, the two 
companies swapped quality managers so as to study the other’s working 
conditions. They then looked for the right steps to increase sales and 
profits for both companies. Naturally, the topic of inventories was also 
considered. Granting P&G full access to WalMart’s consumption and 
inventory data was a solution that enabled both sides to reduce their 
stocks. All this was done with the aid of production planning and quality 
management, with an eye on the just-in-time solutions of the auto indus-
try. From the start, decisions were taken not at operating management 
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level, but at boardroom level. As a result, P&G forecast company savings 
of one billion dollars in the US for the first year alone, along with compa-
rable savings for retail customers. What was unique about this strategy 
(which is still in use today) was that for the first time P&G viewed retailers 
as its customer. In other words, it broadened its usual definition of “cus-
tomer” to cover not just the end consumer of its products. 

F6
 Virtual inventory management  

Excellent inventory management is a precondition for capacity manage-
ment. It is therefore essential for a company to have its own inventories 
and those of its suppliers fully under control. This will largely depend on 
efficient IT systems. Incompatibility of systems between locations has a 
negative impact on inventories because the available information is in-
adequate. And yet it is vital to have timely knowledge about all stocks in 
order to optimize them to the benefit of the company and its suppliers. If 
existing systems do not supply integrated stock data, alternative solutions 
will be necessary, e.g. via an internet-based platform. These should pro-
vide integrated inventory information for at least the most important items.  

What is important is that the production plant has access to its own receiv-
ing warehouses and, if need be, its own central warehouse as well. It must 
also be able to monitor the following: stocks at company-owned plants 
that are managed by suppliers; stocks at suppliers’ delivery warehouses, 
as well as “rolling inventories” (i.e. all goods in transit by road, rail, air or 
water and not currently in any warehouse.) 
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The goal of perfect inventory management is to minimize “unofficial” 
safety-buffer stocks, which have a negative impact on current assets. At 
the same time, production losses and the resulting disruption to produc-
tion must be prevented. 

Knowledge of complete inventory levels enables various stock drivers to 
be optimized, e.g. by avoiding excessive safety-buffer stocks, and identify-
ing little-used articles. 

Case example: Steel company 

A steel company’s blast furnace has to operate right round the clock. It 
is therefore critical that deliveries of iron ore, scrap and coke unfold 
smoothly, thus ensuring a sufficient supply of pre-materials at all times. 
Given dramatic increases in the price of pre-materials, it makes sense 
for the steel company to further optimize its logistics chain in order to 
reduce inventories in transit. Thus, all pre-materials en route to the blast 
furnace by ship or rail anywhere in the world are recorded and tracked 
by an internet-based system, enabling stocks in transit to be optimized. 

F7
 Sustainability management 

“Some of our customers have started buying our products on the basis of 
our commitment to sustainability!” Are these better-informed consumers, 
who bother to consider the sustainability of the value-creation chain, or 
are they idealists in pursuit of a “green” vision, without regard for eco-
nomic realities? 
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Sustainability management strives for economic, ecological and social sus-
tainability at one and the same time. Summed up by the motto “go green, 
get sustainable and be ethical,” sustainability management stands for long-
term thinking and action, as well as respect for ecological and ethical val-
ues. The goal of sustainability management is to preserve or create an envi-
ronment fit for the next generation to live in. As this becomes a much-
debated issue all over the world, more and more companies are trumpeting 
their commitment to sustainability. Some do so because their management is 
genuinely convinced that economy and ecology need not be incompatible 
opposites. The recent surge in the price of raw materials has certainly made 
careful husbanding of resources a hot-button topic. In other cases, however, 
sustainability claims are nothing more than a response to public pressure. 

Serious sustainability management is ultimately more than just saving en-
ergy. It begins right at the start of the value-creation chain and requires 
companies to ensure that parts bought from suppliers have been produced 
in an ecologically compatible, socially acceptable manner. “Ecological com-
patibility” means that no harmful substances are used in production, and 
the environment of the supplier country is left undamaged. “Social accept-
ability” means, for instance, that no child labor is used and that unreason-
able working conditions are avoided. Increasing numbers of companies are 
demanding that these criteria be met by their suppliers. It is important in this 
context that customers do not simply rely on information provided by a sup-
plier, but that they carry out their own, periodic inspections on the ground.  

Sustainability management prevents the occurrence of supply bottlenecks 
as a result of statutory restrictions on certain materials. In the process, it 
also prevents harm to the company’s image and forestalls purchasing 
boycotts by consumers. Leading companies are already using sustainabil-
ity management to save money through deployment of new materials or 
more efficient use of resources. Thus, sustainability management can even 
become a source of innovation.  
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Case example: Sustainable coffee consumption at Starbucks 

In 2005, Starbucks bought 250 million lbs of green raw coffee in 27 
countries (two percent of world output). Many of the coffee beans roasted 
by Starbucks are grown in Guatemala and Costa Rica. However, Star-
bucks also has good trade relations with other countries of Latin America 
(Mexico, El Salvador, Honduras, Panama, Colombia, Venezuela, Ecua-
dor, Bolivia, Brazil and Peru). As a leading worldwide supplier, roaster 
and seller of specialty coffees, Starbucks pursues a holistic approach 
to sustainable coffee trading, based on six principles: 

1. Starbucks pays premium prices for its coffee, thus enabling coffee 
growers and their families to earn an adequate living. On aver-
age, Starbucks pays 1.84 US dollars per pound of green raw cof-
fee – 23 percent more than the world market price.  

2. Starbucks ties its growers according to the coffee purchasing 
guidelines known as “Coffee And Farmers Equity (C.A.F.E.) Prac-
tices.” This program was created in 2001 on the initiative of Star-
bucks with the assistance of NGOs, scientists, governments, and 
the coffee industry. Its goal is to ensure that high-quality coffee is 
grown and processed in an environmentally compatible, socially 
acceptable manner all along the value-creation chain.  

3. In 2004, Starbucks founded the Farmer Support Center, where a 
team of experts investigates soil quality, crop management, cof-
fee quality and sustainability, working closely with farmers and 
suppliers in Central and South America.  
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4. Starbucks buys coffees certified as organic by independent third 
parties such as Fair Trade or Shade Grown.  

5. Starbucks invests in social programs designed to benefit regional 
coffee-farming communities.  

6. Starbucks helps coffee growers gain access to affordable credit. 

F8  Revenue sharing 

Revenue sharing means allowing the supplier to share in business oppor-
tunities and risks. The basic precondition is that the supplier must indeed 
play a significant role in the success or failure of the business. As the sales 
revenue of a product is a clearly defined factor, it provides a solid basis 
for the partnership between customer and supplier.  

