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Dedication

For R. Gene Richter

Sept. 20, 1937 – July 28, 2003

When Gene Richter assumed the role of Chief Procurement

Officer at IBM, he knew he was taking on a tough, stubborn chal-

lenge. However, he also knew that purchasing held the key to un-

locking cash that IBM badly needed to attempt a turnaround. The

naysayers were predicting that Big Blue would be divided up into

a handful of Baby Blues—and that would have spelled the end of

the giant’s hold on technology and innovation. But Gene saw the

possibilities, and he left a fun and comfortable position at

Hewlett-Packard in California to return to the snows of upstate

New York, and to save “a national treasure.” It was an offer he could

not refuse. 

Gene was a giant in the supply chain world, a consummate

professional known for his ethical and straightforward stance, the

same generous and demanding guy in both his personal and his

professional lives. His first training as a junior buyer at Ford was

succeeded by every other purchasing position, but he always con-

sidered himself a buyer.

Gene was the only person to receive Purchasing magazine’s

Medal of Excellence three times in a row, first for Black and Decker,

next for Hewlett-Packard, and finally for IBM. He understood the

incredible payback and what it took to organize and staff a power-
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ful supply management operation based on technology, the best

of the best professionals, and spend management. By the time he

retired from IBM, he had freed up $9 billion in cash, money that

enabled the turnaround.

We much appreciated Gene’s open and enthusiastic support of

this book project, and we only wish he could have been here to re-

ceive the first copy off the presses.
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Preface

Spend Management, 
the Twenty-First Best Practice

In tennis, the serve is the only stroke that can be completely

controlled by the player—not the forehand, which can be

loaded with an opponent’s spin, not the backhand, which can

be tough for many right-handed players, not the volley, not the

lob, which puts good players in defensive positions. Only the

serve will consistently put properly prepared players in the

game, and allow them, if the serve is strong enough, to get to net

and take the advantage. 

Practice your serve—your opening move, your product

launch routine—until it becomes second nature and your eyes

can visualize the target as your muscles do their work.

When we wrote The Purchasing Machine in 2001, we surveyed 247

companies to evaluate their Best Practices, and we found that al-

though none of them were high performers in all areas, there were

some twenty Best Practices that built success, and our winners ex-

celled at more than one of them. Honda, for instance, excels at

supplier development but has been less concerned with computer

systems. Others have the quality challenge knocked, but they have

not advanced to address the decentralization/centralization opti-

mization equation.

ix
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Looking back on our decisions that identified the twenty Best

Practices in supply chain management and the Ten Best compa-

nies, we realized there is a twenty-first Best Practice, which has the

most powerful message of all—Spend Management. We’re talking

about a method to capture billions of dollars of leveraged savings,

real cash freed up that can be sent directly to the bottom line to

enrich shareholder value; or, management can grow new prod-

ucts, new plants, new ideas, or reward employees, without robbing

another company initiative. 

Spend Management is the intelligent leveraging of all financial

opportunities at high levels in the extended enterprise, and vet-

eran supply managers are well acquainted with its potential.

Spend Management is what IBM’s Gene Richter used to save his

company $9 billion. Richter’s aggressive redirecting of procure-

ment saved IBM and won his team the coveted Chairman’s Award.

It’s a powerful combination of supreme commodity expertise, and

competitive drive to be the absolute best in buying, worldwide. 

Although it might be easier to focus solely on simple solutions

such as kaizen and lean methods, these are only one segment of

Best Practices that will create guaranteed returns for specific areas.

It is difficult to extend lean practices to all areas of the enterprise

because of the complexity of the task. Companies like Boeing have

discovered that this is a monumental task, and many teams have

been defeated by the never-ending challenge. 

However, Spend Management works at the highest level of fi-

nancial control from the moment a buyer starts to think. Any time

a purchaser works with an engineering product idea, or when he

pulls out his credit card and places an order, the best principles of

Spend Management are activated. If this approach to money man-

agement can be used throughout the corporation, there is an op-

portunity to obtain a volume price. If the item has been sourced to

dozens of different suppliers, there is an opportunity to consoli-

date; if engineers could be persuaded to design in a simpler, fewer-

pieces part method there is a lifecycle cost-savings opportunity. If

x /  Preface
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technology has changed, but the price has not, there will be sav-

ings available. And if suppliers can be persuaded to institute lean

manufacturing Best Practices, they will find great savings in the

elimination of waste. Spend Management finds the savings oppor-

tunities, weights the decisions, and points toward the best answer. 

The probability of being killed in a lightning strike of a com-

mercial airliner is nearly insignificant at one in four million. Yet,

most of us are afraid to fly in a storm. The probability of dying from

cancer or heart disease is higher, but many of us still smoke or

have diets that destroy our health. But when we say that Best Prac-

tices can help any company take 3 percent, 5 percent, 7 percent, or

even 10 percent off its purchasing spend, we are not surprised when

even the best demand a good road map, with pictures and a

compass.

We would like to think that the incredible billion-dollar pay-

back potential of Spend Management—the twenty-first Best Prac-

tice—can be simply and powerfully adopted by virtually any

enthusiastic company. But it won’t. That’s the reason we wrote this

book. We know there is money out there, and we want to see pro-

curement lead the corporation and realize the opportunity. We

wish you luck in every one of your very profitable endeavors.

—Patricia E. Moody

Preface /  xi
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Introduction

The thrill is gone.

You are in the first seat of the intergalactic thrill ride of your

life—you got on expecting a few twists and turns; the attendant

locked you in the seat; and now your neck hurts, your hands grip

the rail, pieces of clothing and popcorn boxes are flying by, and

you’ve had enough, you want to get off. But the attendant won’t hit

the stop switch, and you and a few remaining ticket holders are

hurled along at hundreds of miles per hour, until gravity slows the

car to a full stop and you stagger off to solid ground.

When manufacturing and supply chain managers experience

the losses and chaos of a big economic shift, their hearts stop, even

when they knew the next big “adjustment” was coming. But it’s the

tectonic power of the Internet that has made the enormous shock-

waves inescapably stronger and more immediate. Even managers

in predictably cyclic industries, such as holiday toys, know that al-

though good planning helps to soften the blows, bad news travels

at nanosecond speed down an integrated supply chain. It is easier

(and faster) to ramp up than to turn off the machines. 

Cisco, for example, which is a model of planned outsourcing

over global supply networks, shocked the market with a wash of

red ink “adjustments.” Other high-tech producers push inventory

and capacity responsibilities back onto suppliers as they struggle

for a foothold during big swings. Book publishers, automobile

manufacturers, appliance producers, retail, and even some phar-

maceuticals continue to wrestle for control as violent demand

1
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swings jerk them up and down. Second- and third-tier suppliers,

the small- and medium-size companies whose growth rates have

enriched our economy for years, have had the life squeezed out of

them by their bigger customers. Life has gotten ugly out on the pe-

riphery of the supply chain, and we have no idea when the ride will

stop. 

Dave Nelson, vice president of global supply management at

Delphi Corporation, and a forty-year veteran of the economic

thrill ride, has experienced contrasting responses. “Most compa-

nies—100 percent of American ones—don’t look at the long term,”

says Nelson. “When they do go into a downturn, it’s like it’s the first

time they ever went into one—they haven’t planned for it, and they

react based on what they think the street will think.” 

Nelson sees different approaches from Toyota and Honda,

where he worked for ten years, however. “I was at Honda during

the 1991 recession. Honda had a ‘no-layoff policy,’ but the com-

pany sent a letter to everyone explaining the situation, and the

grave need for people to take vacation—we called it ‘no pay, no

penalty.’ Farmers, for instance, who wanted and needed to farm,

were happy to have the summer off. With the traditional layoff for-

mula, 1,260 people would have been targeted for cuts, but there

were seven or eight hundred who went for the no pay/no penalty,

leaving a few hundred.” These associates were deployed to track

quality issues; they placed phone calls to every customer who had

ever bought a Honda—“millions of phone calls—and all of them

added up to significant results,” says Nelson, “when Honda won

the J.D. Power Award.”

Not only was the company able to retain valuable human as-

sets, but the telephone campaign strengthened consumer rela-

tions. “Hundreds of surprised buyers took the trouble to write a

note saying this was the first time anyone had ever called to see

how they liked their Honda! So we survived a bad time with very

positive results.”

Why is a struggling economy and its deep swings so difficult to
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manage, and so severe and damaging to manufacturing and the

supply chain? With ten years’ talk about lean manufacturing and

the Toyota Production System, aren’t we finally in an era of instant

manufacturing flexibility, responsiveness, and speed? And what

happened to the power of giant ERP (Enterprise Requirements

Planning) control systems? Is there anything managers on the ride

can do to stop the pain and fear and just get through it ? 

Yes and no. Yes, the manager of a well-constructed supply

chain can find ways to cut costs, other than squeezing suppliers

and launching another round of layoffs. Companies like John

Deere and Delphi have discovered simple methods to improve re-

sponsiveness and purchasing parts prices. But no, you won’t find

any of the survivors jumping off the ride until it’s absolutely over

and they have come to rest at the gate. 

There is a basic imbalance right now between manufacturing

and supply chain capabilities that managers need to understand

in order to plan for market swings and to survive the current one.

Producers can ramp up at Internet speed, but production is less

responsive and infinitely less flexible to downturns; it’s nearly im-

possible to slow down once the start button has been pushed. Web

communications for procurement executives—buyers for compa-

nies like Flextronics, John Deere, Honda, and others—have pro-

vided purchasers with incredible global access and speed. For new

product designs, mainline assemblers can put themselves into full

production in a matter of months, and Internet auctions have fur-

ther opened global price opportunities. In the steel business, for

example, where companies like Deere continue to spend about 20

percent of their purchasing dollars, the World Wide Web and sim-

ple spreadsheet applications have allowed companies to save mil-

lions, without undertaking the more severe measures that a pure

cost cutting focus would require. 

We wrote The Incredible Payback because we think that the

power of procurement to contribute to corporate financial health

is understood by only a few visionary leaders—the potential is
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enormous, and barely touched. But the timing for spreading the

good word could not be better. 

Three critical supply chain strategies are proven high-payback

approaches for survival in a roller-coaster economy:

1. Staff up.

2. Maintain high-level relationships.

3. Use simple systems to understand your own business costs

and optimize wherever possible.

Staff Up

Whoa! During layoffs and shutdowns, is it really the time to

staff up? Among the company leaders we named the Top Ten Sup-

ply Chain operations in our 2001 book The Purchasing Machine,

How the Top Ten Companies Use Best Practices to Manage Their

Supply Chains are American Express, GlaxoSmithKline, Harley-

Davidson, Honda of America, IBM, Flextronics, Sun, and Deere. In

these companies, supply management commands a leveraged key

position in the enterprise. Purchasing staff are better prepared and

compensated than the average purchasing geek; engineers rule,

and managers understand the full value of their contribution to

the corporate bottom line. And they are not afraid to talk about it.

Maintain High-Level Relationships

Close customer supplier communications, like the ones Del-

phi enjoys with other enterprise leaders, require high-level main-

tenance and trust around key issues—such as what products are

on the launch pad, and where commodity risks prevail, or fore-

casts for key raw material prices. In the long term, these assets are

difficult, if not impossible, to recapture.

Managing through a downturn requires that supply chain

leaders identify those few critical commodities or value streams
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that must be closely watched; shift these items to high-level man-

agement monitoring, with daily operations handled by the best

team members. Raw materials like steel, for instance, high volume

items whose fluctuating price contribute a lion’s share to many

products cannot be left to manage themselves through traditional

or routine distribution center channels.

For Big, Visible Payoffs, Use Simple Systems to Understand
Your Own Business Costs and Optimize Wherever Possible

The payoff for massive manufacturing systems like ERP has,

for many enterprises, never come. Companies like Buell Motorcy-

cle and Auburn Industries, both suppliers with enormous product

complexity and variety, have found alternative solutions however.

They have innovated themselves into flexibility and responsive-

ness with smaller, off-the-shelf systems. Their stories are a fresh

departure from two extremes of management thinking rampant in

industry today: the lean thinkers who insist on pure process, un-

fettered by computer assists, and the ERP behemoths, who believe

bigger (systems) are better. Each of these camps has found itself

truly limited by a rigid approach to manufacturing management.

Unable to see beyond their current obsessions, they find it difficult

to build production capabilities that respond as quickly as the

market demands. 

For example, Dave Meyer, an engineer formerly working out of

Deere’s supplier development group, used Evolver, an off-the-shelf

genetic algorithm package, combined with an Excel spreadsheet,

to design in less than one week a simple but powerful scheduling

method that determined best parts flow over a variety of machine

tools, an exercise too complex for ordinary human minds, but one

disregarded by traditional lean thinkers. Meyer knew that the end-

less combinations of parts and routings could be simplified with

the power of the computer, and he knew that only a few combina-

tions would truly meet all scheduling parameters for due dates
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and quality. And he recognized that this was a problem that only a

computer could solve. The genetic algorithm approach to handling

variety and complexity has been successfully implemented on a

larger scale at GM, and at Deere’s planter assembly line. Meyer

made history for supply chain organizations who are stepping into

the shoes of manufacturing planners. He found a better way, and

he taught suppliers themselves how to harness this powerful but

simple solution. 

Managing through a downturn is still a painful and confusing

experience, but there is a better way. In The Incredible Payback, we

offer strong examples of smart management and systems strate-

gies that will lighten the workload and even prepare an organiza-

tion for better times ahead. Our recommendation to besieged

managers is to look for The Incredible Payback—to employ the

best of the best, continue to talk regularly with key customers and

suppliers, and work for innovative solutions.

—Patricia E. Moody
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Chapter 1

The Incredible Payback

HOW WOULD YOUR COMPANY LIKE TO SPEND 20 TO 30 PERCENT LESS

every day on materials and services and still obtain even higher-

quality finished products? Every day, companies lose billions of

dollars in potential bottom-line profits because they are not doing

strategic sourcing. Yet, it is much easier and faster for companies

to deliver better profits through intelligent sourcing than it is for

them to struggle to find and develop new markets or new products

and plants, or new revenue streams. 

Supply chain managers are currently in the best position they

have ever been, capable of making significant contributions to en-

terprise profitability and growth because they control 50 to 90 per-

cent of product costs. Outsourced materials and services have

risen to the point of 85 to 90 percent in many industries, including

automotive, where suppliers contribute most of the parts, sys-

tems, and design help to final assembly plants. In the best supply

management organizations—for example, companies such as

Honda—the supply managers’ power and span of responsibility is

7
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growing. The top purchasing departments are designed to do

more than buy or move material; the functions of manufacturing,

distribution, and logistics all report into the head of strategic sup-

ply management, as well as planning and buying of big spends.

And the best procurement groups have discovered that by com-

bining functions—from inbound material, through processing,

and out to logistics—they can make an even bigger contribution to

high-impact profit generation. 

If companies want to realize the full potential of supply man-

agement in their drive for better profits, they need to look carefully

at the capabilities of supply management as the strong and signif-

icant contributor to a company’s income statement. They need to

recognize the power of an increased purchasing spend and put the

responsibility where it belongs, in the hands of supply manage-

ment professionals.

Unfortunately, even in difficult and changeable economic

times, too few companies have discovered and begun mining the

full power of high-performance strategic sourcing. For many oper-

ations, Spend Management is an intriguing phrase that is not con-

nected with the way they buy. However, the leading supply chains

in companies such as Honda of America, John Deere, IBM, Mo-

torola, and Delphi Corporation are organized and staffed to create

and execute high-level strategic visions that generate significant

profits—paybacks that reach multiples of original investments in

procurement people and systems. In these high performers, pro-

curement goals are aligned with corporate objectives, and prof-

itability is key. The winners and their enterprise partners,

producers who emphasize the power of strategic sourcing and

purchasing, are organized to take a longer-term view. To capture

lost profits, they have transformed the way manufacturers buy;

they know that every dollar spent in people, systems, and espe-

cially materials, must show big paybacks. And they are looking to

create an ongoing stream of increased savings.

8 /  THE INCREDIBLE PAYBACK
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More, More, More . . .

When companies discover the power of strong financial re-

turns—that is, the power of procurement to send more profits to

their shareholders, to hit the market with more new products than

the competition, and to hire new talent for growth—they want

more. Spend Management and strategic sourcing leverage enable

companies like United Technologies and Delphi Corporation as

well as smaller ones to cut through tactical issues and raise perfor-

mance to higher-than-ever levels. 

The Domino Effect 

Big numbers attract big commitment, and inevitably, strategic

sourcing execs report that their substantial gains capture manage-

ment’s attention. And with the positive momentum generated

when The Incredible Payback is put into play comes greater suc-

cess, more responsibility, better rewards, and even greater chal-

lenges for supply management professionals. As Honda and

Delphi understand, the power of procurement executives who can

visualize, propose, and deliver The Incredible Payback is irreplace-

able. The Incredible Payback is vital to long-term growth and prof-

itability. 

Just What Is The Incredible Payback?

Every day we make dozens of little decisions, and occasionally

big ones, that we hope will pay back big. A hundred-thousand-

dollar college degree, for example, over a lifetime of work, should

pay off more than ten times its original investment. Smart real es-

tate investments in San Francisco and Boston have paid off over

tenfold in twenty years. One-dollar lottery tickets paid off twice for

a Massachusetts contractor who purchased both winning scratch

tickets four months apart at the same variety store; the first $1 in-
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vestment yielded $25,000 in pre-tax earnings, but the second came

in at $10 million—“enough,” said the laconic carpenter and winter

plowman, “to give up snow plowin’”! 

Or, consider the expected payback made when a homeowner

installs a new heating system. With a $5,000 initial investment, the

projected monthly savings of $50 to $100 are significant and real,

but it will take the homeowner five to ten years to reach the

breakeven point. How much quicker that payback would be if he

were not only using fifty dollars less fuel per month but the price

of home heating oil dropped to a half a cent per gallon! Now that

would be an Incredible Payback! 

Some decisions, like lottery tickets, carry higher risk than oth-

ers. A good market analysis of San Francisco real estate trends in

the post–World War II boom years would have shown a strong up-

ward trend with not too much risk. The trick to bet making, of

course, is to find or create investments whose risk is predictably

minimal or nonexistent. And where shareholders want to see a

steady stream of nice dividend and stock price appreciation, cor-

porate executives may choose to minimize risk and take the surer,

safer route to profits. 

Manufacturers and retail operations look at investment pay-

back in similar ways. Requests for new equipment, new people

and plants, even new materials, undergo sharp scrutiny when they

require borrowing to meet payments or spending from projected

cash flows. Every dollar spent represents a hoped-for return in

profits and growth; even once-sacred categories of capital equip-

ment and materials come under the lens of budget-conscious

managers with an eye toward doing better with what they have.

Downward market shifts, technology change, and consumers’

taste for better, bigger, and faster guarantee that the game stays ex-

citing and unpredictable. 

How many new CNC machines or robotic welders, or even En-

terprise Resource Planning (ERP) systems, have companies

bought, for example, and based their breakeven projections on
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huge start-up volumes, full-speed ahead runs that never ap-

peared? On paper the purchase justification for that multimillion-

dollar machine looked unbeatable, but then, when management

watched a kaizen project replace the behemoth with a single 

work cell of seven smaller machines, the numbers told a different

story. 

Supply Chain Executives Manage Risk

Supply chain professionals are critical power players in the fi-

nancial risk/reward games all companies play. They manage the

numbers that make the difference in corporate profits; they con-

trol big spends; and they have the power to put that spend where

they will make an immediate impact on future growth. They can

grow a capable and loyal supply base, or they can accumulate

hundreds of average performers. They can make new product

launches successful and profitable events, or they can cause de-

lays and create unhappy customers. They can reward good suppli-

ers and develop partnerships that grow everyone’s profits, or they

can misuse their power to leverage short-term price and contract

advantages that drive good suppliers away. 

Smart supply chain executives can make other departments

shine; they can make design engineers happy and take the

headaches out of production schedules. The spend they manage

touches just about every company’s functions, from engineering

and even marketing down through production and distribution.

Given manufacturing flexibility and instantaneous communica-

tions, they can deliver on creative and powerful ways to beat the

game and win. 

The power of a high-performing supply chain team combined

with excellent suppliers and a brilliant central control system is

what separates average performers from superior ones. Excellent

supply chain management can meet all the basic market demands

of flexibility and quality, plus it will raise the bar on price perfor-
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mance four or five notches by achieving billion-dollar cost savings

that hit the bottom line again and again. 

With such great and rich potential sitting at desks and cubicles

scattered around headquarters and division plants, why aren’t

more companies seizing the billion-dollar opportunities lying in

supply chain management? Would the transformations achieved

with huge savings not carry company dreams farther than they

ever hoped? If every supply management group and each pur-

chasing buyer or planner knew how to achieve The Incredible Pay-

back, why would companies struggle with insignificant projects

and ineffectual methods? 

Big Plans, Big Numbers, Big Results

The answer, of course, is that far too many good companies—

even those operations skilled in people management and teams,

cost accounting, and all the other discrete challenges of making a

company work and grow—are operating procurement at a

kindergarten level. These companies do not see the potential for

substantial gains; and they have few examples to lead them to-

ward an Incredible Payback. They use supply management as a

material flow device, a disintegrated, loosely organized pipeline

or network in which production opens valves that spill out neces-

sary materials. If they could see that same network, however, as

an enormously complex cash transaction system with currency

flowing in and out of dozens of ATMs, they might be able to tally

up the grand total of the spend as well as the possible savings (see

Figure 1–1).

Spend Management demands, however, that companies look

at their networks of rapidly moving materials, and slower moving

inventories, as real money, cash. Visualize the network of some five

hundred suppliers required to produce a single automobile con-

structed with five or six thousand pieces. Every dollar spent to
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mine aluminum, ship it to the foundry, run the furnaces, cast the

engine block, trim the raw castings and polish them to a jeweler’s

finish, and then test the results, is a dollar that flowed through nu-

merous pipeline nodes. Tracking the cash flows for an aluminum

engine would be a challenge, especially if we wanted to repeat the

process with five thousand other automotive components in order

to construct a series of snapshots capturing all the components’

cash flows in and out of various operations.

But what if we concentrated on the $2,000 per unit cost multi-

plied by one thousand units per month that it took to build $2 mil-

lion worth of cars, and managed it so well that we made it work?

Stated simply, one year’s production runs would total a spend of

$24 million, and even a 1 percent change in that spend would have

an immediate impact. A 1 percent increase can throw the retail

price out of the market, but a 1 percent cost reduction would im-

mediately free up about one quarter of a million dollars. That kind

of aggregate potential is the focus of Spend Management, not the

endless focus on too many details. When the big number, the $24
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million, comes into focus for the first time, it clarifies what should

be done tactically with the thousands of smaller numbers. 

The Incredible Payback is a way to see big numbers, a magni-

fication lens that allows companies to think big and aim for signif-

icant returns. No company wants to turn itself inside out to

produce decimal point returns over a twelve-month period, yet

that is what happens on a daily basis in traditional operations that

work with disappointing incremental gains. 

Investors and shareholders want returns that at least match

the inflation rate; beyond that, companies need cash to grow in

order to fuel new products, new technologies, new plants, new

hires, and more training, as well as capital equipment and ordi-

nary operating expenses. 

The Incredible Payback Opportunity Areas

Every company that buys materials such as plastic resin, chips,

packaging, and services (including travel, employee benefits,

training, and other nonphysical but important items) has the op-

portunity to find The Incredible Payback because being in busi-

ness means moving cash—taking it in, counting it, and spending

it—for material, labor, and services to create profit. In the com-

puter industry, for instance, material purchases include raw mate-

rials, components, assemblies, and even complete units, ready to

be labeled and shipped off to retailers and consumers. For out-

sourced electronics, the cash movement in and out of the network

nodes is incredibly complex to follow, while in the automotive in-

dustry, where design-to-ship times stretch out to a year or more,

dozens of opportunities lie waiting for managers to find The In-

credible Payback. Every purchase and every transaction is an op-

portunity, and in total, all these cash transactions tally up to The

Incredible Payback. The trick is to find the tools that allow man-

agers to focus in on the best opportunities and the richest payback

areas. 
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It’s Not Just a Hammer

In the 1980s and 1990s, many companies looked for savings

opportunities by focusing on a single powerful cost-reduction

tool. Reengineering, for example, took layers of “excess” organi-

zation structure and communications links out of operations;

self-managed work teams displaced foremen, supervisors, and

managers. Huge ERP computer systems, which replaced manual

transactions and tied dozens of disparate functions together 

to make every task visible and measurable, were expected to gen-

erate big savings. Each of these single-minded approaches, 

however, had short-lived results that damaged other critical

functions.

Our approach to achieving The Incredible Payback is equally

focused and single-minded; the methods are also relatively simple

and straightforward. However, there is more than one path to great

paybacks. When companies are strong in supplier relationships

and supplier development, they will achieve huge gains very

quickly. In fact, that is what many companies have tackled; for

more than ten years, many manufacturers and their suppliers

have applied kaizen and other lean methods to production with

encouraging results. Unfortunately, although these gains can be

sustained at good levels year after year, they frequently stall out

and require a big effort to restart the process. However, there are

many other ways to achieve significant savings. We know that

companies at the very beginning of their journey can easily

achieve 1 or 2 percent reductions in their spend without even a

headache. For million-dollar supply chains, those savings trans-

late to millions of dollars of profits for new plants, new people,

training, equipment, or just plain shareholders’ returns.

Let’s look at a simple example of how powerful an impact sup-

ply chain focus on Spend Management can have on a company’s

income statement.

Allied Auto is an established automotive supplier with some
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very demanding customers. The car industry is restructuring and

growing in new global opportunity areas, but consumers expect

better prices and performance all around. Naturally, Allied’s big

customers transfer the pressure right on to their supplier. 

Allied’s CEO is not happy with corporate profitability, but he is

not eager to undertake the measures so many other companies

have taken—layoffs and plant closings. Sales are predicted to be

strong and spread over a diverse product portfolio, but the board

is impatient with Allied’s profit picture. They want margins and

better yields, and they want to see the money flow immediately! 

Allied’s current income statement shows 88 percent of its rev-

enues spent on purchased materials and services, and manufac-

turing, with the balance going to engineering, research and

development (R&D), and salary, general and administrative

(SG&A), thereby leaving nothing for profits. 

Revenue from sales $2.5 billion

Cost of goods sold:

Cost of purchased goods and services (55% of sales) 1.375B

Manufacturing in-house (33%) .825

Engineering and R & D (6%) .15

SG & A (Selling, General and Administrative) (6%) .15

Profit $0

Five year plan for 10% savings = $.25B, or $50M/year.

CEO Richard Daniels would like to see a solid 10 percent mar-

gin, or $.25 billion, over five years, which would release millions of

dollars annually to the coffers. 

Allied’s choices are numerous. The board could simply edict a

10-percent-across-the-board price increase and wait to hear the

fireworks from Allied’s bigger, and more powerful, customers. The

next—and more likely—possibility, one that no one is eager to
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contemplate, would be to take plant capacity and personnel down

by 10 percent. The board knows, however, that taking millions of

dollars in savings and restructuring charges would not inspire

market confidence in the company’s future, nor would it allow Al-

lied to retain the heart and soul of its future, its cadres of engineers

and technologists. Plant closings would also cascade down and

decimate the supply chain, a hit that would work to the benefit of

competitors.

But wait, might there be another savings route, one that would

have collateral benefits as well? That is where The Incredible Pay-

back comes in!

Any good purchasing operation can deliver 1 or 2 percentage

points in savings simply by paying more attention to purchases

and suppliers. This is the beginner’s level, and Allied could easily

capture a few million dollars without adding personnel or restruc-

turing the supply chain. But Daniels and his impatient stockhold-

ers want more, without a price increase. 

By far the biggest segment of product costs lies in the $1.375

billion line item for the purchasing spend. A 10 percent savings

here, the CEO’s $50 million annual target would represent only 3.6

percent of the total annual spend. But how realistic is it for Allied

to try for it? 

Savings Levels—First, Beginners

The average, traditional purchasing operation can, without

too much difficulty, cut its spend by 1 to 2 percent just by paying

closer attention to how it buys. This is the beginner’s level, and it

does not require big organizational changes or significant invest-

ment to earn 1 percent savings. Operations can easily achieve 1 to

2 percent payback by simply instituting suggestion systems or by

doing some preliminary supply base consolidation. 
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Intermediate- and Expert-Level Savings

Companies that use some of our Best Practices can achieve 3

to 5 percent year to year with steady attention to the basics and

continuous improvement. Surpassing 5 percent savings every year

is a challenge best suited for expert supply chain groups with high-

performance suppliers, excellent communications, and very re-

sponsive operations—that is, the best of the best.

The first year is always the easiest as sharp eyes spot low-

hanging fruit throughout the supply base. In general, years two

and three open up opportunities for deeper savings with strategic

sourcing and supplier development. Taking spend reduction per-

formance to the levels that companies such as Honda and Toyota

consistently reach is the big challenge, one that requires the best

people and tools throughout the supply chain. 

Exponential Savings

Most companies start a “lean journey” without first addressing

Spend Management’s bigger opportunities. They may do lean

projects first because they are visible and approachable, or be-

cause they have seen fabulous results from Toyota or Honda. Per-

haps they don’t think of starting Spend Management because they

do not have a centralized procurement structure that facilitates

high-yield Spend Management. 

Manufacturing and purchasing occupy such politically sepa-

rate and different worlds in most organizations—reporting into

different managers—that many operations tend to stick to very

visible process work in manufacturing: Lean implementations and

Spend Management appear to occupy different areas of the supply

chain. Good supplier development and internal kaizen methods

are powerful, but they are not enough, however, nor do they ad-

dress the bigger payback potential at the shop floor level, so they

cannot address the total spend. 
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Furthermore, it is difficult to sustain the gains from good

kaizen, and the challenge of taking lean methods to all operations

internally, as well as to all suppliers, is overwhelming for many op-

erations. 

Kaizen Payback 

Payback for BP, Honda’s kaizen methodology, has been contin-

uous and impressive, as it grew expertise inside the company and

outside in the supply base. In less than twenty years, Honda built

a self-reliant automobile/motorcycle complex in central Ohio.

What started as a knockdown assembly plant largely dependent

for direction and materials on headquarters in Japan, quickly grew

to include many high-performing suppliers located within twenty-

four hours of the assembly lines. 

Some suppliers were brand-new start-ups, that is, greenfield

sites open to building product “the Honda Way.” Others were joint

ventures between Japanese and U.S. companies that were already

familiar with Honda’s lean method, called BP (for Best Position,

Best Productivity, Best Product, Best Price, and Best Partners). But

for many suppliers, this well-sought-after business was a chal-

lenge. They needed help, such as extra hands in the form of Honda

purchasing engineers, to smooth out glitches and remove waste.

The objective for both partners—customer and supplier—was to

produce perfect product and make a healthy profit, and so it made

sense that Honda and its suppliers would take advantage of Honda

BP to enable the best production possible. 

Honda BP

In total, Honda BP, launched in 1976 in Japan and in 1990 in

North America, had touched almost 100 companies and over 120

projects after eight years at the transplant. More than 120,000 sup-

plier associates were affected by the BP approach. Best of all, the

BP report card showed the following paybacks:1
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Productivity gains overall 47% 

(total pieces per man per hour before BP compared 

to pieces per man per hour after BP)

Quality improvement overall 30%

Cost-down overall 7.25%

Furthermore BP, as well as other Honda improvement tech-

niques such as Value Analysis and Value Engineering, helped to re-

duce the actual cost of purchased parts for the 1998 Accord by

more than 20 percent. These savings were generated not from cost

avoidance but from actual savings in material and labor on pur-

chased parts.

In Japanese, the word kaizen means “to make better” (see Fig-

ure 1–2). By the late 1990s, many other progressive innovators had

heard about Honda and started their own kaizen projects with

amazing, even better than expected, results. For most early

adopters, kaizen was a survival strategy that came along just in

time to free up buckets of cash and save customers. Kaizen saved

Lantech, a Louisville, Kentucky, packaging equipment producer, 

a pioneer in lean or kaizen methods. Lantech used kaizen to re-

design products and power new product introductions, as well as

to take waste out of shop floor production and material flows. 

In general, companies can expect to see efficiency improve-

ments rise from 20 to 50 percent; inventory reductions (raw mate-

rial, in process, and components) are drastic and immediate, from

20 to 80 percent; distance traveled on the production floor, an-

other way of looking at inventory cost and inefficiency, is usually

cut in half, with some areas showing reductions up to 90 percent;

productivity, a measure of how well production uses labor, equip-

ment, and materials—as in number of pieces produced per hour—

improves by 10 to 50 percent. 

For many companies, Best Practices means continuous im-

provement, and when companies want to work hard on continu-
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ous improvement, they start with kaizen. Whether the projects are

called Honda BP, Kaizen Blitzes, lean manufacturing, or simply the

Toyota Production System, they use many of the same simple tools

to rethink the way manufacturing works, usually starting with a

good pilot project that captures low-hanging fruit to build enthu-

siasm and process understanding. Investment is minimal; and in

fact, many kaizen projects remove costly capital equipment as well

as inventory. 

The Kaizen Blitz

Honda’s BP process was designed as a thirteen-week experi-

ence, from training and data gathering through implementation.

Other methods, however, were developed to see rapid payback in

as little as four or five days. One of these techniques, dubbed The

Kaizen Blitz by the Association for Manufacturing Excellence, in-

troduced thousands of employees to Japanese methods. Kaizen

Blitz’s claims were enticing: “When was the last time your com-

pany improved productivity from 20 percent to 60 percent in only

four days? Or cut inventory by 50 percent in the same amount of

time?” These remarkable results were delivered by teams of em-
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ployees guided by facilitators. Employees learned how to work as a

team to tackle problems from the shop floor and, more important,

how to solve them quickly. The Kaizen Blitz teaches a highly fo-

cused process aimed at producing incremental performance im-

provements in narrowly targeted areas. It is a powerful technique

that delivers rapid, breakthrough improvements at lighting speed.

A Blitz involves everyone across an organization—managers and

workers alike. It is a low-cost, hands-on process in which all team

members are equal and everyone gets his hands dirty. 

Paybacks are significant, with a range of performance data de-

pending on the level of expertise of team members and degree of

difficulty of the project. However, Kaizen Blitz experts generally

track big paybacks in the following areas:2

Kaizen Blitz Paybacks:

Set-up time reduction 70–90%

Productivity improvement 20–60%

Process time reduction 40–80%

Inventory reduction 30–70%

Walking distance reduction 40–90%

These results were compiled from more than fifty Kaizen Blitz

companies, including Critikon (a Johnson and Johnson Com-

pany), Hamilton Standard, Jacobs Manufacturing, Pratt & Whit-

ney, Wiremold, Microtouch, Nypro, Boston Scientific, US Robotics,

and Rockwell Automation.

Sustaining the Gains

Not all results have been perfect, however, because many com-

panies stall out after initial gains. Blitz projects tend to have great

initial impact; companies plateau, however, when they attempt to

apply the new methodology to all work areas. They have difficulty
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sustaining the gains, and they may rest at improved, but not excel-

lent, performance. Nearly every company that has begun its lean

journey reports great learning experiences, solid productivity

gains, and, initially, freed-up cash. The challenge is to maintain

that same rate of progress. Delphi Corporation, however, a

frequent winner of the Shingo Prize and a leader in lean manufac-

turing—one of the components of The Incredible Payback—con-

tinues to report huge and significant gains in production as well as

in its supply base. 

The Challenge of Migrating Lean to the Whole Supply Base 

Although most operations start with simple lean pilot projects

conducted on one line or one internal production area, it is more

difficult to take internal lean methods quickly or easily “outside” to

the supply base. Small- and medium-size suppliers may not have

the resources in-house to work on kaizen, and they may need help

with the lean development assists. Plus, their processes must be

well understood before they can be changed. Not all customers

can offer their suppliers the kind of skilled lean development re-

sources that these projects require. 

But, when organizations combine strong Spend Management

and strategic sourcing with high-yield lean or kaizen processing

performance from excellent suppliers, they realize the full power

of The Incredible Payback. If management and control of the cor-

porate spend is in place, but supplier processes are unpredictable

and costly, companies can achieve The Incredible Payback by ad-

dressing their weaknesses in the supply base first. Either way, by

first managing and controlling the strategic spend a new way, then

improving the supply base, the results are significant. 

We will talk more about proven results and how to plan and

measure gains as we look at success stories. But let’s be clear about

the potential for gains. If you follow the example of our leading

purchasing operations, your company can expect significant pay-
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back to appear quickly—in less than a year. When gains are easy to

achieve and quite significant, as your organization’s skill levels

rise, cumulative gains continue and the game will become more

challenging. 

Benchmarking the Possibilities

In the late 1990s, three consulting firms—McKinsey, Arthur D.

Little, and AT Kearney—benchmarked a group of companies, try-

ing to identify what supply chain practices differentiated them

from other firms, and what practices were best and worst.

McKinsey looked at six best practice groupings—strategy, or-

ganization, execution, specifications and make buy, supplier man-

agement, and logistics and inventory management. AT Kearney

ranked the best of the best in manufacturing, resource conversion

(companies like Boise Cascade and Chevron), and services. One of

the benchmarked companies was Honda of America.

Honda: Best Practices Results and Data

Key supply management metrics showed significant differ-

ences among companies as well. In the critical area of quality per-

formance, or parts per million (ppm), Honda showed quality levels

well above other leading U.S. competitors’ scores of 300 ppm. De-

livery performance, a critical measure of on-time delivery capabil-

ity, is vital in the automotive industry, where shutting a line down

for even one minute has been estimated to cost about $26,000.

Honda’s delivery performance ranked at 99.9 percent—nearly 100

percent of all parts (components and systems) arrived at the as-

sembly plant on time, complete—not early and not late—to the

line’s requirement date. The third measure of supply chain perfor-

mance, inventory, stood at less than twenty-five days among the

leaders. But again, Honda showed far superior control, running

with less than four days total inventory in 1997. Two more mea-

24 /  THE INCREDIBLE PAYBACK

4948 Incredible Payback  10/20/04  5:32 PM  Page 24



sures of superior supply management, the amount of material

sourced to preferred suppliers (100 percent at Honda and 85 per-

cent among other leaders) and training hours per person (greater

than eighty at Honda) showed the gap between procurement Best

Practices at this transplant and its sourcing competitors. 

Furthermore, the measure of procurement’s ability to manage

a spend well, to keep costs within the inflation rate, or to beat in-

dustry average increases, showed great disparity between the best

and the worst performers. The best performers were able to de-

velop a five-year savings plan and execute it. Clearly, companies

like Honda and its suppliers were doing something vastly different

with purchasing.