Either the customer or the supplier may strive for revenue sharing, though 
with different goals in each case. If the initiative is taken by the customer, 
the supplier will have especially attractive products and services that the 
customer wishes to obtain exclusively for itself. If the initiative is taken by 
the supplier, the supplier’s products and services will be at the start of the 
product lifecycle, whereby it is intended that the customer should act as a 
multiplier in establishing new sales channels. 
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Case example: Apple iPhone helps AT&T 

Close collaboration in the value chain can easily produce a win-win 
situation for both companies. This was the case with the Apple iPhone: 
Working in close consultation with mobile telephony provider AT&T, 
Apple set up an arrangement that increased the sales revenue of both 
firms. Apple now shares in the profits from each phone call made by 
iPhone customers, since AT&T’s revenue is boosted by the popularity of 
the Apple brand. The arrangement provides for Apple to receive x per-
cent of the sales revenue produced by an iPhone, while AT&T receives 
(100-x) percent. This is a fair and meaningful solution for both sides. In 
the eyes of younger consumers, AT&T becomes associated with a prod-
uct icon. Apple, for its part, earns higher sales revenue by focusing on 
one provider, while benefiting from AT&T’s dependability. 

G1
 Cost based price modeling  

Another strategy that can be subsumed under the “target pricing” lever is 
cost based price modeling. Here the aim is to determine the total possible 
cost of a part on the basis of a cost breakdown, and to then allocate this 
theoretical cost to the sub-parts. The costs are broken down by processes, 
i.e. a cost rate is determined for each process step and each unit. Thus, a 
price for welding is determined depending on the length of the weld. An-
other example would be hole punching. Cost based price modeling 
abandons the traditional method of pricing individual parts in favor of 
pricing individual process steps. The starting point for this method is a cost 
breakdown by process steps. This can be obtained in any of three ways:  
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 Have the supplier perform a cost breakdown on the basis of indi-
vidual process steps. Right from the start, one should ask for offers 
based on individual process steps rather than individual parts. 

 Perform internal comparisons or acquire comparison figures on the 
basis of internally available cost data for process steps. In this case, 
the cost breakdown can be performed relatively easily. However, 
there is the risk of overestimating the costs of individual process 
steps insofar as internal comparison figures are not comparable 
with those of external suppliers. 

 Perform product-costing analysis. This can be done using internally 
available information or comparison figures from other suppliers. 
Once the cost data has been determined, it is ultimately a matter of 
comparing the most competitive cost items with one other. This can 
be done either on a best-cost basis or using the top 25 percent (1st 
quartile principle), so as not to include outliers in the calculation. As 
a result, the company now has a further basis for determining and 
asserting target prices. 

This form of cost based price modeling is especially suited for B and C parts 
which, because of the prioritization of A parts, tend to be ignored in tradi-
tional tendering processes. With the aid of cost based price modeling, it is 
also possible to establish and obtain fact-based prices for these parts.  

Cost based price modeling is a method that allows the prices of compo-
nents to be derived using product costs. Thus, the traditional method of 
comparing prices per part is replaced by a comparison of prices per 
process step.  
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Case example: Shipyard 

A North German shipyard used the cost breakdown or cost based price 
modeling method to purchase small welded steel assemblies. In the 
process of requesting tenders for bigger steel assemblies, the shipyard 
also asked for a cost breakdown per process step. As usual in such 
cases, the outcome was unequivocally positive: The bids provided the 
cost base for individual process steps, which could then be used for 
product costing analysis with regard to the B and C parts, and hence for 
determining parts prices. This also made it possible to establish prices for 
B and C parts for the first time, and thus achieve savings of up to 20 
percent. This despite the fact that some observers believe cost break-
downs are generally calculated too optimistically – or one could also 
say, too realistically. 

G2
 Cost regression analysis 

Cost regression analysis is based on the statistical regression analysis 
method, which aims to quantify dependencies between different variables 
and represent them in a mathematical formula. These dependencies can be 
highly diverse, and can best be illustrated by an example. The price for a 
hotel room depends on various factors. First, it makes a difference whether 
the room is in a downtown business hotel, a luxury hotel on the edge of 
town, or a village guesthouse. It also matters whether the establishment be-
longs to a chain or is run by a private owner. Other important factors are 
the size of the hotel, the availability of wellness and fitness facilities, the 
quality of the restaurant, the scope of special services for regular business 
customers, and so on. This list is far from complete, but whatever can be 
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qualitatively listed with relative ease can also be represented mathemati-
cally with the aid of statistical regression analysis. In the case of hotels, for 
example, regression analysis allows two general questions to be an-
swered:  

 What factors actually influence the room price (and which have no 
demonstrable influence)? 

 What influence does a specific factor actually have on the price? 

Cost regression analysis in purchasing looks at such factors as the linear 
relationship between the costs of an assembly and its technical parame-
ters. Cost regression analysis is thus a form of multi-variant, linear regres-
sion analysis. Theoretically, there are no limitations to the application of 
cost regression analysis. It can be used anytime one wishes to represent 
dependencies between different variables, as long as the correct explana-
tory variables are specified. However one should ask at an early stage 
whether an actual causal connection exists, or whether the correlation be-
ing described is merely statistical.  

Daily purchasing practice has revealed a number of specific preconditions 
for the use of cost regression analysis. Only if these are fulfilled can one be 
fairly certain that the effort and expense involved (e.g. compilation of data) 
is reasonable and proportionate to the possible benefits of the method. 
Four criteria are especially important in this context: 

 A sufficient level of technical complexity. 

 A large number of different variants. 

 A large number of components/assemblies. 

 Availability of data. 
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Cost regression analysis is primarily used for commercial applications. It 
allows one to gain a relatively speedy insight into the price structure of a 
certain component or assembly at a trans-organizational level. For exam-
ple, it allows one to determine whether a certain supplier is too expen-
sive with regard to all variants of a component, or only in certain cases. 
It can also be used to ascertain whether certain business units are con-
sistently purchasing at excessive prices.  

This information can be specifically used for renegotiating with suppliers 
so as to achieve rapid savings: The results of regression analysis allow 
high-priced parts to be identified in negotiations, which usually leads to 
price reductions. To conduct these renegotiations successfully, a negotiat-
ing strategy must be developed for each supplier, one that considers risk 
as well as the technology concerned. 

With the help of cost regression analysis, one can identify high-price oases 
for components/assemblies, and reduce (or even eliminate) them quickly 
through renegotiation. Cost regression analysis can also be used as a 
partnership tool for determining long-term prices on the basis of technical 
specifications. The use of regression analysis as a target-price function 
can also be applied as a tool for structuring consensual, long-term rela-
tionships with suppliers. This enables technical optimizations, especially 
through reductions in variants. Thus, the method impressively and clearly 
indicates how many variants (“points”) of a certain assembly there are in an 
organization. In practice, this information frequently comes as a surprise, 
since the actual number of variants tends to be underestimated. Cost re-
gression analysis, with its “clear” representation of variants and costs, al-
lows for a fact-based discussion of variant costs in relation to customer 
benefits, ultimately reducing the number of variants. The simplification 
and downgrading of products can also be undertaken with the aid of this 
strategy. Cost regression analysis not only indicates the number of differ-
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ent variants, but also the number of complexity levels or product groups 
within one product line. Again, this makes possible a fact-based discus-
sion about the degree to which products can be simplified. Cost regres-
sion analysis is therefore recommended not only for reducing costs, but 
for product development as well. 