Deere and Company’s Experience with Best Practices and
Spend Management

In the late 1990s, John Deere, the global agriculture and heavy

equipment manufacturer, was doing quite well for itself. With sales

of $13 billion and worldwide employment of more than 45,000

people, the company was able to weather periodic sector down-

turns and continue to show nice profits. 

Deere could have done better, however, because the supply

management operation was not structured to yield The Incredible

Payback. Highly decentralized, with more than 14,000 active sup-

pliers worldwide, it was hard, if not impossible, for the company to

get a handle on its spend—what the company was buying in raw

materials and production components and where—the first step

toward understanding The Incredible Payback. No single system

summarized exactly what the company was buying in raw materi-

als and production components, and from whom, and how often. 

Individually, Deere’s decentralized plants could point to very

successful operations, but centrally, it was impossible for Deere to

leverage its global size and optimize supply chain power. Manu-

facturing’s global operations numbered seventy-two, each of
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which maintained a separate supply chain, with different prices

and specifications. 

And the redundancies appeared in global product distribution

as well. For example, bearings that were used in production in Swe-

den, Japan, and South Korea were each sourced locally to a different

supplier. Steel, another heavy hitter and a common denominator in

many of Deere’s globally produced products, was controlled and

bought by a highly decentralized group of supply chains. And yet,

with a $13 billion spend, even a savings of 1 percent per year would

have returned $130 million to corporate coffers, more than enough

to fund a run of new products or a couple new plants. 

But like many big and successful corporations, the problem

was not worrisome, and there was little incentive to struggle with

major change. Best Practices dictate, however, that to improve re-

turns, big changes in supply management are the proven way to go. 

The Two Proven Paths to The Incredible Payback 

There are two approaches to achieving bigger profits driven by

supply chain returns. These two comprehensive approaches, com-

bined, produce The Incredible Payback: 

1. Best Practices—twenty maturity index points that define

high-level supply chain operations practices

2. Spend Management—strategic sourcing that manages and

controls the spend 

Payback for Best Practices and Spend Management 

Let’s look at the expected payback, or yields, for these two dif-

ferent approaches. Since most operations started to upgrade some

of their supplier relationship and procurement programs well be-

fore Spend Management, we’ll start with paybacks for Best Prac-

tices first. 
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Best Practice Paybacks

We took a look back at procurement leaders as we rounded the

fifteen-year mark in quality and delivery systems, and the perfor-

mance gap was striking. We know that if companies address pur-

chasing Best Practices the way the high performers have, they will

experience the same remarkable paybacks that early adopters of

just-in-time (JIT), lean principles, the Toyota Production System,

and Six Sigma quality have experienced.3

Metrics Leaders’ performance 1993 1996

Quality (ppm) under 300 ppm 5426 2339

Delivery performance Over 95% 76% 85%

Total Inventory in Days Under 25 40 31

% Sourced Preferred Over 85% 75% 80%

Training hours/person Over 80 46 32

With a Six Sigma goal of 99.9996 percent perfection (only 3.4

defects per million), our data showed that there is always oppor-

tunity to improve. Delivery performance—the number of days be-

fore or after the promise date when the material is actually

received—truly reflects how well the supply chain is meeting mar-

ket demand. Clearly, the difference between over 95 percent on

time performance and 76 percent reflects the enormous cost of

missing schedule—payroll for dozens of expeditors, overtime, and

premium shipments, all unnecessary expenses eliminated by Best

Practices. How profitable can a facility be when a quarter of sched-

uled incoming material is not there, or when more than a month

of twelve months’ potential profits sits untouched and rusting in

inventory?

Best Practices in quality, inventory, and delivery clearly cost

less than bad performance!

Most companies are familiar with a few of the twenty Best

Practices applied to raise the manufacturing performance of pro-
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ducers and suppliers in critical quality, performance, and cost

areas. In manufacturing and in white collar areas like order ad-

ministration, engineering and quality, quality methods, JIT, the

Toyota Production System, and other lean manufacturing meth-

ods have enabled many producers to streamline processes and

eliminate waste, as they increase productivity, cut lead times, and

improve quality. These efforts usually fall under Best Practice #2,

Supplier Development, because purchasing, which is concerned

with quality and delivery problems with purchased material, will

take a hard look at supplier processes first. With each new method,

producers have been able to improve quality as they lay out new

production flows, train workers, and redesign work to improve

productivity and reduce waste. 

z
The Twenty Best Practices That Define High-Level Supply Chain
Operations Practices4

Best Practice #1: Cost Management—Cost management

includes target pricing, cost tables, jikon (Japanese-style

customer/supplier meeting), and kaizen productivity im-

provement techniques.

Best Practice #2: Supplier Development—Included in sup-

plier development are quality teams and supplier engineer-

ing. Honda, the leader in supplier development, measures

the effectiveness of supplier development by percent of lo-

calization, ppm (parts per million) quality, on-time delivery,

supplier involvement in new product and other technical is-

sues, and training time. 

Best Practice #3: Value Analysis (Value Engineering)—The

careful analysis of design early in the new product cycle to

determine best materials, best tooling, and best manufactur-

ing processes.
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Best Practice #4: Nontraditional Purchasing—Maintenance

Repair Operations (MRO), indirect materials and services,

and other nontraditional purchased items.

Best Practice #5: Supplier Quality Circles—When Honda

started to produce vehicles in North America, its first ap-

proach to helping suppliers raise their quality levels was to

create dozens of supplier quality circles for training, general

discussions, and problem solving. 

Best Practice #6: Training—Internal training for purchasing

professionals includes benchmarking and formal training in

supplier development, quality, project management, etc. Ex-

ternally, training for suppliers may cover the same areas as

well as specific technology issues.

Best Practice #7: Supplier Information Sharing—This in-

cludes study groups, seminars, and management meetings.

Best Practice #8: Supplier Conference—Honda, Harley-

Davidson, and other Best Practice leaders sponsor annual

supplier conferences in which suppliers are recognized for

their quality and delivery performance as well as for technol-

ogy leadership. 

Best Practice #9: Supplier Performance Reporting—The best

organizations consolidate supplier performance reporting

into a single “report card” that contains all key metrics.

Best Practice #10: Supplier Surveys—Every customer wants

to retain the best suppliers, and one way to determine if the

relationship is working well is to ask suppliers to evaluate the

customer’s processes. Supplier surveys that are conducted by

a third party uncover a gold mine of partnership issues and

point to productive solutions. For examples of supplier sur-

veys used by Honda and Motorola, see Breakthrough Partner-

ing: Creating a Collective Enterprise Advantage.5
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Best Practice #11: Delivery Improvement—A delivery im-

provement program is a focused, continuous program to

work with suppliers who make the highest negative impact

on the customer’s delivery schedules. 

Best Practice #12: Tool and Technical Assistance Centers—

Best Practice leaders maintain tooling and technical support

centers solely to assist suppliers with expertise that they

might not have in all component areas. The inclusion of these

technical assists in purchasing or purchasing engineering

emphasizes their strategic value.

Best Practice #13: Supplier Support (SWAT) Team—Supplier

support (SWAT) teams are groups of dedicated experts who

assist suppliers in various ways by arranging meetings, study

groups, and seminars; or, they may be rapid response teams

that can respond to supply emergencies. 

Best Practice #14: Loaned Executives—When a supplier

loses a key manager or technical employee, finding and lo-

cating a replacement can take up to a year, an unacceptable

time for JIT schedules. At one point, Honda has had as many

as fifteen professionals loaned out at one time to suppliers. 

Best Practice #15: Early Supplier Involvement—Chrysler’s

breakthrough platform teams, colocating purchasing and de-

sign pros, and better product development software allow the

most competitive enterprises to involve suppliers from con-

cept through final design. 

Best Practice #16: New Model Development Group—Some

excellent producers invest in a dedicated team in purchasing

to working with engineers and designers on product launch.

Best Practice #17: Written Strategy for Every Supplier, Every

Part/Commodity—One of the most important tasks in Spend

Management is to develop a written strategy for every sup-

plier, and every part or commodity. This document addresses
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performance history, technology trends, as well as price and

specification data.

Best Practice #18: Strategic Planning and Administration—

Supply chain’s strategic role includes planning for new plant

and new sources to meet increased capacity requirements, as

well as developing contingency and other strategic plans for

emergencies and market drops. If purchasing does not par-

ticipate at this level of corporate strategy, profit plans are un-

realistic. 

Best Practice #19: Career Path Planning and Academic Out-

reach Programs—In the past fifteen years, group opportuni-

ties to manage and develop high-performing supply

management processionals have exploded. Resources from

organization such as Michigan State, San Diego University,

Arizona State, the Institute of Supply Management (ISM), and

specialized consulting groups continue to enrich their course

offerings. The best programs are used by customers, suppli-

ers, and competitors alike.

Best Practice #20: Purchasing Systems—Systems that man-

age spend and control buying and material movement

should ideally be linked to suppliers and internal users. How-

ever, smaller innovative software solutions may offer great

flexibility and value. The best supply chain performers often

use a mix of big data accumulators and smaller, agile prob-

lem solvers and analysis solutions.

Starting Out on the Right Foot to Build Best Practices

Even Honda and Toyota, the best of the best automotive oper-

ations that have pioneered clean process and a unique approach

to procurement, are continually challenged by market competi-

tion. They know that their capabilities must be ready to move with

continuous change. The performance gap, the huge chasm be-
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tween performance that meets market demands and limited

progress toward the ideal, requires consistently superior perfor-

mance. 

The first four Best Practices plus #16 New Model Development

Group and #18 Strategic Planning and Administration were key to

Honda’s early work on taking costs and waste out of the supply

chain. Although most operations start with only one or two of the

five, it is possible to make simultaneous progress working with the

following five initiatives. 

1. Cost Management

2. Supplier Development

3. Value Engineering or Value Analysis

4. Indirect, MRO and Nontraditional materials and services

procurement

5. Supplier Quality Circles

Incredible Payback Gains

Figure 1–3 illustrates the bottom-line potential of three ap-

proaches to cost management:

1. Keeping up with the purchased priced index (tracks infla-

tion)

2. Adopting some Best Practices, without a sharp, focused

Strategic Sourcing approach that targets Spend Management

3. A cost focus that draws on all opportunities offered by Best

Practices, including Spend Management’s consolidated buy

and leveraged spend

Organizations that gear performance to follow the purchased

price index are planning for average performance—nothing ex-

ceptional, no surprises, no big competitive wins. This type of “get-

ting by” strategy guarantees that procurement will not take center
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stage in any cost-cutting drive; similarly, it is clear that when top

management is looking for significant profit growth, they will not

turn to supply management whose work is at this “gentlemen’s C”

level. 

Honda and Toyota transplant centers, however, show that their

focused cost approach (#3) consistently yields savings of one-

quarter of their total spend. Think about it—if your company

routinely buys $1 million per year in materials and services, pro-

duction and nonproduction (the spend), Best Practices will save 25

percent of that, or $250,000. If your company spend totals $1 billion

per year, Best Practices will net more than $250 million a year. It’s

hard to ignore the potential when the proof continues to grow.

Making an Investment in Best Practices

Leveling up supply base performance through adoption of

Best Practices and operating at a more mature and dedicated pro-

fessional level does not come without some up-front costs. At
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Honda’s Marysville, Ohio, complex, the purchasing function en-

compasses more than four hundred professionals. Yet, for Honda,

staffing up to develop and support a strong, local supply base was

not a question of “How much?” but “When?” Training, job rota-

tions, new systems, all the resources that add power and variety to

a supply management group’s potential, are expense items that

should pay their way many times over. 

John Deere added 175 new strategic supply management posi-

tions: 100 for supplier development, 50 cost management special-

ists, and 25 Best Practice specialists. Delphi Corporation added

cost-and-systems and supplier development experts. And at

Respironics, a high-growth medical equipment producer at the

beginning of Incredible Payback work, two new supply manage-

ment positions at headquarters, and training for upcoming kaizen

projects, plus twenty days of consulting, were required to launch

the campaign. 

The Second Path to The Incredible Payback—Spend
Management

Spend Management is a new term that describes the manage-

ment of all expenditures for purchased materials and services,

from metal and plastic components to temporary help and travel

expenses, all the checks that companies pay out to stay in busi-

ness. In most operations, companies have only a partial picture of

what it really costs—how much they spend in total—to make their

product. They typically skip advertising expenses or some person-

nel benefits, but even office supplies and production repair mate-

rials should be included in the total spend. Yet, all these categories

of expenditures are part of a corporation’s total spend, and the best

purchasing executives understand that every dollar counts. If your

company does not know how much it spends on specific com-

modities or services, or with specific suppliers, it will be difficult to

leverage the power of a large spend to achieve a good payback.
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When purchasing functions are decentralized, however, it may

be impossible to pull all the spend data together in a single docu-

ment. That is what must be done eventually, but in a decentralized

operation, it may be necessary to pick a different starting point. A

good place to begin is to gather at minimum the material, labor,

and indirect materials required by production to make products.

This information is usually available from the cost accounting sys-

tem, and it should be fairly reliable.

We emphasize the importance of gathering all relevant cost

data whenever it is possible, because it is important to establish a

baseline against which managers can plan and monitor Spend

Management. 

Spend Management at John Deere and Company 

In 1998 John Deere took a hard look at its purchasing results in

comparison with recognized Best Practice leaders and industry

average performance. Although the typical North American off-

road equipment producer maintained year-to-year purchased

parts price increases that were well below the purchased price

index—a tracking number that grows about 2 percent per year—

there was an enormous and growing gap between acceptable re-

sults and the purchased costs of Japanese transplant high

performers. The Japanese transplants’ total spend or purchased

costs continued a steady drop to well below other producers’

prices. Traditional purchasing practices could not explain the si-

multaneous drop in purchased costs linked to higher quality and

features found in transplant products. What would allow the trans-

plants to continue to show such incredible cost differences?

The company spend totaled approximately 7.1 billion per year

(70 percent of global manufacturing costs) by maintaining what it

felt was an acceptable 2.6 percent yearly increase between 1992

and 1998—well below the typical purchased price index. Supply

chain managers realized they absorbed an additional $560 million
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in costs per year, or more than one-half billion dollars in addi-

tional spend! These millions of dollars of cost increases scattered

through the company’s purchase of production and nonproduc-

tion items, such as travel and benefits, were unexamined in-

creases. No one really knew if they were necessary, or if they were

contracted for or agreed upon, or how the suppliers were billing—

truly, these cost increases “just seemed to happen!”

Furthermore, despite high growth, and market and currency

swings, new plants and new products, the Japanese transplants

still showed total spend that dropped predictably and consistently

from 3 to 5 percent per year. Clearly, the transplants’ procurement

operations were doing something radically different, but North

American producers, who were inclined to accept “normal” cost

increases, were oblivious. 

The 3 Percent Factor

Deere managers asked themselves: What would happen to our

growing $7 billion spend if we targeted savings by simply leveling

off cost increases and maintained a nearly flat cost curve? Savings

would be significant and measurable, but they would merely rep-

resent keeping the lid on costs. The Japanese producers’ sharp de-

crease in purchased parts costs on a yearly basis intrigued Deere

management. If the transplants’ supply chain pros—American

managers, working in North America with primarily American

suppliers—could save billions and still grow and capture more

market share with new products and higher volumes, why couldn’t

Deere? 

And the answer was, “Yes you can!” 

Optimizing the Supply Chain

In this economy, when some companies save money by cut-

ting back on people and new systems and new initiatives, smart
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use of resources becomes even more important. It is becoming dif-

ficult for a small- or medium-size supplier to do anything but get

production out. What initiatives can no company afford to aban-

don?

Ninety percent of all companies do not take advantage of the

cash available from optimizing their supply chain—every day, they

let money flow through their fingers. For example, imagine a com-

pany called North American Automotive Supplier manufacturing

and selling $200 million of product annually, with a total spend of

about $100 million.

If this manufacturer’s goal is to make a 5 percent after-tax

profit, and everything goes well, the company will earn $10 million

in a good year. On the company’s $200 million in sales, if it puts

into place the right capabilities—“enlightened” supply chain pro-

fessionals who are educated and leveled up to the top quartile, if

not higher—the company could easily save 3 to 5 percent a year,

every year, of that $100 million spend. (Five percent is not easy, but

3 percent per year is, assuming the company has not done so al-

ready—and remember that 90 percent of companies have not

done so already.) 

The savings accumulate. In year one, the easily achievable 3

percent savings amounts to $3 million of North American’s $100

million spend; by year two, it would have totaled $6 million. At this

point, purchasing would be finding savings on different parts of

the spend, typically, so that by year three, the total still grows, to $9

million. In year four, savings climb to $12 million, and by the fifth

year in North American’s Spend Management plan, the company

would have accumulated a whopping $15 million. In fact, in five

years, if the company were to get a handle on the spend using

sound verify, track, and control (VTC) principles, North American

Automotive’s cumulative $15 million in cost savings would repre-

sent 50 percent more than its best year’s profits! Retaining another

$15 million in spend translates to revenue growth of 7.5 percent

sales growth—all without adding any new products or plants! 
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Look what happened to profitability with a simple 3 percent

annual improvement. Amazingly, any good company can achieve

3 percent improvement. When companies aggressively pursue

Spend Management, they can increase the goal to 5 percent. For

North American Automotive Supplier in our example, a 5 percent

after-tax yearly spend savings would mean $5 million per year, or

$25 million in five years, again more than double one year’s “nor-

mal” $10 million profit.

It sounds too good to be true. And in many companies, unfor-

tunately it is. Savings just like these seem to evaporate by the end

of the budget cycle—it’s not a mystery where the “extra” cash went.

We see far too many operations that successfully negotiate new

contracts to free up fresh cash, only to lose it to another category

of expenditures. Or, when finance fails to monitor the projected

savings by reviewing invoices and payments, somehow that well-

earned cost reduction seems to disappear. So, savings without

tracking is meaningless. We’ll talk more later about how to pre-

serve savings by using another element of good Spend Manage-

ment, the discipline of VTC. 

How many companies would like to double their current

profit, by using basically their current workforce? If they ratchet up

workforce performance and invest in Best Practices and Spend

Management, it’s an incredibly powerful message. But the single

largest problem in all of this smart sourcing is that people don’t be-

lieve it. Senior management personnel have so many things to

think about that they look right past Spend Management because

it’s perceived as “too hard,” because it cannot be done in fifteen

minutes by the one-minute manager.

Spend Management is a program that takes six or seven and

sometimes eight years to execute. Successful supply chains have

to build up the capability through their people, systems, and

processes, and they have to keep it going. We take the 5 percent

savings from two different directions: 
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1. For 3 percent savings, 50 percent would come from current

purchased production parts.

2. The remaining 50 percent comes from supplier integration,

working with suppliers’ engineering departments in up-front

relationships to lower costs as we develop new products to-

gether. When producers work side-by-side on new products

from the concept stage, we achieve big savings together.

So there are two approaches—Best Practices and Spend Man-

agement—to competitive supply management, both directed to-

ward first controlling costs and then growing purchasing

capabilities over the long term. Let’s look at four different exam-

ples of good companies achieving the Incredible Payback. 

The Incredible Payback Works for Everyone!

These four stunning examples are good illustrations of The In-

credible Payback—Honda, Deere, Delphi, and Respironics. We will

continue to look at them as we move through other areas of The

Incredible Payback. 