Case example: Transformer purchasing by an energy utility  

The cost drivers identified by an energy utility included not only power 
performance and charging losses, but also the high dependency on 
material costs, e.g. for copper. Armed with this knowledge, the utility 
company was able to conclude new contracts. Kick-back arrangements 
were concluded, i.e. it was agreed that the buyer should receive a bo-
nus of approximately five percent of annual purchasing volume. Given 
the near doubling of the copper price and the fact that transformers 
contain lots of copper, the savings turned out to be huge. Another result 
was an agreed basis for pricing future orders, seeing as cost drivers will 
remain the same in the foreseeable future. Last but not least, it was pos-
sible to grow many smaller suppliers (e.g. ones that had sold transform-
ers to small businesses) into bigger ones. These were then able to offer 
prices up to 20 percent below those of previous suppliers, thanks to 
being aware of the cost drivers on the customer side. By applying this 
strategy, the utility company was able to identify “high-price oases,” 
which could then be reviewed jointly with the suppliers in renegotia-
tions. It was also able to initiate a sustained technical review, involving 
purchasing, engineering, as well as its suppliers. 
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G3
 Price benchmark 

Price benchmarking is a flexible and comparatively simple method of ana-
lyzing the price situation for different components or material groups. It 
involves comparing the prices of a company’s sourcing category with the 
prices paid by other companies under similar conditions and with the 
same specifications. As with every comparison, the improvement potential 
is indicated by the difference between the two figures. 

Price benchmarking is only possible for identical or similar products. If 
differences are found, the values have to be “normalized.” The price 
benchmark can be applied not only to unit prices or price distributions, 
but also to contract conditions. Unit price benchmark consists quite simply 
of comparing unit prices. To take account of price discounts or other al-
lowances (as customary with software), unit price benchmarks are often 
also compared on the basis of price corridors. Price distribution bench-
marking is especially suited for services of all kinds, e.g. IT services.  

To perform the comparison, distinctions are made between different levels 
of skills or services. A project manager, for instance, must have different 
abilities than a technical assistant or a consultant. Benchmarking of con-
tract terms is done by comparing the individual parts of agreements. The 
aim is to analyze contracts with regard to pricing options and search for 
references to possible price adjustments. To this end, comparisons can be 
based on external price indices or information provided by suppliers with 
regard to their cost structure. New contracts can then be negotiated using 
the resulting data and benchmarks. 
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Case example: Price benchmark in the context of M&A in the 
packing industry 

A leading producer of flexible packing acquired a competing company 
with the same product portfolio. The companies wanted to prepare for 
integration and take measures to achieve purchasing synergies even 
before the antitrust reviews were completed. In this phase, however, the 
companies were not allowed and/or did not wish to compare their 
prices, with the result that A.T. Kearney was called in to set up a "clean 
room.” This involved comparing the material prices of similar parts from 
the same suppliers in order to identify synergies. These synergies were 
then compared in an aggregated, anonymous way. Comparison be-
tween the terms of the two companies was further supplemented by ex-
ternal benchmarks. Thanks to this preparation, it was possible to 
achieve cost savings of between 15 and 30 percent in the first quarter 
after completion of the acquisition. 

G4
 Total cost of ownership 

Although total cost of ownership (TCO) has been part of the purchaser’s 
toolbox for years, it is understood and applied to varying degrees. TCO 
encompasses all the costs arising from the purchase, utilization, mainte-
nance and ultimate disposal of a product within a company. Anyone who 
investigates all the influencing factors will acquire insights that facilitate 
comparison between two suppliers. Hidden costs, which often far exceed 
primary costs, will be rendered visible. Only with this big picture in mind 
one can meaningfully compare suppliers with one another and develop 
effective sourcing strategies.  
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In the best case, the TCO strategy can lead to value creation partnerships 
whose focus is not exclusively on price reductions. TCO also helps to 
eliminate activities that do not contribute value from the lifecycle of a 
product or service. Moreover, the savings possible through strategic pur-
chasing can be more accurately predicted by TCO than by other means. 
The process is simple and follows logical rules.  

The first step is to define all relevant costs (particularly material costs, pro-
duction costs, etc.), followed by cost drivers, and to then calculate the 
costs for each part. This is facilitated by integrating the TCO strategy at an 
early stage of a tendering process. Thus, basic costs of the company can 
be completely depicted, allowing RFPs to be compared.  

All in all, a disciplined and structured approach is critical in focusing on 
those cost components that can be most easily influenced. The application 
of TCO is particularly worthwhile in certain areas: 

 Transport: What is the cheapest method for shipping materials, and 
how does this differ from the current method? Can packaging ma-
terial be returned, for example? 

 Parts logistics: How can parts logistics in the production process be 
improved? How can the throughput time of parts deliveries be 
shortened? How can inventory costs be reduced? 

 Set-up times: What causes the longest set-up times? Are there other 
machines that could be used in order to shorten set-up times? 

 Production process: How should volumes be changed so as to jus-
tify either a manual or an automated process? What would be the 
most difficult, most expensive, most time-consuming component? 
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 Administration/indirect costs: Is there a more efficient interface with 
ordering systems? What could be achieved by changing the dura-
tion of contracts?  

It will be clear by now that TCO should be part of any sourcing process. 
Only then can total costs be meaningfully included in all deliberations. 
This especially applies to the procurement of sophisticated capital goods, 
to the pooling of purchasing for the whole company, and the consolida-
tion of redundant parts numbers.  

A total cost overview can also produce many positive effects in other ar-
eas: Contract damages can be avoided, simulations can be used in ad-
vance of prototyping, and returnable packing materials can be employed, 
etc. Other possibilities are the use of EDI or a simple evaluation of the 
profitability of individual suppliers. 

Case example: Total costs at a rolling mill 

In virtually no other area is TCO orientation so deeply rooted as in the 
rolling mills of the steel industry. Rollers are of key importance in trans-
forming ingots into products sold to end customers, i.e. in the form of 
sheet steel, section steel or pipes. Some rollers embody so much know-
how that they are protected by patents. At the same time, rollers are wea-
ring parts that have to be periodically replaced. Premature roller re-
placement caused by breakage means a disruption to production that is 
both unwelcome and costly. In the industry, the costs of rollers are stated 
not in US dollars per machine, but in US dollars per ton of steel rolled. 
This cost therefore covers not just the purchase price for the rollers, but 
the total costs incurred in rolling one ton. When purchasing rollers, total 
costs per ton are also the benchmark for choosing a supplier.  
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G5
 Supplier development 

Even after a painstaking selection process, a company rarely finds the per-
fect supplier right off the bat. Only a process of supplier development, 
which can take several months or even years, will turn the supplier into the 
reliable partner the company needs. 

Supplier development can be used with both new and existing suppliers. 
As a rule, however, “new” is the key characteristic for supplier develop-
ment. This can mean that a certain product line/portfolio has not been 
covered by the supplier so far, or that a previously unimportant supplier is 
to be developed into a key one. Or it may mean finding a completely new 
supplier for the company, with the supplier perhaps still in the process of 
being set up. Whatever the case, the focus is on the relationship with the 
supplier, and for this reason the term used in the literature is “supplier de-
velopment.” Only where there is high demand power can new suppliers 
be built up. The process of developing and implementing meaningful 
strategies can be divided into four steps: 

 Taking stock: The current relationships and development potential 
with regard to an appropriate number of suppliers (20 to 30) must be 
identified, and the results recorded in an aggregate summary for an 
overview of the supplier situation. 

 Creation of appropriate supplier strategies: Assessment criteria for 
suppliers are drawn up and agreed upon with all stakeholders in joint 
workshops. 

 Development of tools for strategy implementation: The focus is on 
developing an implementation plan with the appropriate tools. 
These include instruments such as a scorecard covering all key pa-
rameters, e.g. from purchasing volume to supplier dependability, 
competitiveness, etc. 
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 Implementation of measures and reporting on the results. 

Best practice strategies for recruiting and developing suppliers show how 
successful companies develop their suppliers. Resources must be made 
available and dedicated to the development of suppliers and joint offer-
ings, thus creating a relationship that generates more value than before. 
The important thing is to focus not just on the home region, but to think 
globally and develop globally. To ensure that this happens, suppliers must 
be involved in the customer’s business processes, pledged to the same 
goals and, if possible, certified. Communication must be open and leave 
room for learning on both sides.  

It should be apparent that some of these best practice strategies also lead 
to nearby fields of the chessboard. In any case, the key to supplier devel-
opment is purposefully enhancing the supplier relationship and growing 
the supplier into an enterprise that is able to make an important contribu-
tion with regard to purchased parts. 

Besides the development of new suppliers, the process may also involve 
cultivating existing suppliers and developing them further for the supply of 
new products.  

Another case in which supplier development may be applied is that of a 
particularly low-price supplier who does not (yet) meet the purchasing 
company’s requirements, either in technical or quality terms. 

Any company that decides to undertake supplier development has to be 
prepared “to put its money where its mouth is,” but will harvest positive 
returns eventually. The company’s financial commitment can take various 
forms: investment, volume guarantees, exchange of know-how, initial 
price premiums, etc. Provided the collaboration is of a long-term nature, 
any amount can be considered well spent. 
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Case example: Development of a supplier for the food industry 

Peppermint tea tastes good and is in ever increasing demand, as the 
sales figures of tea producers attest. Like good wine, good peppermint 
does not grow everywhere; there are only a few regions in the world 
where peppermint can be found in the desired quality. One of these is 
Bulgaria. 

While there are a few industrially run companies that manage pepper-
mint cultures, most of the tea industry’s suppliers are small firms that 
almost resemble mom-and-pop growing operations. These produce top 
quality peppermint and have the necessary growing expertise. However, 
they lack the financial resources to build their farms into small industrial 
enterprises and thus increase output to the levels demanded by tea 
producers. 

A tea producer’s relationship with an ambitious supplier had gone well, 
with no quality complaints for a period of some five years; however, the 
capacity limits of this peppermint producer were eventually reached. 
The producer therefore decided to embark on a supplier development 
program. This encompassed investments by the tea producer (land and 
machinery), purchase guarantees for coming years, and support from 
the tea producer in establishing quality processes.  

What the tea producer received in return was a price guarantee for the 
following three years (despite rising raw material prices), an increase in 
supply security, and repayment on current account for its investment 
through quantities supplied – a classic win-win situation! 
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G6
 Total lifecycle concept 

All products – whether cars, fast-moving consumer goods or high-value 
capital goods – have their own individual lifecycles. When falling sales 
indicate that a product lifecycle is nearing its end, the company has to go 
back to the drawing board, either modifying the product to bring it back 
into line with customer requirements, or putting a completely new product 
on the market. 

The total lifecycle concept attempts to describe the collaboration with sup-
pliers from the product’s market launch right through to the end of its pres-
ence on the market. Each product passes through five typical lifecycle 
phases. Before the product is launched, it has to be developed and its mar-
ketability tested. This is followed by five stages, each one of different length:  

 Introduction phase: During the introduction phase, sales rise slowly, 
depending on the marketing push. However, no profit is earned at 
this stage due to previously incurred product development costs and 
ongoing spending on communication. The introduction phase al-
ready decides whether and how well the product is accepted by the 
market. This phase ends when break-even is reached. 

 Growth phase: During this phase, profits are made for the first time. 
It is characterized by rapid growth, accelerated by further intense 
marketing activity, and ends as soon as the sales curve becomes di-
gressive. 

 Maturity phase: As the product no longer requires intense advertising 
and economies of scale are able to take effect, the highest profits can 
now be recorded. Later in this phase, however, profits decline be-
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cause of increasing competition. Nevertheless, this is when the prod-
uct has the highest market share. 

 Saturation phase: As soon as there is no more market growth ahead, 
the saturation phase begins. Now, both sales revenue and profits 
decline. This phase can be extended through modifications and 
product re-launching. 

 Degeneration phase: Finally, the market shrinks. It is no longer pos-
sible to stem the fall in sales revenue, and market share is inevitably 
lost. Profits also fall, and the time has come to readjust the product 
portfolio. 

To earn high sales revenue and profits for as long as possible with one 
product generation, one must enhance the product’s attractiveness from 
time to time. In the auto industry, the terms “major product upgrade” or a 
“facelift” are used. In both cases, the basic technical structure of the prod-
uct remains largely unchanged. Usually only those components subject to 
short innovation cycles (e.g. electronics) or fashion trends are replaced.  

To ensure that product upgrades/facelifts can be carried out on reason-
able economic terms, the milestones of the product lifecycle are defined 
in advance with suppliers. The total lifecycle concept then determines in 
detail how sales revenue, and in particular the costs for upgrades/facelifts, 
are shared between the company and suppliers over the complete prod-
uct lifecycle. 
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Case example: Product lifecycles in the military equipment field 

Apart from the auto industry, good examples of total lifecycle concepts 
can also be found in the field of military equipment. To keep their budg-
ets under control, militaries regularly update their existing systems 
rather than procure new ones. A record-holder in this regard is the 
Boeing B-52. Developed in the late 1940s as a high-altitude nuclear 
bomber, its maiden flight took place on April 15, 1952. Of the 744 air-
craft made, over 90 are still in service. It is currently intended that the 
bomber will remain in service till around 2040, making it the military air-
craft with the longest service life in history. It is already the case today that 
most B-52 pilots are younger than the aircraft they are flying!  