HONDA OF AMERICA—1998 ACCORD TOTAL MANUFACTURED COST WAS

CUT BY OVER 25 PERCENT

Most automotive producers outsource more than 80 percent

of the cost of a vehicle. The percentage of outsourced material

contribution to total vehicle cost has been increasing as more ve-

hicle designs call for systems—dashboard systems, seat systems,

ignition systems, and even audio systems—rather than five or six

thousand individual component parts bought from suppliers and

shipped in for component assembly at various feeder lines.

At the same time, customers like Honda and Toyota have re-

duced the number of suppliers they rely on to produce these sub-

systems. Honda, for example, used only 353 suppliers to provide

all components for its Accord and Civic assembly lines; contrast
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this very manageable number of suppliers with the thousands of

suppliers that auto producers typically used fifteen years ago. Sup-

plier involvement and new model design work allowed Honda

buyers to reduce vehicle costs by more than 25 percent. 

As producers reduced the number of suppliers with which

they partnered, however, they increased the performance de-

mands and reliability/quality expectations for each of these sup-

pliers. Contract totals, as well as the professional level of buyers

inside supply management, rose. Honda’s procurement depart-

ment essentially included one well-trained professional for each

supplier on the Honda payroll. So what happened in this big shift

of purchasing roles and objectives? As the number of suppliers

dropped, the need for involvement and expertise around supplier

technologies and scheduling rose. Essentially, procurement traded

high volumes of day-to-day buying and tracking transactions for

fewer high-impact customer/supplier relationship work details—

problem-solving design collaboration, for example. The leaders

raised the ante for procurement involvement in corporate

strategies. 

For Honda, the investment in 350 professionals in procure-

ment to support some 350 suppliers yielded not simply high-level

day-to-day performance but an Incredible Payback. Honda’s

strategic sourcing strategy put the company’s Accord in neck-to-

neck competition with Toyota’s similar and competitively priced

Camry. Both sedans offered consumers a new price point. Toyota

surprised its Marysville competition by reaching 30 percent, a few

points above the Accord, cost down in its Camry. 

JOHN DEERE & COMPANY

After Deere discovered that its profitability could be greatly

improved by adopting some of the excellent supply management

practices of the transplants, the company decided to try some new

ideas. The company imported key supply management profes-

sionals who were familiar with Honda’s methods. The company
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immediately introduced Deere to Best Practices and Spend Man-

agement, and the results were encouraging; hundreds of supplier

kaizen and lean projects turned in impressive productivity, inven-

tory, and cycle time improvements. The relationship building and

integration of new ideas between the customer and eager suppli-

ers strengthened and energized the supply base and prepared

teams for more. 

In Spend Management, Deere opportunities were abundant,

and detailed cost analysis uncovered many opportunities to target

cost imbalance in all commodities, starting with big ones like

steel, as well as many MRO items. Initial results were so exciting

that Deere management was eager for more kaizen and cost target

work. Spend Management, however, is more of a long-term disci-

pline than most kaizen work conducted in the supply base, and

Deere confirmed this time frame. One of the organization’s foun-

dation pieces for long-term sustained Spend Management is a

central procurement function that makes all strategic sourcing de-

cisions for the company. 

In its first year, Deere strengthened its supply management

leadership team and added cost management processes. The pay-

back was $120 million in net savings, enough to cause manage-

ment to optimistically raise the savings objective from 2.8 percent

to 5 percent, an aggressive top-performance level not achieved by

more than a handful of healthy organizations. 

z
A Sample of Deere’s Year-One Paybacks:

Projects Savings

IT Desktop $7.3M

MRO 3.0

Travel 3.0

Contingent 4.6

Fleet 0.41
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Deere’s new supply management organization was able to

achieve incredible results in five years, more than a $40.5 million

reduction in the corporate spend, while plants and divisions

continued to have a voice in the sourcing process. Centralization of

supply management continued to ensure Deere even bigger gains. 

z
Before After

❑ No consistent strategic ❑ Common strategic  

sourcing process sourcing process

❑ Unit sourcing authority ❑ Enterprise/division

(maverick spending) sourcing based on 

approved strategies

❑ Volume leveraging ❑ Enterprise/division 

covering 15 to 20 percent leveraging for 90 percent 

of spend of spend

❑ Factory-managed supply ❑ Enterprise/division 

base (decentralized) managed supply base

❑ Inconsistent demands ❑ One face to suppliers

and messages

DELPHI CORPORATION’S INCREDIBLE PAYBACK

A few years ago, Delphi Corporation further raised the bar for

performance by taking another look at strategic sourcing. While

first-tier producers—the Big Three and the transplants—were

working at cost management and new product launch challenges,

Delphi discovered that second- and third-tier producers had

equally formidable challenges. Product variety and complexity

continued to grow, as their first-tier customers demanded tech-

nology, price, and scheduling successes, one after another. It

seemed that the stress of first-tier producers had been magically

outsourced to their second- and third-tier suppliers, where the

pressure continued to build. 

Like many suppliers, Delphi needed new ways to protect profit
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margins while maintaining healthy growth and the kind of quality

and innovation that the market demanded. At Delphi, 59 percent

of sales dollars go to purchased goods and services, while 29 per-

cent is spent on manufacturing in-house costs (6 percent for engi-

neering and R&D, and 6 percent for SG&A), which leaves little for

profit. To change the equation and produce a predictable and

healthy 10 percent profit (or $2.6 billion), Delphi’s manufacturing

and purchased costs—the biggest cost contributors—had to be re-

duced considerably over a reasonable horizon of five years. The

big question for Delphi management was, however, where the sav-

ings would come from.

The answer came from Delphi procurement. Their response

was simple—The Incredible Payback. By raising the bar internally

on performance, Delphi cut waste and achieved its greatest ever lev-

els of efficiency and productivity. Delphi’s lean transformation in-

ternally was, in fact, so effective that five plants were awarded the

Shingo Prize for their leaned-out processes. Delphi executives knew

that taking the same excellent internal performance to outside sup-

pliers would generate even more big savings. Current rates would

need to be improved dramatically, while implementing new sys-

tems for cost management and model-to-model cost reductions. 

Investing in people and systems to generate high paybacks is

an absolute requirement. So when Delphi supply managers asked

for an additional $25 million a year to invest in high-yield man-

power and systems, they knew they would receive $75 million back

in savings, or three times their original investment. 

In the recession of 2002 to 2003, Delphi’s Spend Management

and Best Practices created a buzz in Detroit. There was talk of lay-

offs of ten thousand technical and professional people to cut costs.

But why not, suggested one vice president, take another look at

Spend Management and look for savings (and new profits) there,

particularly in low-cost areas of the world, if the company would

put the resources in place to do it? The vice president wanted the

company to hire sixty-eight supply chain professionals (engineers
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and strategic procurement specialists) and they guaranteed that

the new hires would realize four times their original $5 million

investment, or another $20 million. Furthermore, procurement

knew that many parts could be bought for 30 percent less, and the

company could double or triple profits in three to five years. Why

not try it? Assign a CPO, and give that person 100 percent global

buying authority. Sure, it’s a grind, but it works! A call to purchas-

ing managers for specific suggestions brought in more than four

hundred of them, and the savings rolled in. 

RESPIRONICS, INC., A HIGH-GROWTH MEDICAL DEVICES COMPANY

Respironics, which has its headquarters in Pittsburgh, Penn-

sylvania, is a $470 million producer of medical products such as

sleep apnea devices and breathing equipment. The company

knew its margins were eroding, despite a booming annual 17 per-

cent growth rate and a long series of successful new products.

Benchmarking excellent supply chain performers, including Dell,

Honda, Harley-Davidson, and IBM, convinced Respironics’s exec-

utives that a supply management initiative combining Best

Practices, especially supplier development, and some Spend Man-

agement, would show strong results fast. With a nearly $200 mil-

lion spend spread over some 1,500 suppliers, the executives knew

tremendous opportunities lay untouched in the supply chain, and

they were not disappointed.

By creating a new strategic sourcing function, and adding two

dedicated professionals to work with costs and supplier develop-

ment, the company developed a plan designed to show results in a

matter of months. A $10 million privately held key plastic face mask

supplier was chosen for Respironics’s first supplier development

project, and as predicted, with a few weeks of training and experi-

enced guidance from Dave Curry, a Honda purchasing veteran,

things started to look better, and work better, at this company.

Team members picked a team name—TAT for “take action

today”—and started to gather baseline data.
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“Cardboard Is Not a World-Class Material!”

Those words were uttered by Mark Preston, Respironics’s sup-

plier development manager.

For five weeks, Dave Curry’s team observed and gathered data,

and learned patience. As Curry remembers it, team members were,

as most kaizen veterans will tell you, eager to get moving and do

something. They were new to the data gathering and analysis

game, and they wanted to get it over with. “We had to practically

strap them to the chairs,” recalls Curry, but the results were im-

portant because team members were convinced not to attack their

first obvious target after studying the numbers. 

Respironics needed more production in the hospital face mask

area, a product group growing at ever increasing rates. But this key

supplier was experiencing 18 percent rejects. So, four Respironics

and four supplier process improvement team members got to work

and uncovered the following:

Actual Goal

COPDS (5S compliance) 1.12

Volume per day, 2636 3400

Line balance 81.3% 90%

Cycle time 77 seconds 15 seconds

Rejects 18%, or 300/day 200/day, May, 150 or less

Batch one-piece flow

Wait time on assembly line, 9 sec 5 seconds

Travel distance 527 feet under 400

Floor space 7153 6500

Inventory, work in process 19K 15K, or 4 to 5 days going to 

3 days

Raw material 4K on the floor 3 days
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The suggestion system tallied over fifty from the floor in the

first four weeks, over half usable.

The team established quantitative goals and picked targets.

Among the first objectives included taking one model line from

batch to one-piece flow for hospital masks. Reject levels were high

at about 18 percent, complicated by a difficult layout and er-

gonomic challenges. With good margins but too much waste, the

company was ripe for transformation, and Curry predicted that

the company would double productivity on its first project. 

In April, a management review meeting went over the team re-

sults. The supplier’s insurer toured the plant and was blown away

by the change in buildings, equipment, processes, even the way

people looked, which was happier and more energetic. They were

stunned by the amount and quality of hard data papering the war

room’s walls, and stated, “We’ve never seen this type of informa-

tion at a company this size!” 

LOGISTICS.COM

We mentioned the importance of looking at the entire supply

chain, from inbound material and purchasing through processing

and manufacturing and out to distribution and logistics. The com-

plexity of supply networks delivering on JIT schedules demands lots

of very smart software assists, and a few companies have taken ad-

vantage of outstanding optimization software to look at their mate-

rial flows and their spend. Optimization software used by logistics

providers and shippers is a great payback opportunity area. Quaker

Oats, for example, worked four times with Logistics.com (now part

of Manhattan Associates), an optimization software provider. Each

time, the company cut an impressive 4 to 8 percent off its trans-

portation spend, saving millions of dollars and improving service

levels. Similarly, consumer products giant Fortune Brands, whose

brand names include Jim Beam, Knob Creek, Geyser Peak, Titleist,

Cobra, Footjoy, Master locks, Moen, Day-Time, Kensington, and
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Swingline, saved over $900,000 through a collaborative transporta-

tion procurement agreement reached with Logistics.com.

It’s an opportunity that purchasing executives cannot over-

look. 

Conclusion 

Honda, Deere, and Delphi—each one of these operations once

had traditional purchasing and manufacturing/distribution prac-

tices, with low and unpredictable yields. Each of the four had to

create a new awareness of procurement’s role in driving corporate

profits. And each company boasts supply management leaders

who continually take the lead in meeting corporate revenue ob-

jectives. No longer simply a cost burden, procurement’s contribu-

tions to the bottom line have won the attention of investors and

shareholders alike.

In a desperate economy, when so many companies simply dis-

solve and others lay off thousands of good employees, smart use of

all resources becomes even more important. We said that ordinary

performance will give a company from 2 to 3 percent savings in

purchased costs; however, more aggressive and thoughtful pursuit

of Spend Management and Best Practices guarantees a 3 percent

annual savings. But expert application of these two approaches

takes a good company into the small group of excellent perform-

ers who project and deliver 5 percent savings or more annually. 

Raising levels of supply base performance does not come

without some upfront investment, however. Deere added 175 new

strategic supply management positions: 100 for supplier develop-

ment, 50 cost management specialists, and 25 Best Practice spe-

cialists. Honda of America dedicates approximately four hundred

purchasing professionals to strategic sourcing and working with

suppliers; the rough payback that Honda calculates on its

$100,000 annual investment in a supplier engineer is three to five

times the annual salary package, or $300,000 to $500,000 in cost
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reductions and productivity improvements, which is not a bad

payoff! 

We believe that to combine short-term results with long-term

financial gains, a company must master both approaches to The

Incredible Payback—that is, managing the spend and strategic

sourcing, combined with Best Practices. Whether the discipline is

called kaizen, Honda BP, or lean methods, the combined payoff

will be more certain, with less risk, and will provide a solid foun-

dation for growth. 

Best Practices pay off. Eighty percent of companies enjoy The

Incredible Payback opportunity, but only the best maintain focus

to implement more than a few Best Practices in the supply base, or

internally in local production or procurement operations. With

only partial initiatives, their results may be promising, but they are

generally limited and difficult to maintain. Furthermore, few pro-

curement operations are centralized and equipped to carry out

high-level Spend Management, the type of hard-driving discipline

that yields billions of dollars in savings. Although we are working

with different cultures, different size companies, different life cy-

cles, and different tools, every company faces a common chal-

lenge—the opportunity to save billions without laying off millions.

It can be done! 

Notes

1. Dave Nelson, Rick Mayo, and Patricia E. Moody, Powered by Honda

(New York: John Wiley & Sons, 1999), p. 5.

2. Anthony C. Laraia, Patricia E. Moody, and Robert W. Hall, The Kaizen

Blitz (New York: John Wiley & Sons, 1999), pp. 3–5. 

3. Dave Nelson, Patricia E. Moody, and Jonathan Stegner, The Purchas-

ing Machine, How the Top Ten Companies Use Best Practices to Man-

age Their Supply Chains (New York: The Free Press, 2001), p. 29.

4. Ibid., pp. 45–63.

5. Patricia E. Moody, Breakthrough Partnering (New York: John Wiley &

Sons, 1993).
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Chapter 2

Ten Common Mistakes

TRADITIONAL STRATEGIC AND TACTICAL APPROACHES TO SOURCING, BUILD-

ing, and distributing successful products will not allow purchasers

to see or capture big paybacks because traditional approaches only

provide partial solutions—they don’t include Best Practices and

Spend Management. Most traditional purchasing and manufactur-

ing functions take a narrow focus that does not reach all key areas

of the supply chain; they are not big enough and deep enough to

lead the kind of change we envision. Furthermore, since most tra-

ditional purchasing organizations’ systems are not well-integrated

and cannot meet all key information requirements, achieving big

paybacks with Spend Management is a challenge. Although it is

possible to achieve, year after year, good savings with only limited

or partial information, to sustain the 3 to 5 percent total spend sav-

ings that we advocate, companies must see the entire spend and

they must see beyond this year’s budget. Achieving billions of dol-

lars of savings without hurting the supply base or cheating cus-

tomers out of value is the challenge of every producer, and Best

Practices and Spend Management are the answer. 

49
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Supply chain risk and uncertainty have arisen as global out-

sourcing has increased. When companies move more and more of

their manufacturing business outside to contract manufacturers,

they create more logistics work as materials move through com-

plex supply chains. Many of the hands that touch the materials are

not well connected to the end producer, and this also generates

more risk that traditional operations are not equipped to handle.

As supply networks have become more complex, the risks and the

opportunities have arisen as well. 

Purchasing processes that limit payback potential include or-

ganization structures that conflict or overlap, missing data, and bad

practices. Bad practices create waste, which is easy to spot, but cap-

turing and using the right spend data is not as easy to do, and it re-

quires more focused attention. Enterprises that do not maintain a

strong focus on Spend Management, which is supported by Best

Practices, allow potential paybacks to slip away, and they usually

do not know it! Furthermore, the sheer difficulty of data gathering

and performance monitoring in traditional operations often ob-

scures the larger vision and goals because managers find them-

selves sub-optimized by smaller, tactical objectives. 

How to Evaluate Your Supply Management Group’s Maturity
and Competence

There are ten clear pitfalls that limit a supply chain’s contribu-

tion to profits and growth. These problem areas also mark the dif-

ference between mature organizations that are working on all the

right issues and bringing along the best resources, and those oper-

ations that are stuck in a tactical day-to-day grind.

Before jumping into fixing each of these ten problem areas,

however, we recommend that managers perform a quick survey of

their operation’s capabilities and become familiar with key work

areas: understand where procurement people are really spending

their time and where there may be gaps. Gene Richter, the former
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chief procurement officer of IBM, used a thirteen-question check-

list to evaluate purchasing performance and to understand what

areas are important to the group. This checklist helps to highlight

questionable and problem areas and serves as a great starting

point for further gap analysis and spend focus. The checklist raises

more questions when supply management is reviewed, and it

should highlight strengths as well as obvious weaknesses. Use it as

a starting point to examine exactly what your company does in the

supply chain: where the emphasis is, and where the big dollars are.

If your primary area of responsibility is engineering or manufac-

turing, this checklist will be a perfect jumping-off place for re-

viewing supply chain operations. These questions are also useful

for customer/supplier or engineering/procurement teams to use

if they want to streamline their processes, and also to identify and

focus on a few important tasks (see Figure 2–1).

1. How is procurement organized currently?
A. Logistics?
B. Production planning and control?
C. Incoming material and component quality?
D. Inventory management?

2. What performance metrics are available currently?
A. Are they used directly in performance reviews?

3. Who really selects the sources:
A. Procurement? (Central? Regional? Plant?)
B. Engineering?
C. Top management?
D. If it depends on the commodity, cite some examples.

4. Who negotiates the price and other contract terms?

5. How are make/buy decisions made?
A. Components?
B. Finished products?

4948 Incredible Payback  10/20/04  5:32 PM  Page 51



52 /  THE INCREDIBLE PAYBACK

6. What are the major outside sourced part categories, based on dollars
spent?

7. What part categories are most critical from a quality, technology,
and/or delivery standpoint?

8. Who are the ten most important suppliers? For each, identify:
A. The primary country of manufacturing origin
B. The country of headquarters
C. How often they are visited by procurement people

9. Can your MRP system requirements be:
A. Cross-communicated within the company?
B. Consolidated into one demand on the supplier?
C. Nationally?
D. Globally?

10. What are company policies regarding:
A. Ethics
B. Buyer behavior
C. Supplier behavior, etc.

11. Are there regular, formal processes for communicating with suppliers
and getting their input?
A. Periodic surveys?
B. Advisory councils?
C. Ombudsman?

12. Averages of procurement people:
A. Years of education?
B. Predominate discipline?
C. Years with the company?
D. Years in procurement?

13. What delegation of financial authority do the various levels of procure-
ment have? Does any other function have procurement delegation
authority?

SOURCE: R. Gene Richter, former chief procurement officer, IBM Corporation, copyright
2001, used by permission.