Over the years, the B-52 has undergone repeated modernization. Thus, 
from 1971 to 1976, all the 270 B-52G and B-52H planes still in op-
eration were equipped with an electro-optical system for low-level mis-
sions, consisting of an infrared camera and a lens with residual light am-
plifier. This was followed in the 1980s by further modernization and new 
weapons. An avionics program was implemented from 1980 to 1986. 
From 1982 to 2005, the B-52s were the only aircraft of the US armed 
forces to be upgraded with cruise missiles. 1994 saw a further elec-
tronics upgrade with GPS receivers and encoded communications. On 
June 16, 2006, the Pentagon announced that Boeing had been 
awarded a contract worth 150 million US dollars for a program 
known as “Smart Weapons Integration Next Generation” (SWING), to 
modernize the weapons electronics and mounting systems on the B-
52s by the end of 2020. 
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G7
 Project based partnership  

Project based partnerships represent a meaningful form of cooperation 
between two or more companies wishing to collaborate for only a defined 
period of time or within a defined scope of activity. Project based partner-
ships are especially suitable if the intention is to utilize each other’s capa-
bilities without being committed to a long-term partnership. This can make 
sense, for example, when a purchasing company is looking for a devel-
opment supplier to develop a new product. In this case, the project based 
partnership is limited to the lifetime of the product and to the scope of the 
defined product. Project based partnerships are intended to produce re-
sults relatively quickly; to ensure their success, four preconditions must be 
in place. First, the distribution of tasks and competencies between the two 
partners must be clearly defined. This avoids demarcation disputes and 
duplication of activities. Second, a clear timetable must be drawn up for 
the joint project, with clear deadlines and milestones. The timetable en-
sures that the project is implemented in a purposeful manner. It should 
also incorporate the following: adequate buffer times to allow for unfore-
seen events; possible correction scenarios; various exit scenarios in case 
certain milestones should not be met; a winding-up program for the end 
of the project. The third important factor for a project based partnership is 
a clearly defined steering organization. A mechanism must be put in place 
for taking the final decisions and for mediation in the event of disputes. 
The final important factor is a clear definition of how the fruits of the pro-
ject are to be shared between the partners.  

Besides these systematic aspects, a project based partnership also requires 
a high level of trust and cooperation between the two partners (despite 
being limited in time and scope). 
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Case example: Development of the exhaust system for a high-
performance car 

A supplier of exhaust systems is selected by an automaker for a project 
to develop a new high-performance car. The supplier is commissioned 
to supply the complete exhaust system, consisting of manifold, catalytic 
converter, front pipe, front muffler, intermediate pipe, intermediate muf-
fler, rear muffler, exhaust flap and tail pipe. The sound of the exhaust, 
developed with the aid of sound engineering, is a trademark character-
istic of the automobile brand. Thus, engineers from the two companies 
work in close collaboration right from the start of the project. Resident 
engineers of the supplier are present on-site at the automaker until the 
launch of series production, and contribute their special skills whenever 
needed. After the successful rollout of series production, the supplier’s 
development team moves on to the next project, either at the same 
automaker or at one of its competitors. 

G8
 Profit sharing  

Profit sharing means completely involving the supplier in a company’s 
business opportunities and risks. A precondition is that the supplier must 
exercise an outstanding influence on the success of the business. As the 
term “profit” leaves much room for interpretation, clear rules and mutual 
trust between the customer and the supplier are essential. 

As the business is dependent on the participation of both partners, both 
also strive for profit sharing. 
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Case example: Prospecting and exploration 

While the production of mineral resources is in the hands of global gi-
ants with deep pockets, the process of prospecting and exploring is 
mostly done by small firms. There are several thousand such small ex-
ploration companies throughout the world looking for new deposits of 
gold, silver, copper, zinc, platinum, uranium and other metals and min-
erals. If successful, these small firms then sell their mining rights to ma-
jor companies. 

According to the Handelsblatt newspaper (March 3, 2008) – a leading 
European newspaper – 11.4 billion US dollars were invested in pros-
pecting and exploration in 2007 alone – an increase of 40 percent 
over the previous year. It should be noted, however, that exploration 
costs (personnel, fuel, and equipment) have also risen sharply.  

Many new exploration companies are established by expert geologists 
who form hypotheses about the location of deposits from their scientific 
work. In the absence of a track record, however, it is virtually impossible 
for them to obtain funding from the stock market or banks. Still, they 
need suitable equipment to verify their theories. In such cases, specialist 
equipment suppliers will assume the risk and offer the exploration start-
up firm the necessary equipment in return for a share in the profits. If 
the firm’s hypothesis was wrong and the anticipated deposits are not 
found, the equipment supplier is left empty-handed. On the other hand, 
if the exploration firm was right and exploitation rights are sold to one 
of the big mining companies, the equipment supplier will be entitled to 
a hefty share of the return. 
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H1
 Linear performance pricing 

Most companies lack a sound, objective basis for defining target prices. The 
linear performance pricing strategy is one way to identify a technical cost 
driver that is crucial for the product price of a sourcing category, which can 
then serve as the basis of objective target prices.  

In the case of simple components where the crucial cost driver is evident 
(e.g. weight) a straightforward “rule-of-three” calculation is sufficient to de-
termine the target price. Simple steel parts, products sold by the yard/meter, 
etc. are good examples.  

The method may appear straightforward at first sight; however, the devil is 
in the details. The crucial cost driver is not always so easy to identify. Then 
there are cases in which the cost effect is far from clear. In the case of a 
casting, for example, both the weight and also the cross-section area of the 
mold can be relevant cost drivers.  

The challenge is to pick the crucial cost driver out of all the possible ones. An 
appropriate method for this is simple correlation analysis. The result indicates 
the strength of the correlation between the cost driver and the price. The cost 
driver with the highest correlation to the price is the relevant one. After identi-
fying the relevant cost driver with the aid of correlation analysis, the target 
price can then be determined, again using a rule-of-three calculation.  

To be able to use linear performance pricing, however, the following pre-
conditions must be met. There must be only one relevant cost driver, which 
usually means that the item concerned must be relatively simple. Simple 
parts that contain a large proportion of raw material are highly suited to this 
method, e.g. simple castings, crude steel, copper wire, etc. More complex 
parts, e.g. those involving various process steps, are not suited for linear 
performance pricing.  
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Case example: Non-machined parts procurement by an 
automotive supplier  

A company working in the automotive supply industry buys non-ma-
chined sand castings. The weight of a casting is used as a point of de-
parture for reviewing the plausibility of the supplier’s prices. After de-
tailed analysis of other conceivable cost drivers, it emerges that the 
cross-sectional area of the mold has a statistically higher correlation to 
the price of the component. With this knowledge, more accurate target 
prices can be specified in future, and costly inexactitudes avoided. 
Adopting the cross-sectional area as the basis of calculation allows the 
company to identify potential savings averaging 14 percent (up to 40 
percent in individual cases). 