Figure 2–1. Preliminary production procurement questions.
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Building on Your Strengths

No purchasing group covers all areas equally well. Harley-

Davidson, for instance, works very hard on strategic planning and

supplier relationships. Although Honda’s purchasing was not

strong on computer systems integration, purchasing people

worked well with manual data that was accurate and available. We

are sure that every group that performs a good management re-

view will find one or two of the most common mistakes made in

every supply chain organization. There is not one company that

can demonstrate excellent performance in all areas, and very few

companies rank above average all around. However, if your group

has a few strengths—and some weaknesses—that are important in

your industry, we urge you to build on these strengths and see

what happens. The ten common mistakes shown in Figure 2–2 are

problem areas that we see blocking the progress of far too many

good organizations. We think that some, if not all ten, of them can

be addressed immediately in ways that will actually change cur-

rent performance. Before the cure, however, comes diagnosis and

treatment. 

1. Low expectations 
2. Decentralized purchasing
3. Production reporting into operations or marketing 
4. Lack of good analytical tools
5. Supplier proliferation
6. Short-term, low-level tactical focus
7. Bad press
8. Product variety and complexity
9. No connection or communications between purchasing and new poduct

development
10. No supplier development

Figure 2–2. Ten common mistakes.

4948 Incredible Payback  10/20/04  5:32 PM  Page 53



Low Expectations 

Coauthor Nelson calls this mistake “operating at kindergarten

level in a grad school environment,” but the practice of allowing

purchasing to be an underachiever is an expensive approach to

global supply management because it underpowers a vital con-

tributor to corporate profits and growth. Unfortunately, examples

of low expectations (and low results) in procurement are common.

When compensation and board of director’s representation, for in-

stance, does not include supply chain management at high levels,

performance suffers. Decisions tend to overlook procurement’s

contributions to profit, and budgets for staffing and resources in

supply management are limited. Or when procurement planners’

and managers’ compensation is lower than that of managers in

other areas, the message is clear: Procurement is an administrative

process that makes the wheels turn and keeps the paperwork flow-

ing, but it somehow isn’t as professional or important as finance or

marketing.

Low expectations make the challenge even more difficult be-

cause no matter how good an organization is, no matter how eager

its employees are to do their best and to make solid contributions,

if the expectations for purchasing’s role in the business are low,

chances are the results will be the same. High expectations pro-

duce high results in sports as well as business; the best athletes in

sports such as tennis and golf live with their own internal high ex-

pectations, as well as the daily responsibility to stay tops in their

rankings, and they know the effect a bad crowd has on the game.

When Jimmy Connors and John McEnroe played home matches at

the U.S. Open in New York, for example, they both raised their level

of game to unexpected heights because the home crowd expected

them to play better than ever—and no one was disappointed. But

when the U.S. Davis Cup team played hometown favorites like

Goran Ivanesevic in Zagreb, Croatia, they suffered painful losses as

the crowd cheered their missed hits and booed winners. It made
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the hill that much steeper and higher to climb. In tennis and golf,

mental attitude counts for more than 90 percent of the game; and

in new and innovative areas like supply management, attitude and

respect count just as much.

SECOND-TIER DOES NOT MEAN SECOND-CLASS

Low expectations can be especially damaging out in the sup-

ply base. Many suppliers work hard to deliver perfect quality and

on-time performance, but because of their size or clout, they often

do not get the respect and appreciation they deserve. It is ironic

that as outsourcing places higher and higher proportions of prod-

uct value in the hands of small- and medium-size suppliers, many

first-tier operations still undervalue second- and third-tier contri-

butions. 

Second-tier suppliers are often the source of innovation and

growth. For first-tier producers, however, 80 percent of the United

States’ annual new products are developed and produced by

second-tier companies. Although these suppliers may not repre-

sent the largest portion of a corporate spend, their unique contri-

butions make the supply chain more globally competitive, and

that value is beyond measure. 

Internally, procurement groups can also suffer from lowered

expectations or unclear objectives. We will talk later about what

metrics work best to measure supply chain performance. There is

great power in numbers; and continued high-level purchasing

performance and good press throughout the supply base are the

fuel for raising low expectations. 

Decentralized Purchasing 

Decentralized procurement organizational structures were

originally designed to guarantee continuous delivery of plant-

specific products directly into factories in order to keep the lines

running at all costs. However, they are now our biggest barrier to
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improved Spend Management, which is a tremendous problem in

supply management today. A decentralized purchasing structure

is one in which purchasing offices and decision making are not co-

ordinated, supplier strategies are not linked, volume is not lever-

aged, and relationships exist at low organizational levels and there

are local incentive schemes. Although purchasing offices are

maintained at the plants or at divisions, there may be a central

procurement function as well that performs a few limited pro-

curement functions. Commodity and cost analysis, quality and

material specifications, negotiations, buying, strategic planning,

and expediting may be conducted at any and all levels and at

many different locations in a decentralized organization—and

that is the problem. This approach to managing material flows is a

legacy of the vertical integration model. Although some elements

of that model have shifted as outsourcing and other supply chain

flows have moved out, the basic decentralized foundation imprint

remains in place in so many corporations that we know it still

needs to be addressed at very high levels. Decentralized opera-

tions have a tendency also to put one plant in competition with

another for the same supplier’s work.

MAVERICK BUYING

What happens to the spend, for instance, in a billion-dollar

corporation, when every plant maintains its own team of buyers

that orders maintenance and repair operations (MRO) materials

independently? Because MRO parts and supplies are unglam-

orous, they are usually overlooked when companies first attempt

cost reductions. However, MRO is one of the easiest opportunity

areas starting out. As John Deere discovered when a planner stud-

ied the company’s MRO spend, the result was $1.4 million for 424

different varieties of gloves, all intended to be used on the produc-

tion floor for basically the same purpose, before being discarded.

When the glove supplier mentioned to one Deere analyst that

Deere was paying $7.50 for a single-use pair of gloves, while the
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competition paid $1.50, and then cleaned and reused the gloves,

the facts hit home—decentralized spend decisions not only en-

couraged maverick buying but also increased the cost! By switch-

ing to a more-sensible buying strategy that included a single

supplier, fewer varieties of gloves, and better prices, planners real-

ized immediate savings of 35 percent, or $490,000, almost half a

million dollars in gloves alone! Even Deere suppliers knew that

lack of control bred inefficiencies! If that type of variance existed

for one simple production item, how much craziness would Deere

find with bigger items like tires and engine components? 

The issue of cost effectiveness is key in any decentralized op-

eration, but there are other problems as well. For suppliers that

may be shipping materials to customers at more than one plant, at

different prices or specifications, the customer is not showing

what Honda calls “same face,” which is a uniform approach to

buying and communications that minimizes confusion and saves

time. Quality specifications may differ from one plant to another,

even from one engineer to another, and when the purchasing sys-

tem allows product or design proliferation, or when there is not an

integrated central database to tell the story, no one is the wiser. In

a growth company launching many new products each year, this is

a problem;, but in a mature industry that earns predictable rev-

enues on a known set of products, it is inexcusably expensive. 

CURIOUS INCENTIVES TO STAY DECENTRALIZED

The centralization/decentralization decision, however, is

more than a simple choice based on good analysis of the spend,

cost benefits, and production demands. There is strong emotion

surrounding the question of whether to decentralize—how much

or how fast—and where there is emotion, there is usually power or

money. These two issues must be addressed when companies con-

sider how to best structure the supply management area: cost al-

location for a central procurement department and the division or

plant manager’s incentive to retain purchasing power. 
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First, it costs money to maintain a central purchasing opera-

tion, especially when it is staffed by planners who are paid more at

central planning than if they were working at the plant level. Cen-

tral procurement operations require good data from an integrated

purchasing system, and this system will probably cost more than

smaller plant-level operations. The funding to operate a central

system comes from allocations placed on the plants or the division.

In essence, the plants pay for planning, negotiating, and buying by

a central group that leverages the combined size of all the smaller

plants and divisions, while making buys that ideally should work to

the advantage of all parties involved. Therefore, there may be a

trade-off between the central group’s ability to leverage the buy and

the plant’s contribution to the cost of the central group. 

FAIR IS FAIR

When a certain market or group experiences sudden market

downturns and no longer needs or can afford its allocation to the

central group, there must be an agreement already in place that re-

duces the purchasing expense, not necessarily staff (sometimes

staff can be reallocated to other businesses or product lines that

are growing) at headquarters or at the plant level. If the central op-

eration doesn’t agree to “share the pain”—sometimes the central

staff has the resources to “save the day” that one plant alone

couldn’t muster—then why should plants choose to delegate this

critical operation to them? 

“BUT WE’RE SPECIAL, WE’RE DIFFERENT”
A second issue that is raised as a quiet objection is often veiled

in the “but we’re different” argument. When plants are staffed to

expedite or pull in materials and to coordinate shipping schedules

with suppliers—not to negotiate spend agreements and buy—the

plant manager or division head will have fewer high-paid profes-

sionals reporting to him. Would you rather be in charge of produc-

tion supported by a few planners for $80,000 a year or an entire
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operation staffed at the plant level with buyers, planners, negotia-

tors, expeditors, and purchasing engineers at $150,000 a year plus

management perks? It’s easy to see why plant and division man-

agers will fight a central procurement approach if it means their

jobs are narrowed to simply production and expediting! 

The trade-offs between a central and a decentralized structure

become clear, however, when companies look at The Incredible Pay-

back opportunities that appear when purchasing is centralized or

centrally managed and controlled. It is interesting to note that Honda

is centralized in North America but decentralized globally. It’s reason-

able to leave expediting and daily material flow in the hands of the

plants and the divisions who are responsible for just-in-time perfor-

mance, but like all other key functions of the business—finance, mar-

keting, and human resources—procurement needs to be centralized

to leverage the buy. When just-in-time and excellent supplier quality

and delivery performance guarantee predictable material flows, it

makes even more sense to move procurement planning, negotiating,

and buying operations out of the processing plants. 

The question extends beyond pure cost effectiveness to com-

munications, morale, creating technology advantage, and build-

ing high-level relationships with supplier partners. The plants

should have their processes pretty well nailed, with the exception

of emergencies. They should put Spend Management and preser-

vation of intellectual capital where it belongs, at the heart of the

corporation, where all corporation spend information is consoli-

dated and available.

Furthermore, a halfway solution—some planning and buying

at central, as well as scattered throughout the plants and divi-

sion—is no solution at all. Redundancy in multiple purchasing

staffs is expensive, and

❑ Information sharing and strategic roll ups, vital for The In-

credible Payback, are difficult to obtain in decentralized op-

erations
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❑ “Some central–some local” encourages maverick buying, a

Pandora’s box that takes years to put back in order 

Production Reporting into Operations or Marketing 

When significant percentages of corporate spend are out-

sourced—in the automotive industry the outsourced percentage

can easily reach 85 percent of the total, in the computer industry it

is even higher—it makes good financial sense for all material pro-

duction and flow functions (in-house and outsourced) to report

into one responsibility center managed by procurement. That is

where costs and supplier performance can be compared and con-

solidated (see Figure 2–3).

For most companies, the idea of manufacturing reporting to

supply management is a radical concept, the very opposite of tra-

ditional practice. In the old production model, purchasing reports

to either operations or product marketing; procurement under

this model has limited reach and limited responsibility as a cost

center that serves production or product divisions. This traditional

operating structure automatically creates waste in several ways. 

First, when procurement reports into marketing and serves

product marketing divisions, there is a tendency to grow the parts

lists and create overlap and redundancy, a problem that builds

complexity. When introduction and management of a product

portfolio takes precedence over careful review of the parts lists, it’s

easy to accumulate obsolete components that were specified for

one product, but left out of the Bill of Material for the next one. If

purchasing has the ability to consolidate and review Bill of Mate-

rial data, including supplier preferences, specifications, and pric-

ing, they will of course inevitably catch redundant parts. They may

also, especially if procurement engineers get involved, see parts

that have been “over-spec’d,” components that may be requested

at higher or tighter technical specifications than truly required for

acceptance price and feature performance. 
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The second organization fallout problem comes when pur-

chasing reports to production or operations. Companies that still

live with this model neglect Spend Management and strategic pro-

curement planning in favor of expedites and other tactical short-

term activities. A test of that trend is to review premium freight

charges; if they are frequent and high, production is using pur-

chasing as a big expeditor rather than as a partner in profit cre-

ation. 

When nonpurchasing professionals make purchasing deci-

sions—for example, whether to outsource a critical part—supply

chain spend or technology objectives are often overlooked. The

growth of the outsourced electronics industry illustrates this

point. Initially, companies like IBM sought to outsource difficult or

expensive work to board shops that had gathered the right equip-

ment and expertise to make production managers’ lives a little

easier. Outsourcing made sense, because it simplified the lives of

manufacturing executives. The decision to outsource was usually

made by manufacturing managers who worried less about the cost

of materials and more about the availability of supply. The

make/buy decision was simple because electronics suppliers al-

ways priced their products lower than what original equipment

manufacturers (OEMs) could do themselves, and they guaranteed

delivery. But gradually, the financials started to turn the other way
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Figure 2–3. The manufacturing continuum.
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as contract suppliers learned more about component prices than

their customers. Customers lost visibility to parts prices. As con-

tract manufacturers took more control of component specifica-

tion or deliveries, many of them found ways to make more money

on component prices than processing, and their OEM customers

lost the ability to manage component suppliers well or profitably.

A simple decision to outsource production headaches grew into a

blind spot, a cash drain that procurement managers find difficult

to reverse.

Lack of Good Analytical Tools 

Even when traditional ERP and other procurement software

solutions do not offer the kind of simple analytics required to

identify and realize high payback solutions, it is essential for

Spend Management to find other solutions that allow good analy-

sis. There are many creative solutions, clever ways to get around

the lack of good data; some solutions are short-term, one-time

data-gathering and analysis projects, while others can be tacked

on to the larger procurement or accounting software. What is es-

sential for profitable Spend Management is the ability to gather,

consolidate, manipulate, and analyze procurement information

from many sources. The frequency of analysis at minimum should

be once per quarter. 

Many large organizations with multiple databases find it diffi-

cult to consolidate key Bill of Material data. Deere’s “one intern

and a spreadsheet” story offers one solution to the problem of

missing analytics: Deere wanted to understand how much steel,

what types, and at what prices the company was buying all over

the world. Management sensed that there were opportunities to

leverage the buy and achieve multimillion dollar savings in steel,

as well as in other commodities. However, it was impossible to

gather accurate information from all of Deere’s steel plants around

the world. Different Deere buyers operated under different decen-
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tralized policies, so it was hard to obtain the correct information

from each one. The solution was to hire a central purchasing in-

tern who, over a period of two to three months, was able to retrieve

accounts payable data that filled in the gaps. The best source for

actual payment history was, of course, accounts payable for track-

ing purchase orders back to negotiated contract prices, which is

another checkpoint where potential savings usually lie hidden.

Purchasers can review individual contracts or release paperwork,

or, as a last resort, they may ask the supplier! For a single high-

value commodity like steel, data digging to find cost variance or

errors is a worthwhile exercise; trying to capture savings on all

commodities, all the time, however, requires consistent and fully

centrally integrated data. 

Supplier Proliferation

Let’s think about the image of a lean supply base. In the old

manufacturing days, a factory of five to ten thousand workers was

a good thing—bigger was better. Today, optimum factory size is a

few hundred personnel. And it’s the same with suppliers. In the

past, more was better, while today, lean—in the factory and the

supply chain—is better.

Customers cannot effectively manage more than three hun-

dred to four hundred key suppliers. Supplier proliferation dilutes

an organization’s focus, and eliminates the type of in-depth tech-

nology and commodity intelligence development that is required

to meet high levels of quality and price performance. A surplus of

suppliers also limits the number of high-level partnerships that

good relationship builders can develop, and it makes supplier de-

velopment too expensive to undertake on a large scale. We are not

recommending single sourcing all commodities, however, an ap-

proach that carries great risk, particularly for North American op-

erations with global networks. We do find, in fact, that purchasing

groups that have deliberately reviewed and narrowed down their
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supply base to a manageable number will be able to gather and

apply Best Practices and Spend Management initiatives much

more successfully because they are starting from a good position.

Decentralized procurement unfortunately builds supplier prolif-

eration, and when organizations want to bring all buying and ne-

gotiation activities into one central point, they will need a method

to review and reduce, or rationalize, the supply base at the same

time. Sometimes, the supplier historical data will show slightly

better performance for one supplier whose price is higher than the

others. The value of good performance data is that performance/

cost trade-offs will be clearer and easier to see. In terms of pay-

back, focusing development resources on a few selected and

clearly high-potential suppliers makes more financial sense than

scattering attention over several hundred suppliers of unknown

potential.

Short-Term, Low-Level Tactical Focus 

If supply management visibility is high only when a hot order

appears, production is in jeopardy, or if the floor screams for pre-

mium expedites, tactical focus will continue to obscure higher

level objectives. In a tactical operation, it is difficult to achieve

payback without beating up suppliers, which is an approach that

cannot be successfully sustained. Suppliers will run for the nearest

exit plan! A tactical focus tends to eat up resources at the plant

level, and it sometimes has an impact on central procurement as

well. A reasonable approach to strategic versus tactical focus is to

escalate emergency or chronic plant procurement issues—such 

as bad quality or poor deliveries—to central purchasing where a

supplier’s overall performance can be reviewed at the contract

level. However, when an organization is mired in daily problems

and planning horizons that barely stretch through lead time, it is

nearly impossible to impose strategic work on top of the daily

grind. 
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We think far too many companies still expend dedicated re-

sources on short-term fire fighting, and that imbalance signals ei-

ther bad supplier selection, poor communications, or very

unpredictable plant production schedules. All these issues are

solvable, but they must be addressed at the proper level. 

Bad Press

We need to learn a lesson from marketing, and then use it

everyday. Strategic sourcing speaks the language of management—

financials such as profit and loss (P&L), expenses, and contribu-

tions are the buzzwords that top management wants to hear about,

the ones that purchasing professionals need to emphasize in all

their communications. When procurement executives do not make

the clear and direct connection between their contribution to prof-

itability and revenue growth, they relegate themselves to cost areas

that always cry for cuts. It’s a tough, reactive position to be in. To re-

verse this bad reputation, procurement professionals must turn

their image around to reflect a positive one of profit and value cre-

ation. Reliance on savings and cost cutting to the exclusion of

growth and improvement, as both GM and Chrysler learned in the

1990s, creates bad press and loses good suppliers, which is a diffi-

cult trend to reverse. Remember that your work is known to both

inside press (your peers, top management, and your people) as well

as to outside press (Purchasing magazine, Supply Management,

Fortune magazine, and the New York Times). Remember that bad

press is difficult to reverse, but no press is a great opportunity to

mine. The Tylenol poisoning case in which President James Burke

communicated a strong message that told the world McNeil (a

Johnson & Johnson company) had itself also been hurt, and that

the company planned to refill the pipeline with tamper-proof prod-

ucts, saved the company and established a benchmark for how to

deliver bad news well. Burke’s good press position put Johnson &

Johnson in a better recovery position as well. 

4948 Incredible Payback  10/20/04  5:32 PM  Page 65



Product Variety and Complexity

Chrysler discovered in the 1980s that a focus on product vari-

ety carried down to the level of piece parts, nuts and bolts, and

screws, could bankrupt the company. Unfortunately, many pro-

curement groups inherit a long line of unnecessary parts selected

generations earlier by individual buyers and engineers. Although

these buyers had little idea of the exact financial impact of their se-

lections, today most planners are aware that complexity costs. 