H2
 Factor cost analysis 

Who has not read about the low cost of labor in China or India? The costs 
for the resource “labor” obviously differ enormously across the world; in 
extreme cases, labor costs amount to only 1/50 of those in the US. But also 
the costs of land, rent, waste disposal or energy can differ widely in price.  

The aim of factor cost analysis is to render these differences visible and 
allow them to be exploited. It involves identifying the resources required by 
the existing supplier to make a product. This information is supplemented 
by cost-driver data, e.g. set-up times, productivity, machine-hour rates, or 
alternative prices for principal materials. After making the above transpar-
ent, one compares the data with that of other suppliers or other regions, 
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in order to develop strategies for optimizing the cost structure in a tar-
geted fashion. The aim is to create a basis for choosing measures to be 
implemented by the supplier. Thus measures for cutting the costs of mate-
rials may include providing one's own sub-suppliers, or (if the share of 
staff costs is high) even suggesting the possibility of relocation. 

Case example: Harnesses at a maker of railway rolling stock 

A maker of railway rolling stock wished to reduce the cost of purchasing 
large, heavy and inadequately specified harnesses, and therefore ap-
plied the strategy of factor cost analysis. The analysis indicated that, 
due to the high share of personnel costs, production in the nearby 
Czech Republic would be cheaper. The existence of local materials 
suppliers also meant that material-related savings were possible for the 
harnesses. On this basis, the supplier was advised to open a new plant 
in the Czech Republic in order to achieve sustained reductions in the 
cost of harnesses. Implementation of this strategy led to a cut in sup-
plier’s costs of around 30 percent. 

H3
 Unbundled prices 

In the past, there was a trend for companies to purchase modules or sys-
tems, specifically as a way of reducing the complexity of their own pur-
chasing. This frequently resulted in loss of technological or commercial 
transparency, particularly for parts with a high share of service or devel-
opment costs, or those bought as a complete system but having clearly 
definable components. 



196  4 The Purchasing ChessboardTM 

Unbundling of prices addresses this challenge and generates transpar-
ency with regard to the price structure of a module or system. It does so 
by breaking down the total price of a product or service into the relevant 
price elements for individual components or process steps. The price 
transparency gained in this way can then be used for determining target 
prices.  

After breaking down modules or systems into smaller components or 
process steps, target costs for the individual part-products can be identi-
fied in one of two ways: either by submitting an inquiry to potential suppli-
ers for the individual component, or by determining target costs using cost 
analyses based on specific cost drivers (e.g. cost regression analysis, cost-
based price modeling, etc.).  

The resulting price transparency for individual components can be ex-
ploited in different ways. First, it can be used in re-negotiations with the 
system supplier. Second, the buying company may stipulate the use of 
parts by lower-cost suppliers. Third, it may be able to abandon system 
purchasing altogether and buy components instead. 

Case example: Purchase of synchronization by a gearbox 
producer 

A producer of gearboxes purchased the synchronization from a 2nd tier 
supplier in the form of a complete system. Apart from moderate annual 
price cuts, virtually no savings were achieved in recent years. Moreover, 
it was difficult to change suppliers for the complete system: For one 
thing, the number of suppliers was limited; for another, the synchroniza-
tion had been designed with this 2nd tier supplier in mind. 
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Thus, the gearbox producer suspected that there was a lot of untapped 
savings potential with regard to the synchronization. Since the strategy 
of putting the complete system out to tender did not appear very prom-
ising, the gearbox producer performed analyses to identify the prices for 
individual components of the synchronization (e.g. cone ring, synchro-
nizer ring, synchronizer hub, clutch body). In addition, the producer 
asked for prices from other component suppliers. The producer then 
used this unbundling of the synchronization price to demand price cuts 
from the existing system supplier. It also linked these demands for price 
cuts to the need to utilize components supplied by manufacturers in 
low-cost countries. Altogether, the gearbox producer succeeded in re-
ducing the total cost of the synchronization by a two-digit percentage. 

H4
 Leverage market imbalances 

Market imbalances are a phenomenon that usually only exists in eco-
nomic theory. In this strategy, the aim is to systematically identify market 
imbalances and exploit them for purchasing purposes. Such imbalances 
can come about as a result of differing capacity utilization across certain 
regions, variable price mechanisms, or currency fluctuations. 

Market imbalances can be recognized by checking core indicators for cer-
tain supplier markets at regular intervals. These core indicators include 
national price indices for various material groups (in combination with ex-
change rates), or capacity utilization figures for certain industries. By examin-
ing differences in these core indices or by making comparisons across coun-
tries, one can get a good overview of the materials costs. It may be found, 
for instance, that certain cost developments are restricted to a specific region 
and can be circumvented by changing to a supplier in another country. 
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Case example: Purchasing of welded steel components by a 
maker of tramcars 

Until recently, a maker of tramcars was purchasing welded steel parts 
from Western European suppliers. However, heavy market demand and 
the resulting high level of capacity utilization at existing suppliers drove up 
prices by some 20 percent. Unfortunately, the tramcar maker was not in a 
position to switch suppliers at short notice. Basically, the supplier had the 
tramcar maker “over a barrel.” The tramcar maker found a solution after 
a pragmatic review of capacity utilization in other industries across various 
countries. It was found, for instance, that Eastern European shipyards had 
come under pressure from Asian competitors and were suffering from se-
vere overcapacity. The tramcar maker was therefore able to obtain attrac-
tive competing offers from qualified suppliers. While a change of supplier 
was not possible on short notice, a credible announcement that other 
suppliers were available was enough to ward off the threatened price in-
creases. The tramcar maker made use of the following years to build rela-
tionships with these new suppliers, testing and approving their products. 

H5
 Supplier fitness program 

Fitness is just as important for a supplier partnering up with a customer as it 
is for an employee hiring himself out to an employer. In sports, fitness pro-
grams have the goal of burning excess fat, building muscle fiber, and 
achieving a sound and balanced physique. Many people engage a per-
sonal trainer to design a fitness program matched to their individual needs 
and using the right approach.  

The same is also true of a supplier fitness program which, by finding the 
right strategies and employing the right levers, helps a company’s supplier 
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eliminate weaknesses and become more competitive, i.e. by identifying 
and implementing cost reduction potential.  