John Deere’s glove story illustrates the pitfalls of unlimited

parts proliferation. Theresa Metty, chief procurement officer at

Motorola, believes that parts proliferation and complexity is one

of sourcing’s biggest challenges. She has launched a “War on Com-

plexity” that emphasizes elimination of excess parts to the tune of

several million dollars. Simplifying, or rationalizing, the parts list is

a long-term solution that has immediate payback. If producers

want to find immediate cost relief and change the way buyers and

engineers work together, reduction of variety and complexity is a

great place to start.

Purchasing Separate from New Product Development

When Gene Richter headed up Hewlett Packard’s purchasing

group, his dream was to have “a buyer at every engineer’s elbow,”

and his hope was that an integrated management information sys-

tem (MIS) would provide the design and price information that

both departments needed. Nearly twenty years later his dream re-

mains unrealized, and one solution has been to physically colo-

cate supply management with new products engineers.

Both Honda and Delphi have found that establishing stronger

links between purchasing and engineering or R&D earlier in the

cycle are critical to optimizing this upfront area of the supply

chain. 

Another key systems issue that helps to achieve functional in-
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tegration is the lack of a Bill of Material database accessible to both

areas offering the kind of information that engineers as well as

planners and buyers require. Previously, engineering did not see

contract information, such as pricing, that purchasing worked

with. In a robust system environment, however, all design and

pricing information, as well as supplier performance history, is

readily available to all authorized users. Although new product de-

velopment engineers may be based in Detroit, Tokyo, Berlin, or

wherever, planners and buyers can be located in Hungary or In-

donesia, China or Mexico, and the information still hangs together

well. 

No Supplier Development

Perfect performance—zero rejects and perfect on-time deliv-

ery for every part—is achievable at all levels of the supply chain,

but it is unusual. Each spring, Honda of America fetes its excellent

suppliers with recognition awards that prove error-free perfor-

mance is possible. But, for every Nippondenso, a multiple award

winner, and Johnson Controls’ excellent track record, there are

dozens of suppliers who need technology and management assis-

tance to reach higher levels. Usually supplier development engi-

neers are a resource that customers can more easily provide than

small- and medium-size suppliers, at least to get started. The

range of assists needed by suppliers to achieve high levels of qual-

ity and performance is long, from quality circles and supplier sem-

inars, where new ideas are explored, to SWAT team rapid response

assistance in emergencies. Supply chain organizations that do not

include people who can work with suppliers at the plant level are

missing big savings and performance opportunities. The proven

payback for supplier development personnel is three to four times

their cost, and this investment is one that is quickly paid back but

most frequently overlooked.
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The Fear Factor

All these ten items require significant change: new policies,

new measurements, and new strategies for every commodity. It

seems that even tackling one or two obstacles brings up new prob-

lems to solve. There are many reasons why companies naturally

encounter resistance to change, such as fear of job loss, fear of

having to learn new processes, or fear of having to move to an-

other area. Fear is a powerful inhibitor that can sometimes serve a

useful purpose, but when good companies are attempting to make

reasonable changes using proven methods, fear just gets in the

way. 

Amazingly, when we describe the “before” and “after” views of

improved supply management operations, especially in Spend

Management dollars, everyone is energized. When we relate case

examples of real companies like Honda and Delphi and their sup-

pliers, which have instilled a culture of continuous improvement

and change, people become believers. 

Yet, despite the promise of better work and bigger opportuni-

ties to come, fear remains. Some statistics from a book by David

Ropeik, director of risk communication at the Harvard Center for

Risk Analysis, highlight the apparent craziness of acting in fear of

change. The list of things we fear is long, and growing—spiders,

snakes, smallpox, anthrax, airplane crashes, terrorism, credit card

debt. However, the odds of dying before the average age of eighty

from unnatural causes are not as high as we fear. The risk of dying

in a plane crash is one in 9 million; being killed by lighting is one

in 3 million; dying in a flood, one in almost 7 million. Our fear of

events over which we have no control, such as airplane crashes, is

stronger than our fear of problems we can prevent. One of the

most common and preventable killers, heart disease, has earned a

probability of one in three hundred, yet Americans are notorious

for bad diet and sedentary lifestyles that inevitably cause health

problems.1
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Fear is a strange motivator. The immediate threat can be more

important than the imagined and less probable ones. The lesson

for companies and teams contemplating change is to understand

and expect that fear will accompany change. The best approach is

to recognize and acknowledge the resistance, and move quickly

into realistic and profitable challenges at hand. Once the first

problem has been resolved, team members can more quickly

move to the next one. 

Sense of Adventure

If you want to pick up big savings fast, and more later on, if you

are not satisfied with traditional procurement’s predictable yearly

price increases of 3 to 7 percent, and you are willing to take on the

work of major organizational change, then you are ready to begin

The Incredible Payback. If your heroes are purchasing giants like

Honda, Delphi, and Toyota—market makers that return profits

through procurement—then you are ready to begin. You know the

old ways won’t get you there, so are you ready to make some

money?

Note

1. David Ropeik, Risk: A Practical Guide for Deciding What’s Really Safe

and What’s Really Dangerous in the World Around You (Boston:

Houghton Mifflin, 2002).
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Chapter 3

How to Build a Fair Advantage and
Capture The Incredible Payback

On Focus—“Tennis is an unforgiving sport that requires focus

and ‘getting ready,’ lots of preparation. In fact, preparation to

serve is as important as throwing the ball up and hitting

through. If the server can imagine his target spot, take a deep

breath, exhale and ‘see’ the target, the ball will go in. It’s about

focus.” 

—Avis Murray, two-time winner of Sr. Women’s Masters Cup

NO TWO COMPANIES, PRODUCTS, OR SUPPLIERS ARE ALIKE, BUT THEY ALL

need a set of common foundation blocks, basic data points that

mark the journey, before they can begin to realize their full poten-

tial and move up to the next performance level. Focusing on the

target—that is, “seeing the objective”—is important all the way

throughout the change (see Figure 3–1). Supply management or-

ganizations that grew from traditional order placement and expe-

diting groups will find that moving up to The Incredible Payback

requires change on many fronts, including learning how to partner
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with suppliers, integrating with other functions, and strategic

sourcing. 

By using this list of ten Bad Practices to perform a preliminary

review of your group, you will discover where your company has

weaknesses and where traditional practice is holding you back. If

your organization can answer yes to more than three of these ten

traditional practices, your performance will be limited. If you want

to deliver strong paybacks for the company’s purchasing invest-

ment, it will be necessary to rebuild the procurement function:

1. The highest level of purchasing executive is the purchasing

manager. 

2. Buyers/planners earn less than one-third of the highest pur-

chasing professional’s compensation package.

3. The board of directors includes vice presidents of marketing,

finance, and manufacturing, but no representatives of the

supply chain.

4. Strategic alliances are guaranteed by long written contracts.
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5. New product development expertise is centered in engineer-

ing.

6. Planning systems in purchasing are connected loosely—or

not at all—to MRP/ERP and other manufacturing planning

and execution software.

7. Supplier delivery schedules are derived from faxed require-

ments.

8. Compensation of purchasing professionals is based solely on

purchased price variance cost data.

9. Point of consumption deliveries of certified materials repre-

sents 10 percent or less of all receipts.

10. Measuring product quality by commodity and part classifi-

cation is the responsibility of manufacturing.

These ten questions represent a good starting point for change

agents to quickly review a supply chain to find the weak spots and

strengths and to gauge its financial capabilities. It is important to

identify big problem areas and to prioritize the ones that will be

changed first. When companies customize the basics to fit their

own challenges and their own extended supply chains, the result

will be even stronger and more resistant to problems. 

Once supply management has taken a quick look at capabili-

ties, the next step is to look at four strategic areas that will reveal

either opportunities or problem spots. These following four areas

are vital to creating The Incredible Payback because they describe

the relationship between the customer and its suppliers in the ex-

tended enterprise: 

1. Cost Management

2. Report card on supplier quality and delivery

3. Evaluation of suppliers’ technological capabilities 

4. Wavelength—a subjective evaluation of how well companies

align, or work together, and mesh their cultures
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The first of four areas that needs to be looked at for The In-

credible Payback is Cost Management. In order to understand

Cost Management a company needs to take a hard look at what is

being spent and with whom. This includes the entire network of

suppliers—internal and external—that provide materials, labor,

and services like travel, health benefits, and even temporary work-

ers. Cost Management includes spend analysis and Spend Man-

agement. 

Everything that appears in the income statement as a cost,

whether it is cost of goods sold (including manufacturing

processes, outsourced contract manufacturing, and materials) or

overhead and administrative expenses, is part of the company’s

spend, the figure that is subtracted from revenues to show what

remains—that is, profit before taxes. It is important to note that

every dollar that a company spends to make and sell product

eventually reduces profit before earnings, and from this number

comes the profit margin percentage that tells whether a company

is working hard and earning profits or simply working hard and

covering costs. For growth and shareholder returns, we want to see

companies keep that cost figure at least in line with the industry

average, or better. 

For instance, if we look at the white goods segment of the ap-

pliance industry, we will probably see profit margins in the 1 to 4

percent range, lower than what we would see in children’s toys,

where profit margins as well as risk can be astronomical. We won’t

deal here with tax liabilities or how much tax your earnings gener-

ate, we are only concerned with all the hundreds of items that sub-

tract from the sales figure.

We can tie the impact of the purchasing spend directly to prof-

itability because all the funds spent by purchasing, even for capi-

tal equipment, are deducted from revenues. 

Let’s look again at the income statement of the imaginary au-

tomotive supplier, Allied Auto, to see how purchasing fits into the

income statement: 
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Revenue from sales $2.5 billion

Cost of goods sold:

Cost of purchased goods and services 

(55 percent of sales) $1.375 billion

Manufacturing in-house (33 percent of COGS) $ .825 billion

Engineering and R & D (6 percent) $ .15 billion

SG & A (Selling, General and Administrative) 

(6 percent) $ .15 billion

Profit 0

Allied shareholders are not happy with their zero yield, and the

chairman believes it’s time to start making a profit. He would like

to see a solid 10 percent margin, or $.25 billion over five years, and

that means another half billion dollars should be added to the cof-

fers each year. The board of directors agrees, but its members

aren’t specific about how to generate this big increase in profits. 

What are Allied’s choices? We said in Chapter 1 that the first

and most obvious, and clearly least realistic step, is to simply raise

prices by 10 percent across the board. Next possibility, and one

that is equally unattractive, requires steep cuts, with plant closings

and big layoffs, enough to produce $.25 billion dollars of savings.

The trouble with this option is that it’s a one-time event and gut-

ting the company will deprive it of the ability to respond to market

upswings or to make new product launches. Laying off engineers

and other technical staff, such as buyers and commodity experts,

will cut into the company’s stream of innovation producers, its

R&D department. Is there any other possible source of a half bil-

lion dollars a year in savings that would be enough to fund the cur-

rent production rate and more?

That’s where The Incredible Payback comes in. By far the

biggest segment of product costs lies in the $1.375 billion line item

for the purchasing spend. A 10 percent savings here, the chair-

man’s annual target, would represent only 3.6 percent of the total

annual spend. 
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Savings Levels

We’ve said that most average, traditional purchasing opera-

tions can, without too much difficulty, cut their spend by 1 to 2

percent, just by paying closer attention to how they buy. We call

this the beginner’s level, and it does not require big organizational

changes or significant investment to earn 1 percent savings. Sug-

gestion systems and some supply base consolidation can easily

yield a 1 percent savings (see Figure 3–2).

Intermediate and Expert Level Savings

Companies that use some of our Best Practices can achieve

from 3 to 5 percent in savings, year after year, with steady attention

to basics and continuous improvement. Going above 5 percent

savings year after year is aggressive, and best suited for expert sup-

ply chain groups with high-performance suppliers, excellent com-

munications, and very responsive operations; those who are the

best of the best.

Allied Automotive finds itself in the middle performance area,
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challenged to meet and maintain the goal. Year one is easy pick-

ings; simply by reviewing the number of suppliers, consolidating,

and dropping more costly sources, the deed is done. Next, pur-

chasing attacks some supplier problems causing late deliveries

and quality rejects; supplier development costs money, although it

is a guaranteed investment. This is where most good intentions fall

to the wayside because it takes more than good suppliers and best

practices to build an operation that can consistently deliver a

string of high-percentage savings. Companies such as Honda and

Toyota have proven they can meet these aggressive goals and even

exceed them, but for most traditional operations, after the low

hanging fruit is gone, things become difficult.

So Allied Automotive, an enlightened and lean operation,

wants to take the high road. Surprisingly, the purchasing director

raises his hand. “It’s not such a hard thing,” he volunteers, “be-

cause I know we can eliminate 2.5 to 3 percent costs in the value

stream. We can easily get 3 percent from supplier internal contin-

uous improvements. Internally, we have a 2 percent goal on some

material cost improvements—for instance, we’re trying to do stan-

dardization. Bingo, that makes 5 percent, and we know we can get

that final 1 percent in our sleep!” Six percent shaved off the pur-

chasing spend sounds like a very attractive contribution to the

chairman’s 10 percent objective. The board is slightly disbelieving,

but it’s desperate to hear a positive scenario. 

“This doesn’t come for free, however,” the purchasing vice

president warns, as she prepares the CEO for a few budget re-

quests to meet the savings goals, including a calculated invest-

ment to hire supplier development and planning pros, plus some

new smart systems. “We promise you that if you invest, the pay-

back is three-fold. We’ll make about 1.5 times on your investment

the first year, and then three times your investment the next year,

and each year thereafter.”

So Allied is leveraging purchasing to achieve corporate prof-

itability. It is certainly easier than shutting plants, or launching a
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few thousand new products, or dropping sales or manufacturing

costs to zero. To move Allied from the intermediate procurement

performance level to an expert level, however, will take high per-

formance on all basic areas: Cost Management, supplier perfor-

mance, and technology assists. 

The Foundation: Building on the Basics

These four basic building blocks must be in place before any

supply chain can proceed to tougher payback challenges. First, the

company must consider the Cost Management numbers. Amaz-

ingly, most companies do not know how much they pay for pur-

chased materials and services, nor even from whom they buy, or

how much is used by individual divisions or regions. Somehow,

the money goes out and product rolls in, but no single person or

system understands the flows and aggregate totals. 

Until recently, John Deere did not know how much the com-

pany spent worldwide on steel! To produce meaningful aggregate

numbers, a summer intern researched steel buys from accounts

payable files and other manufacturing records. The results filled a

deep spreadsheet program. Naturally this one-shot approach is

not a permanent solution, but as a valuable piece of spend analy-

sis, it freed up cash to work on other opportunity areas. Other

companies rely on their ERP systems to produce the right data, but

if they have not succeeded in total system implementation—and

many companies have abandoned or reined in their ERP imple-

mentations—they will find it hard to reconstruct the right data.

Many organizations, however, show strengths in only one or

two of the building blocks; they may have overlooked the others

or not had the right resources to address all of them equally well.

This is especially true in large decentralized operations that “grew

like topsy.” Sometimes, we find purchasing buyers working with

great supplier technology capabilities information but only par-

tial cost data. Occasionally we find excellent cost history, but
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there are problems with supplier relationships. It is better to start

with all four elements in place, and build from there to address

specific components of each. Although a company may want to

focus on specific tactical issues, such as on-time delivery, it must

maintain strengths on four fronts and address daily problems as

they come up. 

This is where a fresh set of eyes can truly help a company focus

on what is value building and important for the long-term, be-

cause without all four of these foundation blocks in place, a com-

pany may be able to obtain great results one time, but showing

consistent and predictably high results over and over requires all

four strengths: Cost Management, a report card on supplier qual-

ity and delivery, an evaluation of suppliers’ technological capabil-

ities, and wavelength—a subjective evaluation of how well

companies align, or work together and mesh their cultures.

Essentially, these four building blocks represent the basic data

that everyone needs to partner well and grow a strong extended

enterprise. Cost Management allows buyers to answer the follow-

ing questions: How much does this part cost? How much should it

cost? Where is the market going? Are we paying more than every-

body else? Step number two, a report card on supplier quality and

delivery, is essential for setting goals and making a transition from

tactical daily problem solving to the kind of high-level partnering

that can only work when suppliers are clearly performing well in

quality and delivery areas. The only way to understand quality and

delivery performance, and to begin strengthening weak areas, is to

start with sound aggregate and detailed performance history. Step

number three, an evaluation of a supplier’s technological capabil-

ities, is a look into the future—not only is it important to spend the

time that planners need to understand where a commodity or a

market is moving along the technology continuum, and how ex-

pert the supplier is at leading the way, but a thorough grounding

in how well a supplier performed with current technologies is a
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good indicator of where they will be three, four, or five years down

the road. 

Finally, the seemingly subjective fourth building block of

wavelength, or alignment, is a very important indicator of how

well people work together: Are they communicating in the same

language? Do they handle priorities with the same urgency? Can a

supplier grow with a customer? and most important, Do we trust

them? This fourth building block includes so many variables that

it may seem difficult to measure and therefore difficult to control,

but many excellent partners, such as Harley-Davidson, have found

that when they address specific partnering issues and work at im-

provements, they can improve the alignment of the companies in

many critical areas. 

Let’s take a closer look at the four building blocks and some ex-

amples of Best Practice companies that have mastered them.

Building Block #1: Cost Management

What if your purchasing manager wanted to award 80 percent

of all stamping business to a single supplier that met all founda-

tion requirements but never quite hit cost targets? Would this not

be a great loss for both potential partners? 

Management changes in even the best suppliers can reverse

good partnerships, as one big automotive supplier recently

learned. Although its air-conditioning systems supplier had al-

ways met all foundation requirements for quality, delivery, cost,

technical capability, and even wavelength, everything changed

when a new president took over. On a single air-conditioning as-

sembly the supplier raised prices over 15 percent. Because just-in-

time systems do not encourage warehousing to preserve old

prices, the customer found negotiation and renegotiation of prices

to be the only short-term solution. But under new leadership the

supplier negotiated in bad faith, and then reneged on the agree-

ment, leaving the customer no choice but to temporarily bring the
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parts back in-house and look for another global supplier on the

same wavelength. The cost to the customer to in-source these

parts was $18 million; however, the cost to the supplier was $50

million!

Beyond clear data showing total spend by commodity, price, or

key parts, most companies unfortunately don’t really know how

much purchased parts cost their suppliers to make, process by

process, so they can’t make the right decisions. Japanese purchas-

ing groups and transplants, however, work hard to develop this in-

depth information, so they usually know better than the producers

exactly what each step costs. This type of Cost Management de-

tailed expertise works to everyone’s advantage, because it elimi-

nates surprises, improves customer/supplier discussions, and allows

the experts to focus on key cost segments of part production. 

Cost Management information is not intended, however, to

deprive suppliers of their fair profit margin. One automotive pur-

chasing vice president uses the following example to illustrate this

point: If I came to you and offered to sell you a brand-new Ford

Taurus, fully loaded, with plush leather seats and a premium

sound system for $150,000, you would walk out of the show room,

because you’d know that the price was ridiculous! But it if weren’t

your money and you didn’t care about the price tag, or if that baby

was the only car available, despite the ridiculous price tag, the sale

might just happen! Traditional operations often buy materials

without really knowing the cost, and as time passes, even though

the price may escalate, they manage to remain clueless. It’s not

that uncommon! 

Understanding exactly what commodities or parts are sup-

plied around the world by which suppliers, and at what prices and

quantities, is the fist step toward rationalizing the relationships,

from the ones that may develop that capability over time to the

ones who clearly won’t be around for the long term. Cost Manage-

ment information assumes a simple and clear rationale: If a cus-

tomer knows what a part costs, he will be less likely to pay too
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much. Furthermore, good data sets a foundation for further cost

reductions through value-added engineering activities, in current

product as well as on new models.

Opportunities for cost savings abound throughout the ex-

tended enterprise, from taking waste out of supplier processes to

improving logistics and distribution networks, cutting down trans-

portation costs, and even reducing budgets spent on indirect

materials. 

THE TOYOTA/DENSO/HONDA MODEL

We like to see supplier selection decisions made using the

Toyota/Denso/Honda model of supply base consolidation. One

hundred suppliers, a manageable number, should represent 80 to

90 percent of the direct material spend. This approach limits price

and performance variance because it allows planners and supplier

development engineers to maximize their effort on a predictable

number of good partners. The goal is to retain a small group of

core suppliers, and another slightly larger group of good perform-

ers.

Traditional thinking treats Cost Management as a purchasing

function whose main activity is to maintain, track, and negotiate

the best prices, and perhaps build awareness of cost trends during

market swings. That is an essential buying activity that every com-

pany wants to do well, of course, but Cost Management is so much

more than that—it is a key ingredient in the kind of Spend Man-

agement that delivers long-term payback with no pain. Japanese

auto producers have raised Cost Management to a fine science

built on deep and specific knowledge of every single process as

well as labor and raw material costs. Very early in the new product

concept discussion, Japanese and transplant buyers gather cost

information to model a new product’s target price. They can, in

fact, back into projected profits on a new vehicle by targeting costs

against an ideal selling price, and then make the numbers and the

engineering specs work, with no surprises. Toyota has taken big
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chunks out of its Camry designs this way, as has Honda with its Ac-

cord. And more important, they know how much it should cost

their suppliers in material, labor, and even overhead to produce a

specific part. 

Cost Management is a tremendous challenge that is not nec-

essarily built on massive computerized data generation and analy-

sis but rather on detailed expert knowledge of a specific process or

market. IBM takes a similar, intensely numbers-driven approach.

IBM’s procurement professionals, for example, became experts at

tracking and beating market cost trends because their perfor-

mance and compensation depends on beating the markets. In

fact, IBM commodity teams are force-ranked against each other to

encourage each commodity team to be the best. 

Target costing is the discipline of projecting specific cost

points, all the way from product development through full pro-

duction. Aids to hitting the target accurately are cost tables, de-

tailed data developed on each component, broken down into the

cost of material used by a supplier, added to which is the cost of

labor, tooling, and other items.

Building Block #2: A Report Card on Supplier Quality and
Delivery

A second foundation data requirement is a good report card

on supplier quality and delivery, a company’s technical capability,

and how well the supplier has been able to maintain high quality

and delivery performance over time. Consistency counts because

as an indication of the robustness of production processes, it is a

great predictor (see Figure 3–3).

When purchasers want to narrow a supply base down to focus

on a few key suppliers, and when they want to understand how

performance in the two key areas of quality and delivery impact

product costs, they need a solid supplier history. Furthermore, any

kind of supplier development project—from helping with systems
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integration to taking waste out of a stamping process—begins with

a detailed evaluation of just how good this producer is in the top

areas of quality and delivery. Are there never any delivery or qual-

ity emergencies, are they a regular routine, or might there be clus-

ters of problems coming from increased schedule demands, too

many changes, or other numbers that indicate where potential

glitches will rack up costs (and chaos!). The only way to under-

stand what is happening in a process is to observe it before study-

ing the numbers. Dorian Shainin, the quality guru and winner of

the Shewhart Award, taught us, “Let the numbers lead you,” and

they will!

Ideally, data covering several years of detailed quality and de-

livery performance should be available. A minimum three-year

history is essential to cover market swings and variances caused by

specific problems. Buyers want to understand how well the sup-

plier has been able to maintain high quality and delivery perfor-

mance over time, and how quickly the supplier can identify and fix

problems. Consistency counts because it is a great predictor of the

robustness of production processes. 

Supplier quality information must contain clues for problem
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solving, as well as tracking. For instance, quality data includes

first-time quality, rejects and reworks/total pieces tried, warranty

data, part validation data, quality system certification, and audit

points. Overall parts per million performance may be helpful for

understanding where a supplier stands in relation to its competi-

tors, but to really understand process capabilities—such as yields

out of a wafer-fab, for instance—the data must be detailed enough

for purchasing engineers to start working the quality problems. Al-

though certified suppliers’ processes may have reached very high

performance levels that would seem to eliminate a need for de-

tailed quality information, most customers need to continue to

track and analyze parts data because of the invaluable technology

information embedded in each quality report. It is important to

understand yields on specific raw materials, how changes in

equipment might affect production, and how to spot tooling over-

use problems before they reach the customer. 

What is good delivery performance? Parts where they are

needed, when they are needed, and no paperwork errors. At

Honda, components or systems, such as dashboard assemblies,

are timed to reach the assembly lines or staging areas perfectly on

time—not early, and certainly not late. Essentially, delivery perfor-

mance is equated with quality standards because a missing piece

is as costly as a reject, because both represent lost opportunity

costs, and both require expensive replacements. At a cost of more

than $20,000 per minute, line down situations are almost unheard

of. 

The process of data analysis, discovery, and communication

builds stronger performance because it develops relationships be-

tween customers and suppliers. The work of understanding any

complex production or procurement system is not completed with

just the numbers; problem diagnosis and solutions extend to both

sides of the fence. Responsibility to improve is not a one-sided af-

fair but an improvement process that requires commitment and

input from both sides. The key point is that there should be de-
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tailed problem-solving and permanent corrective action plans for

every quality and delivery problem.

Here’s another example of a relatively young company working

to improve its supply management capabilities. 

RESPIRONICS

When one Pennsylvania medical device producer decided to

tackle some basic supply chain problems, it uncovered unex-

pected opportunities along the way. Respironics found that a good

starting point for improving the areas of supplier quality and de-

livery is the supplier development project. 

When Respironics looked at its supplier network, the company

realized that about twenty-three companies were its key lifeline

suppliers, and of those twenty-three, a few were mission critical

producers that were struggling to meet their customers’ high

growth rates. Often entrepreneurial, innovative small- and

medium-size producers are surprised with quick growth ramp-

ups, and they need all the help they can get to regain control. A

joint Respironics/supplier project team took the opportunity to

lay out an improvement plan that followed our twelve steps. After

the initial five weeks of patient process observation and data gath-

ering, the results were stunning. Although teams may be eager to

jump right in and “just do it!”—that is, move equipment, take out

inventory, or build cells—we urge patience and a steady adher-

ence to the proven methodology. 

TWELVE-STEP SUPPLIER DEVELOPMENT

There are twelve steps to taking a development project from

identification of the real problem to first results. This twelve-step

process is essentially the path Respironics took to recraft sections

of its supply chain. At certain points, the company had to stop and

reevaluate, and at other times, the project moved quickly. For in-

stance, although Respironics felt that it knew where the perfor-

mance gaps were, the company really needed an extensive period
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of data gathering and some discussions before it was clear on the

core problems. Furthermore, management may at some points

need to reconvene to measure actual findings against the amount

of work ahead. And finally, there is a thirteenth step to every im-

provement project, and that is to celebrate! Giving participants an

opportunity to report results and identify next areas of opportu-

nity, as well as celebrate an incredible achievement of fresh learn-

ing is very important, and high performers never tire of good

recognition (see Figure 3–4).

z
Twelve Steps to Supplier Development1

1. Review performance gaps

2. Discuss specifics about how the project will be

approached and implemented

3. Work to achieve mutual agreement on project focus

4. Identify processes that result in waste

5. Compare performance gaps with the desired state

6. Establish project metrics and metrics baselines

7. Gather and analyze data

8. Develop improvement strategies

9. Develop an implementation plan

10. Calculate the return on investment

11. Create and review a proposal with the supplier’s manage-

ment or ownership

12. Execute the improvement plan

Building Block #3: Technological Capabilities

Technological capabilities mean different things to different

industries, but it is the responsibility of buyers to become experts
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in their current and potential new suppliers’ technological capa-

bilities. For automotive producers and their second- and third-tier

suppliers, where so much work has been done in the Toyota Pro-

duction System, Honda BP, and other lean methods, technological

capability means the ability of a supplier to perfect its manufac-

turing processes—to be the low cost leader and to become com-

pletely predictable—so that the supplier offers not only the

technology that its customers want now but also the capabilities

they will need farther down the road. Different industries look for

different types of technology advantage. 

In the automotive sector, as well as many other industries, the

customer is looking for reliable supplier processes, and an ability

to innovate. Reliability, which is the guarantee of quality and on-

time deliveries, must come first. 

For the electronics sector, technological capability means

something else. In high-tech companies like Flextronics whose

product life cycles follow Moore’s Law of shorter, faster, smaller,

technological alignment, or convergence, between a customer

and its suppliers is extremely important, a decision maker. Devel-

oping the knowledge of a supplier’s technological capabilities, and
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creating alignment with new product plans, is as important as

supplier development is for automotive. For high-tech companies,

finding and signing up the most advanced suppliers, and identify-

ing the new ones out there growing, is as important as fixing

process problems would be for Ford, for example, in the automo-

tive industry. A computer buyer, for instance, may tolerate slight

price differences between competing products, but if the new lap-

top doesn’t carry all the whiz-bang new options, the product is

doomed. It is a waste of new product launch investments, and

small price differences won’t make any difference. 

Building Block #4: Wavelength 

Supplier responsiveness and degree of user-friendly systems

and communications are important in the partnership, an indica-

tion of how well supplier management philosophies and systems

align with the customer’s. We call this alignment wavelength, and

as a somewhat subjective standard, it indicates how well a supplier

will be able to grow and flex with its customer’s market require-

ments.

Customers and suppliers need not dress, talk, or walk alike!

They don’t have to look the same, and suppliers as experts in their

own products and technologies are not mirror images of their cus-

tomers. It is unrealistic to expect a supplier to run production, for

example, exactly the same way, with the same resources and

methods that a large customer would apply to a similar produc-

tion challenge. Furthermore, customers are closer to market de-

mands, because they more directly feel the impact of sudden

market swings and competitive pressures, particularly in elec-

tronic or consumer goods. They may therefore require more re-

sponsiveness with less lead time than their suppliers can muster;

therefore, supplier responsiveness and user-friendly systems and

communications become critical to the partnership. The ability 

of a supplier to match its customer’s pace—for example, timing
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hourly shipments to meet just-in-time schedules—is important in

the partnership, an indication of how well supplier management

philosophies and systems align with the customer’s. We call this

type of alignment wavelength. As a subjective “soft” standard, it in-

dicates how well a supplier will be able to grow and flex up and

down with its customer’s market requirements.

One way for customers to begin to see the supplier’s perspec-

tive, and to evaluate whether the two partners are operating on the

same wavelength, is to conduct a supplier survey. In the book

Breakthrough Partnering by Patricia E. Moody, the author offers a

comprehensive partnership review in the Customer/Supplier Sur-

vey. There are three or four different versions, but the Motorola and

Honda examples work universally well. A survey is important to

allow close-up participants to view the business from both sides of

the fence, to understand what information a supplier needs to per-

form well, as well as a customer’s schedule and price requirements. 

We recommend that customers use a neutral third-party or-

ganization to conduct the survey to guarantee the survey’s in-

tegrity and to protect suppliers so that they will feel comfortable

giving frank and useful opinions and data. Although the survey has

proven to be valuable for companies like Motorola, Honda, IBM,

and Harley-Davidson, typically most companies conduct the sur-

vey once every one or two years. It is also important to repeat the

same survey, preferably with the same respondents, to track

progress. Establishing a baseline is incredibly valuable when it al-

lows customers to monitor positive (or negative) change. 

Honda’s purchasing department uses the survey as a partner-

ing tool as well. Honda veterans tell the story of learning how care-

ful the company was to present the “same face”—the same

message and attitude—no matter which area of the company was

speaking, such as purchasing, engineering, or production. Honda

executives illustrate this concept by describing a spaghetti-like

Japanese candy: When this confection is cut, the cross-sectional

slice shows the outline of a smiling face, and no matter at what
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point on the strand the cross-section is taken, the face is always

the same! 

Moving from Traditional Performance to World-Class Supply
Chain Levels

When companies become aware of cost problems, it’s usually

because they are facing layoffs and other severe cost cuts or be-

cause they need more cash to fund new products. Or perhaps, they

are discovering that old standby product lines just aren’t carrying

the company the way they used to. The deeper the crisis, the more

attention costs generate. 

Although they usually look for a few easy, quick solutions, like

demanding supplier price cuts, coming up with one or two more

percentage points of profitability is not as easy as turning on the

money machine, because every traditional cost-cutting method

affects the basic corporate structure and is difficult to recover

from. Why not use the power of the supply chain, and strategic

sourcing to free up cash? 

Seven Steps to The Incredible Payback and the Power of
Strategic Sourcing

Strategic sourcing, a systematic, team-based approach to

leveraging the total global spend and developing a strong supply

base, creates value and intelligence to build the corporation.

Strategic sourcing reinforces and strengthens the supply chain as

it delivers measurable results. 

Companies like John Deere discovered the power of strategic

sourcing as the company moved from a traditional supply base to

lean, focused operations. In less than four years, Deere changed

the way the company bought materials and services, redesigned

its supply network, and trimmed billions from its spend. In a

largely decentralized environment, purchasing executives found
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innovative approaches to developing suppliers as well as overall

market intelligence to carry them into bigger global operations. 

Deere’s strategic sourcing model includes seven steps, as

shown in Figure 3–5. The company successfully applied each step,

for example, to a single category of its $3 billion indirect spend for

MRO. Deere had never before examined a category of buys across

all plants and divisions, a centralized approach to Spend Manage-

ment, and the company was eager to see the results. Executives

knew that by putting just this small slice of the spend through the

strategic sourcing process, the company would realize big savings,

as well as uncover bad practices, and they were not disappointed.

The strategic sourcing exercise conducted on just one commodity

realized millions in savings. Along the way, commodity teams un-

covered incredible opportunities and long-neglected practices.

And the company learned a lot about its supplier partners. 

First off, planners had to find out exactly how much the com-

pany was spending on MRO, when, at what price, and, most im-

portant, from whom. That meant, for the first time, central

purchasing analysts tallied up Deere’s total number of suppliers.

The total came to 1,975 suppliers—an incredible, ragged accumu-
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lation of big and small, long- and short-term relationships scat-

tered across the United States. Next, in marched the MRO com-

modity team from purchasing, which was tasked with developing

written strategies for every part. After reviewing Deere’s supplier

portfolio to establish criteria for selecting ongoing suppliers, team

members made a second shocking discovery. 

“We realized,” recalls an original team member, “these were lit-

tle guys who had been doing business with us a long time—some

well-known old friends. Some of them even went to grammar school

with senior management.” Team members knew they had an awful

problem on their hands. “We told our management that we had too

many—1,975—suppliers, and we were paying way too much. 

“We learned that although some suppliers offered Deere very

good, personal service and attention, other suppliers had no elec-

tronic means of transferring information, or selling, and they were

all too expensive, at least 15 to 25 percent over what should be.”

Clearly, it was time to reduce the number of suppliers so that plan-

ners could focus on doing a better job with fewer partners. Unfortu-

nately, it looked like many of the 1,975 suppliers were not the kind

of partners that the company needed going into its third generation. 

And so, the word came back from senior management that

planners should begin to trim. Buyers were instructed to go over-

board on communicating the change, and when necessary, to let

targeted suppliers down gently. Buyers had to give them sufficient

time to formulate a winning response—or not. It was important to

treat them with great respect and to keep suppliers completely in-

formed of each step in the process.

The difficult discussions began, as planners worked their way

through the suppliers’ list. Team members identified the ones

doing an excellent job, but curiously, none of the others really be-

lieved that Deere would ever change. The commodity team kept

great records on these discussions, just in case Deere had to de-

fend its actions. 

But when it came down to the last minute of the last day and
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Deere buyers started notifying suppliers that they would no longer

be a supplier to Deere, “then,” recalls a key team member, “they got

the message. We had a few pull strings with the general manager

who had kept them in business all those years. A few suppliers,

when they heard ‘It’s out of our hands,’ automatically went to the

top, but it was too late—our people at the top were well informed

and knew that this was part of the process of strategic sourcing.”

For Deere, as well as for key suppliers, the strategic sourcing

approach was a learning process as well as a financial success. In

six months, planners took the 1,975 suppliers down to 20. As the

first pass at running the entire process, the first one was slow, and

it took about nine months to complete. Subsequent iterations

were much quicker and completed in six months or less. A team

leader warned, however, not to expect the process to take less than

six months because it is important to study and know the industry,

the suppliers, and other critical factors thoroughly. Commodity

experts became very knowledgeable, because they are the ones

who had to establish criteria for partnering with Deere. All suppli-

ers, for instance, had to provide electronic catalogs. Surprisingly,

this requirement turned out to be a significant cutoff, because 90

percent of the 1,975 could not. 

By clearly defining supplier performance standards, the new

partnership was more clearly mapped out. Cost Management, es-

pecially negotiation of appropriate margins—a Best Practice at

which Honda excels—was very important and required a certain

amount of time to do well and correctly. 

Next, Deere executives sat down with suppliers to negotiate

new arrangements, including margins for specific volume levels.

This type of negotiation, called open book accounting, requires

solid industry and technology knowledge going into it, because

buyers need to know as much about how much it really should

cost to make a specific part—labor, materials, overhead—as does

the supplier. Both Honda and Toyota excel at this approach. Good

negotiations guarantee the supplier a fair margin and a long-term
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partnership in return for good volumes and occasional help as

needed in continuous improvement or new technology areas.

When Deere sat down with its shortened list of suppliers, because

the parts had already been deeply researched, discussions quickly

moved beyond pure price issues to future partnering challenges,

such as new product plans and upcoming technologies. 

After Deere’s purchasing people cut their teeth on their first ex-

ercise in strategic sourcing, they were ready to move on to purchases

in the direct spend areas across all divisions. Because Deere was a

largely decentralized organization, the central purchasing group 

did not dictate division results. Instead, divisional managers were

urged to get together and go through the strategic sourcing work.

The group was instructed to formulate the supplier performance

and capabilities criteria. They were assured that they would not be

forced to consolidate all castings and forgings, for example, to a sin-

gle supplier. Given the choice, sometimes the division people did

not consolidate the buy. With most direct materials, however, they

saw the advantage of leveraging and chose to move forward with it. 

Experienced Deere buyers say that their strategic sourcing

process speaks to the value of increasing purchasing industry and

market intelligence. Furthermore, the deeper your team’s under-

standing of specific products, the quicker the company will move

from a transactional to a more strategic mode. In-depth intelli-

gence allows supply managers, like the ones next described at

Respironics, to make strategic moves to strengthen and trim its

supply base. 

Restructuring the Supply Chain for Profits and Growth

Few organizations have the luxury of starting a new supply

chain or production line with all the correct data and resources in

place. Respironics is a good example of a healthy company inter-

ested in building a supply chain that can meet its growth rate with

corresponding improvements in quality and delivery. Although the
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company enjoys enviable 17 percent annual growth, few viable

competitors, and a growing worldwide market for innovative

healthcare devices, management saw an erosion in margins caused

partly by supply management problems. Respironics believed

there was an opportunity, however, to generate more new products

and better older ones, as well as to please Wall Street if the company

could capture the full potential of its supply chain. The company

felt that perhaps the supply chain held the key to higher margins

and greater profitability, if it could just find the money! 