In contrast to supplier development, which primarily strives to create new 
suppliers or increase the use of existing smaller suppliers, supplier fitness 
programs focus on existing large suppliers. The object is to improve the 
supplier’s cost position. This encompasses numerous measures that have 
a direct or indirect impact on costs and that are developed and imple-
mented through a structured program: 

 Preparation and selection phase: Supplier fitness programs are a 
complicated matter and cannot be undertaken for all suppliers. 
(Consider how complex this would be if an industrial company has 
some 8,000 group suppliers, for example.) Thus, one must select 
appropriate suppliers to include in the program. This in turn requires 
the creation of sector-specific questionnaires, as well as the internal 
and external analysis of product/process benchmark data. At the 
same time, visits to the supplier have to be planned. The aim of this 
preliminary work is to gain an understanding of the entire cost struc-
ture and product portfolio of the supplier. 

 Opportunity scan phase: Evaluation of the supplier initially means 
analyzing its processes, with a particular focus on purchasing and 
production. After identifying the cost-cutting levers, concrete activi-
ties that can boost the supplier’s fitness are devised, reviewed and 
recorded. Each of these levers must be based on positively identified 
cost improvement potential. 

 Implementation phase: The measures are implemented in close col-
laboration between the supplier and the customer, initially in a pilot 
area. The pilot project is then successively extended throughout the 
supplier’s operation. 

 Reporting phase: Implementation results and the consistency of im-
plementation are kept under constant review. 
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As many companies are not able to maintain the broad base of in-house 
expertise required for this activity, consultants are frequently called in at 
this stage to work on supplier fitness in joint client/consultant teams. 

Case example: Injection-control system at a producer of consumer 
electronics 

A producer of high-quality consumer electronics found itself caught in 
the margin trap. On the one side, the market expected constantly falling 
prices paired with ever better performance. On the other hand, suppli-
ers were increasing their prices due to rising raw material costs. This 
situation became particularly pressing with regard to housing compo-
nents made of injection-molded plastic.  

The supplier of the housings justified its prices based not only on raw ma-
terial costs, but also on extremely tight production tolerances. The latter 
entailed an unusually high volume of rejects, which had to be sorted out 
by hand by the supplier. In the course of a supplier fitness program, par-
ticular attention was paid to this aspect. It soon became clear that the 
control setting for the injection nozzle, which was primarily based on em-
pirical values, was causing the high level of rejects. 

The supplier was advised to install a special instrumentation and control 
system which would automatically adjust the nozzle on the strength of 
feedback from heat sensors in the cavity of the injection mold. Thanks 
to this moderate investment, the rate of rejects fell to almost zero, while 
the consumer electronics producer paid twelve percent less for parts. In 
addition, the producer of injection moldings could now exploit the in-
strumentation and control system for all its customers, to the benefit of 
its own competitiveness and bottom line.  
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H6
 Collaborative cost reduction 

Companies often have only a small development department, but a large 
number of suppliers. Collaborative cost reduction enables the experience 
and intellectual capital of suppliers to be used to supplement a company’s 
own development capabilities. The suppliers are closely involved in the 
process of making cost cuts, and in return, the savings are shared. Shar-
ing in the savings gives the suppliers a strong incentive to help find new 
cost-cutting ideas, and to communicate these to the customer. 

To achieve a spirit of partnership and open cooperation between equals, 
it is essential to initiate a process of systematic communication with those 
suppliers who have been identified as the best candidates. It is especially 
helpful to communicate the intention to share savings in a clear and forth-
right way.  

As a first step, all the ideas contributed by the suppliers are collected. 
A useful aid in this process can be sending out a standardized form to 
suppliers. Where a large number of suppliers and lots of individual con-
tributors are involved, this can be facilitated by making the form accessi-
ble online. Besides a description of the idea, other important information 
on the form includes the amount of potential savings, the possible timing 
of implementation, the likelihood of implementation and the effort/expense 
involved. This basic information will facilitate rapid prioritization and se-
lection of ideas.  

Selected ideas offered by suppliers are then reviewed in terms of feasibility 
in a discussion process that includes the engineering, quality, production 
and controlling departments, etc. Naturally, it is often the case that the sup-
plier has failed to consider the bigger picture or certain knock-on effects, 
and that the idea is therefore not feasible. But if there is nothing standing 
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in the way, a business case and an implementation plan can be drawn 
up, and the appropriate responsibilities defined.  

Special importance should be attached to subsequent controlling of im-
plementation. Many companies develop lots of ideas with their suppliers, 
but as no one feels genuinely responsible for them, they are allowed to 
fail in implementation. 

One of the most important factors for success is ruthless prioritization and 
selection of the ideas. During the creative brainstorming process, it is per-
fectly legitimate to consider any and all concepts. Subsequently, however, 
a rapid selection must be made, or too many flimsy ideas will tie up re-
sources needed elsewhere and get in the way of implementation. In this 
context, the warning about “not being able to see the forest for the trees” 
is very apt. 

Case example: Collaborative cost reduction at a maker of 
household appliances 

A maker of household appliances had achieved various cost cuts by 
putting items out to tender and conducting annual price negotiations. 
To identify further potential, a collaborative cost reduction program was 
initiated. The aim of the program was to generate, assess and imple-
ment ideas for sustained cost cutting in collaboration with the biggest 
suppliers. The whole initiative was supported by broad-based communi-
cation on the top-management level. This included a personal letter of 
invitation from the purchasing director to the management officers of 
the top suppliers, a video message via the internet, and the holding of a 
special supplier day. 
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As a consequence, over 1,000 ideas were submitted within four weeks 
by the top 50 suppliers, and were documented, assessed and imple-
mented by the maker of household appliances. The cost-cutting ideas, 
which covered the complete process chain, included bundling call-
forward order volumes, replacing disposable packing with returnable 
packing, and measures for making quality requirements less stringent. 

H7
 Value based sourcing 

Besides helping cut material costs, suppliers can also contribute signifi-
cantly to increasing value through innovation. Suppliers not only have the 
ability to offer favorably priced products, but considerable knowledge as 
well – e.g. on the competitive environment, the market, technologies, and 
even the internal processes and specific challenges of their customers. 
Properly used, this knowledge represents the most important part of the 
value contributed by a given supplier. A supplier can generate value for its 
customers in many different ways, e.g. through a reduction in time to 
market, better product quality, or strengthened brand awareness. 

But systematic use of a supplier’s know-how is often just the beginning. 

Value based sourcing is a strategy whereby suppliers are selected in terms 
of their capabilities and are continually encouraged to innovate, the goal 
being value maximization. 

Roughly speaking, the value based sourcing method consists of a “value 
definition” and a “value generation” phase and has two goals: First, se-
lecting value drivers and appropriate suppliers; second, fostering the sus-
tainable exchange of know-how with these suppliers. 
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In implementing the value based sourcing process, seven primary factors 
are crucial for success: 

 Focus: Supplier selection and the exchange of know-how must be 
focused in order to prevent a flood of ideas, a large proportion of 
which may turn out to be useless. 

 Governance: Targeted value generation requires an interdiscipli-
nary team, with clear decision-making and escalation mechanisms. 

 Discipline: The team members must assume responsibility for the 
collaboration, as well as for documenting tasks and responsibilities. 

 Trust: Suppliers must be secure in the knowledge that their ideas will 
not be made accessible to other suppliers. Tangible confidence-
building measures are therefore part of the process. 

 Incentives: The suppliers must be offered the right structural and/or 
financial incentives, e.g. in the form of profit sharing. 

 Process interface: Value generation requires active interfacing with 
numerous processes within the company, e.g. innovation or product 
planning. 

 Tools and systems: Web-based instruments for the evaluation and 
follow-up of supplier ideas, along with a well-functioning collabora-
tion platform, support the process of identifying ideas. 

Value based sourcing requires a mandate for purchasing that exceeds the 
powers normally granted to it. The increased use of supplier capabilities in 
generating value raises the strategic importance of purchasing within an 
organization.  
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Case example: Headlamps that support brand identity 

The automotive supplier Hella and BMW joined forces to give the BMW 
5 Series, which was due for a facelift, a truly new look. Hella offered 
circular light conductors to underscore BMW’s twin headlamps. Hella’s 
idea was well received – it meant that BMWs were the only cars imme-
diately recognizable in the dark. In order to fully exploit this boost to the 
brand image, the technology was used on almost a complete genera-
tion of BMW models. 

H8  Strategic alliance 

Strategic alliances especially make sense when two companies have com-
plementary capabilities and each contributes equally to the partnership. 
Strategic alliances with suppliers, i.e. long-term collaboration with a par-
ticular partner, often come about when one of the companies is unwilling 
or unable to maintain certain strategic capabilities in-house, or has no 
possibility to integrate vertically. 

A strategic alliance between companies can be used, for instance, as a 
means of avoiding supply bottlenecks in times of high capacity utilization. 

The core aspect of a strategic alliance is that it is designed for the long 
term, i.e. is not subject to any project-oriented limits. This of course does 
not mean that strategic alliances are intended to last forever, since they 
may become obsolete in the event of a change in strategic direction by 
one of the companies. Nonetheless, a characteristic feature of a strategic 
alliance is the long-term intention of the partnership.  
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In forming a strategic alliance, attention has to be paid to certain matters. 
First, a management model has to be defined. Management models may 
take the form of ordinary business agreements, e.g. simple outsourcing 
contracts. Besides the management model, however, the issue of mutual 
control also needs to be defined. A strategic alliance must be based on 
mutual trust and openness. 

Strategic alliances also call for effective risk management. The more un-
stable, unpredictable, change-oriented and dynamic a market is, the 
greater is the risk associated with relying on just one partner. The purchas-
ing company must therefore be sufficiently flexible to correct the course of 
the alliance, or even end it, in a timely manner.  

The selection and assessment of the partners is the basis for building a 
strategic alliance. Alongside the assessment phase, the selection process 
should also allow sufficient room for negotiations, giving both sides the 
opportunity to introduce themselves and to question the concepts of the 
other side. Only then need the formal aspects be discussed and agreed in 
writing. Once the alliance is established, managing the relationship 
(which will not be the only close cooperation in purchasing) will be a 
highly demanding process.  

Without a governance model that includes the factors crucial for success 
or failure, it will be difficult to maintain the relationship over time. Where 
a partnership already exists, there are various possibilities for making it 
more stable and productive. In this context, various questions pose them-
selves: Does my partner fulfill the requirements that help me keep my 
value promise? What capabilities of the partner can I use as assets on the 
market? Could other partners contribute just as much? On the other 
hand, how important and how effective is our own performance for our 
partner(s)? Could our contribution to the alliance also be provided by 
other companies? 
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Is the relationship built on give and take, or does one side contribute more 
than the other?  

In general, all companies seeking new alliances, or wishing to maintain 
existing ones in the long term, should communicate openly and directly 
with each other, especially in the event of problems. And in case the own-
ership of a partner should change, it is advisable, despite all the integra-
tion, to maintain market transparency in such a way that outsiders can still 
clearly see which partner makes which contribution. 

Case example: “SMART alliance” 

SMART is the company in the automobile sector with the shallowest 
manufacturing depth, with no less than 90 percent of added value con-
tributed by suppliers. To perfect the cooperation, SMART has entered into 
a strategic alliance with five system partners, known collectively as the 
“SMART alliance”. ThyssenKrupp supplies the rear-axle drive, Magna 
International makes the SMART’s passenger safety cell, the paintwork is 
done by Paintshop SMART, Continental is responsible for the cockpit 
module, Plastal produces the body panels, and Magna Uniport contrib-
utes the doors and hatch modules. This shallow manufacturing depth is 
also reflected in the number of employees: While SMART itself has a 
workforce of around 1,000, the personnel at the “SMART alliance” part-
ners are about double that number. SMART’s production completely dis-
penses with inventories; all parts are delivered just-in-time and just-in-
sequence. This means that all suppliers have access to the individual 
order data for a vehicle, and that they deliver the parts in exactly the 
sequence required by the SMART plant. SMART’s main responsibility is the 
final, overall testing. 



 

5 Closing Remarks 

With its 64 fields and 64 individual methods applicable to all industries, 
the Purchasing ChessboardTM represents the complete know-how of A.T. 
Kearney, the leading management consulting company in the field of pro-
curement. This valuable tool clearly demonstrates that there is no sourcing 
situation in business that cannot be managed using a tried-and-tested, 
universally adaptable strategy. Thus, the Purchasing ChessboardTM pro-
vides a reliable holistic framework for purchasing activities – even on a 
seller’s market. 

But the Purchasing ChessboardTM has other uses as well, e.g. for visualiz-
ing the skills development of purchasing personnel. The strategies that a 
member of the purchasing staff has already mastered can be ticked off, 
while the others can be discussed as part of further development under a 
goal-setting agreement for the years to come. Once an employee is able 
to apply all 64 fields of the Purchasing ChessboardTM, he/she will have 
earned the right to be called an “all-rounder.” The ultimate goal of the 
Purchasing ChessboardTM is to trigger a skills-improvement campaign in 
purchasing, and to help make purchasing a genuinely attractive career 
stage within a company. 

Knowledge is the only tool that does not wear out through frequent use, 
but actually gets sharper over time. Thus, we as the authors of this book 
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are very much interested in having readers share their experiences in using 
the Purchasing ChessboardTM. A dedicated website has been created to 
provide a platform for this exchange of views between the authors and 
readers, and also among readers themselves: 

www.purchasingchessboard.com 

The website will be used to report continuously on new developments as-
sociated with the Purchasing ChessboardTM. We hope you have enjoyed 
this book and that it will contribute to your success!  
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