We took a comprehensive look at the company’s procurement

strategies, including the number of suppliers they worked with, at

payment terms, inventory turns, people, systems, lead times, flex-

ibility and responsiveness, and most important, quality and tech-

nology capabilities. We found big and small opportunities

throughout the enterprise and so many pockets of advantage that

the first challenge was deciding where to start. 

We also evaluated the company’s strengths and weaknesses to

understand how easy it might be to begin making changes.

Respironics people are fearless innovators who seize new ideas,

like lean manufacturing’s single piece flow, and adapt them to

their own internal conditions. With almost no outside help,

Respironics’s engineers are happy to track down a new methodol-

ogy, perhaps with the help of a book or a benchmarking visit, to

learn the new process. They are quick studies, and in an area filled

with complexity and obvious risks, their entrepreneurial spirit car-

ries them far. On the other side of the balance sheet, we found that

Respironics had too many things on their plate, too much to do in

the midst of a healthy growth spurt. They needed help to sharpen

their focus on the few critical, achievable tasks that would imme-

diately improve the supply chain. 

The company decided to launch a strategic sourcing initiative

with three new purchasing professionals—two to work on supplier

development and one to do Cost Management—to free up mil-

lions in hidden dollars. In year one, supplier consolidation and
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performance monitoring yielded three times their additional in-

vestment in two supplier development engineers. By year two, the

gains were increasing, and by year’s end, savings tallied up to a

whopping four times the original investment. Projections for the

next phase of the strategic sourcing initiative remained strong as

twenty-three key suppliers were scheduled to collaborate with

their high-growth customer. 

Respironics and its partner suppliers took a hard look at finan-

cials before it was too late. Other older organizations might take

longer to achieve The Incredible Paybacks they deserve, but we

know that even somewhat arthritic and inflexible operations can

realize substantial initial benefits from a few starter projects. MRO,

for instance, is an area that always offers huge returns. 

Consider a Signing Bonus

One unique approach that delivers savings as it cements

strong relationships is the signing bonus. According to Chicago-

based supply management consultant Jim Bergman, this ap-

proach eliminates sales and marketing work as it delivers savings

that go directly to the bottom line; it should be used occasionally,

however, as circumstances dictate, and should not become a stan-

dard mode of operation.

Here’s how a signing bonus works. Giant Inc. is looking for high

quality, perfect delivery and great prices from its plastics suppliers.

Giant is currently paying five suppliers from $60 to $80 per plastic

injected molded unit. Jones Inc., another new plastics molder,

comes in with a quote of $70, and better quality, plus they will help

with design. Jones offers Giant a 2 percent signing bonus to seal the

deal and build relationship, prove value to shareholders, and grow

Jones’s business. Sometimes a signing bonus is extended to offset

Bill of Material prices; the bonus may be paid out, for instance, dur-

ing the first twelve months of the resulting contract, thereby allow-

ing the customer to show stakeholders immediate value.

96 /  THE INCREDIBLE PAYBACK

4948 Incredible Payback  10/20/04  5:32 PM  Page 96



Start with the Seven Steps 

The seven basic steps to strategic sourcing begin to capture In-

credible Paybacks, but if an organization can achieve only the first

two or three, it will find the momentum gained from picking low-

hanging fruit may well carry the company into more difficult

areas. 

At Respironics, steps #1 through #4 were immediately tackled

by supply management. Work on the remaining steps was planned

for future projects, because they knew that these would take

longer than the initial steps.

STEP 1: STUDY THE NUMBERS

To set preliminary payback goals, first identify the total pur-

chasing spend: all monies spent on indirect and direct materials,

and other company expenses such as supplier development, train-

ing, travel, benefits, outsourced or purchased materials. Any and

all expenditures are subject to review; traditionally many compa-

nies only consider materials used in production, tooling, or repair

or maintenance materials, but “soft” expenditures like temporary

personnel contracts and healthcare insurance plans can be just as

important. 

Most companies will find it difficult to produce a total spend

figure that tracks with spend groups. Deere filled this gap with a

college intern who was able to accumulate actual steel invoices

from around the world to calculate the company’s global steel

spend. It is important to start with the rolled-up total, as well as

detailed expenditures. Although it may take some time, one

method for assembling the numbers is from paid invoices, or from

actual supplier records. 

Next, set a macro-percentage goal of savings per year, per

quarter. It is important to pick a percentage target that is achiev-

able: If you set the bar too high, management will be disappointed

with initial results; if you set the bar too low, no one will truly dis-
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cover the depth of opportunities. We generally recommend that

purchasers think about their level of maturity and their supplier

capabilities before they pick a percentage target. 

Any and every company can achieve savings of 2 to 3 percent

of total spend by simple attention to the basics. Sustained savings

of 5 percent or more require organizational change and new poli-

cies, while savings above 5 percent year after year require expert

strategic sourcing prowess. Five percent savings are difficult, but

not impossible, to achieve year after year. 

It will help to identify common parts and commodities across

plants and divisions because these items will offer great opportu-

nity for leverage and consolidation. Be sure to prioritize opportu-

nities, however, by which ones are most likely to yield the

percentage savings target you are looking for. 

STEP 2: FORM COMMODITY TEAMS TO ATTACK OPPORTUNITY AREAS BY

AREA, COMMODITY, OR SUPPLIER GROUP

The teams should cover distinct technology or product groups,

like printed circuit boards or metal stampings. Because the teams

develop in-depth supplier and market/technology intelligence,

they are the contributors that are most capable of helping to pri-

oritize opportunity areas. Commodity teams ideally should be

cross-functional because total product cost is created by several

different areas in the supply chain—engineering and manufactur-

ing, for example, as well as purchasing. 

If your company has a separate new product introduction

group, it needs to be represented on the team as well. Chrysler,

IBM, and Motorola are great models of procurement innovators

who rely on commodity teams. More than ten years ago, Chrysler

platform teams pioneered this cross-functional collaborative ap-

proach that brought technical expertise into life cycle planning and

preparation. If engineering is not active on the commodity team,

results will be limited and hard to sustain, because over 90 percent

of the cost of most products is determined in early development
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stages. Likewise, when manufacturing is not adequately repre-

sented, the team will miss opportunities to pick the right suppliers

with the best processes. Manufacturing’s contribution to team sav-

ings and launch dates is equally valuable; production should take

an active role to standardize parts, one solid approach to savings. 

The role of commodity teams is to gather technology, manu-

facturing, and market intelligence, along with purchasing infor-

mation, so that a complete picture and a written strategy can be

developed for every commodity and every critical part. This is es-

pecially important when companies decide to reduce the supply

base and active part numbers.

Finally, because the commodity team is also involved in

supplier selection and development, it is important for team

members to have access to plenty of help doing lean methods, in-

cluding kaizen mapping, 3P (Product and Process Preparation, a

Toyota development approach) for new product development,

and supplier surveys.2

We recommend visiting experienced plant sites, benchmark-

ing, and participating on other teams to learn the methods. When

the team is familiar with relative cost savings from various meth-

ods, it will have a better shot at hitting cost targets. 

STEP 3: EVALUATE NEEDS AND DEVELOP A STRATEGY FOR EACH

COMMODITY

Every commodity has different technology and pricing strate-

gies, and it’s important to rank the commodities by degree of diffi-

culty. The team can then identify first-pass targets for spend

improvements by starting with the low-hanging fruit, such as

MRO, air and hotel expenses, or raw materials, to build enthusi-

asm for the new approach and to develop experience on the team.

The more-challenging commodities will be easier because imme-

diate and impressive gains build momentum, hope, and enthusi-

asm for the harder tasks to come. 

In a decentralized organization, this is the point at which the
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sourcing strategy, by group, needs to be communicated to busi-

ness unit or product managers.

Furthermore, although most information systems will capture

reasonably up-to-date product cost data, for key components or

parts groups, the commodity team may need to develop total cost

of ownership data to evaluate true costs. If a part, for instance, re-

quires significant maintenance, these costs needed to be added to

the initial purchase price. 

Total Cost of Ownership = A + (O + T + M + W + R + E) less S,

Where— 

A = Acquisition cost

O = Operating costs (includes transportation, customs and

duties)

T = Training costs

M = Maintenance costs

W = Warehousing costs (including inventory in the entire

supply chain)

R = Risks (including things like currency exchange–rate risk)

E = Environmental costs

S = Salvage value 

STEP 4: MEET WITH KEY SUPPLIERS TO REVIEW TOTAL COST OBJECTIVES,
INDIVIDUAL PRODUCT COSTS, QUALITY PERFORMANCE, DEVELOPMENT GAPS,
AND RECOVERY PLANS

Your supply management metrics should include good cost

breakdowns by part and commodity group, as well as quality per-

formance history and notes on special issues. Furthermore, tech-

nology and market information outlining forecasted trends and

competitive issues from both suppliers and the customer will help

frame discussions along strategic lines. For many suppliers, this

will be the first time they have pulled together this type of meeting,

first with high-level executives, followed by operating personnel.
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Good data becomes even more important as a framework for data-

driven reviews. 

For many suppliers, their first operating challenge is to be-

come lean by adopting basic Toyota or Honda production systems

methods. Before undertaking serious lean initiatives, however, it is

important to evaluate how far along a production facility is, and

that job falls to the purchasing engineers. On a typical walk-

through, they will be looking for cleanup and organizing opportu-

nities as well as other improvement targets. In Honda BP, this may

begin with COPDS—clean up, organize, pick up, discipline, and

safety. An operation that has not tackled these simple lean im-

provements will have many opportunities that translate to inven-

tory and productivity gains and better flows. An area that has

already begun kaizen work, or has redesigned flows and installed

cellular one-piece flow and significantly improved inventory

turns, will look for savings in harder-to-reach areas. 

STEP FIVE: VERIFY, TRACK, AND CONTROL

This step in strategic sourcing needs great emphasis because it

is frequently misunderstood and neglected. Many supply manage-

ment groups develop tremendous savings opportunities, but some-

how they do not retain significant profit impact because the savings

are not tracked and controlled. That is why it is very important as

savings appear to Verify, Track, and Control (VTC) every item. 

In Chapter 6, Metrics for The Incredible Payback, we empha-

size the importance of having the finance department verify sav-

ings gleaned from improvement programs, and tracking the

permanent reduction of budgets to reinforce continued savings.

Without a disciplined and routine VTC procedure for monitoring

spend savings, the money will simply disappear and have little or

no impact on bottom-line profits. 

For example, one Midwestern auto equipment producer used

strategic sourcing to reduce travel expenses. Purchases were con-

solidated with one partner/supplier; purchasing also negotiated
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hotel and rental car discounts that helped contribute to millions of

dollars in savings. But executives could not understand how, after

more than a year of clear improvement in travel costs, overall bud-

geted expenditures continued to rise. The savings seemed to have

evaporated! Where was the money going, and who was responsi-

ble? Unfortunately, the answer proved to be all so understandable

and quite human. Although the strategic sourcing process cut

travel expenditures by over 15 percent, mostly due to intelligent

consolidation to single sources, department managers did not re-

duce their next year travel budgets. Instead, the hundreds of thou-

sands of dollars saved simply went into more trips, more domestic

and overseas travel, and more hotel stays! Yes, the savings could be

verified and the ongoing costs could be tracked, but the third part

of a VTC routine—which is Control—was completely missing from

the department manager’s process. Hard-earned savings quickly

disappeared into new and creative expenditures. 

STEP 6: TRANSLATE SUPPLY MANAGEMENT GAINS TO POSITIVE CHANGES IN

THE INCOME STATEMENT, AND PUBLICIZE

Good news travels fast if it’s made public. If the Midwestern

auto supplier that realized hundreds of thousands in savings had

produced revised lower budgets and rolled-up expenses to a re-

duced cost of goods sold (COGS) line item in the income state-

ment, which would have incidentally increased profits, annual

savings would have been sustained and repeated. That is why it is

necessary to tie projected and actual savings directly into the top-

level income statement. These financials are management’s con-

trol system, and when chief financial and operations executives

understand the source of COGS savings from supply management

strategic initiatives, they will be able to plan for the gains. Further-

more, when the news of increased profits makes its way to share-

holders and auditors, everyone’s enthusiasm for supply chain

change builds. 

The contributions of chief procurement officers to profitabil-
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ity, when recognized and understood by shareholders, enable The

Incredible Payback. Furthermore, profitable supply chain opera-

tions drive better compensation packages. Ten years ago, there

was only a handful of millionaire purchasing executives. Today, the

number has multiplied, and there is no limit to the work and the

rewards that lie ahead. 

A well-publicized comparison of previous costs against project

results and future stated targets should also be included in man-

agement review of strategic sourcing progress. 

STEP 7: REVISIT SUPPLY CHAIN PARTNERS AND RELEASE NONPERFORMERS;
RECOGNIZE AND REWARD WINNERS

Many good initiatives—whether they are kaizen or strategic

sourcing—fizzle after the first ground-breaking results. That is the

reason we urge procurement to continually revisit supply chain

performance data and to maintain high standards by eliminating

bad performance. That does not mean that when the supply base

has been trimmed, as we mentioned in the John Deere safety

equipment commodity group, that the remaining twenty suppliers

must be cut to a handful. Instead, we urge buyers to examine their

options: Supplier development, training, and joint study projects

are a few of the many positive opportunities to improvement.

Elimination of strategic suppliers is a last resort that most compa-

nies cannot afford to do, even in a healthy economy. 

Honda and Deere supplier performance recognition days are

well-recognized and appreciated in North American industry.

Every April, Honda invites more than three hundred suppliers to

an awards and recognition Supplier Day. It’s a well-orchestrated

event filled with music, good food, awards and applause for the

high-performing winners, photos, and an unusual opportunity to

meet and rate the competition. 

Honda takes the opportunity at that gathering to talk about

new product strategic planning, and to share corporate and tech-

nology trends. Respironics held its first annual supplier celebra-
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tion day after the beginnings of its strategic sourcing project, and

suppliers were eager to hear more. It was important for suppliers

to understand where Respironics saw its business going, where the

high-growth opportunities wait, and its plans to get there. Man-

agement’s expectation that savings would have a direct impact on

Respironics’s income statement was reinforced when supplier

team members discovered how to take 20 percent out of the cost

of one of their main respiration products. 

Finally, one success opens possibilities for more. When team

members learned first-hand how to apply their new productivity

tools to problems, they wanted to do more. And when Respiron-

ics’s buyers saw how well and quickly results could be achieved

with just one supplier project, they were anxious to help others. 

Let’s look at how a technology giant, Lucent Technologies,

handles its global supply chain challenges. Lucent has a great deal

of experience with product introductions, and the company’s sup-

ply chain deserves considerable credit for its repeated successful

launches. Lucent is working in an advanced payback area that in-

cludes the best technology leaders.

How Lucent Designs Costs Out of Its Supply Chain

More than 90 percent of the cost of any new product is deter-

mined at the early design stages, when decisions about materials,

specifications, manufacturing processing, and even packaging are

made. This area of new product development holds many oppor-

tunities for big paybacks, but not all operations are ready to tackle

design issues at the level that will influence component design and

selection. A few companies, including Lucent Technologies, are

working hard through supply chain management and engineering

to take costs out early, before they accumulate. 

Jose Mejia, president of Lucent’s supply chain network, con-

firms that his group does more than direct product designers to

preferred suppliers.
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Lucent Payback

Lucent buyers look at supplier reuse and other issues such as

standardization and postponement that cover the design of the

supply chain itself. Mejia believes that Lucent’s supply chain inno-

vation is paying off with better product margins resulting from

more cost-efficient product design, smoother processes, and a

comprehensive, integrated approach to quality. 

Mejia instructs Lucent’s buyers to ask the following ten ques-

tions during the design stage because the answers will take Lucent

supply chain people into a higher performance level and more

new challenges: 

z
Ten Questions Lucent Buyers Ask During Design3

1. Who are the customers for the new product?

2. Where in the world are the customers located?

3. What is the target cost for the new product?

4. How will target cost change over time?

5. What is the percentage of component reuse in the new

product?

6. What is the percentage of weight or space taken out of the

new product compared with previous products?

7. What are the quality and reliability requirements of the

new product?

8. What percent of the Bill of Material (B.O.M.) will come

from strategic suppliers?

9. What is the level of customization in the B.O.M.?

10. What percent of the B.O.M. is standard components?

“I do not believe that companies actually get the full value they

could from their supply chains if they do not engage with the de-
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signers in the early stages of developing the product and working

toward standardization and alignment on what the company is

trying to do the for the market and the customer.” Mejia cites Lu-

cent wireless and mobility product groups in which the design of

its products was developed using the a limited number of technol-

ogy platforms. Standardizing on a few platforms allows reuse of a

significant proportion of design in new products, and saves

money and time.

For switching products and optical products, Lucent actually

has its manufacturing partners participate in the design phase,

making it easier for the engineers to incorporate what is readily

available in product. Mejia is proud of the significant progress his

group is making in reducing costs well before they accumulate,

“It’s paying off in inventory reduction and margin improve-

ments—across the board. In less than three years, we went from

1.4 turns of inventory to 7.8, and Lucent’s gross margins increased

by some 25 percentage points. While there likely will be variations

from quarter to quarter, those results clearly include the sustain-

able impact of our operational improvements and cost reductions.

Delivery performance, which we have measured since the com-

pany has been in business, started at less than 70 percent, but now

we are in the 90 percent range.” Mejia believes that number re-

flects the company’s growing responsiveness in a marketplace that

is under tremendous pressure. He notes that sometimes “we don’t

know until the last minute exactly what they want, so we had to

create an exceptionally flexible and robust supply chain.”

Preparing the supply chain means designing for postpone-

ment, a build strategy that Hewlett Packard pioneered, as well as

standardization and parts reuse. Postponement means that a

product is designed to be built as a standard unit, and only “cus-

tomerized” at the very end of the production cycle. For example, if

designers want to offer a different keyboard for Greek, Russian, or

Chinese alphabets, they can customize in two ways. The first ap-

proach builds the Greek keyboard into the unit at the beginning of
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production. Therefore, planners must forecast and stock what they

hope will be the right number of keyboards headed to Greece. If

they guess wrong, either excess inventories or expensive expedites

occur. But if the computer is designed to specify Greek or Russian

or Chinese key tabs at the end of the cycle, just before the unit is

wrapped in foam and shipped off the dock, postponement saves

lead time, expedites, and excess inventories. The same approach is

being used by Nokia to streamline its cell phone supply chains.

When designers use the same internal chips wherever possible, for

instance, they make customers happy, and they take out costly

supply chain complexity. 

Mejia cites one more Lucent supply chain success story: From

the signing of the agreement to flipping the switch, the installation

of a wireless infrastructure for an Asian region took only sixty days,

enabling the customer to begin generating revenue much sooner

than would have been possible under a normal deployment

schedule.

Unfortunately, Mejia believes that in 95 percent of our compa-

nies, the criticality of the supply chain is not fully understood. “It’s

not just about manufacturing and purchasing. Purchasing is often

dispersed to many different business units, and that means no one 

is thinking strategically, and they certainly are not designing the

process to take advantage of market opportunities and make money.

You can have the best product design, but if the supply chain doesn’t

get it there, that’s not good enough. If you need too much inventory,

if you don’t improve the cost structure, you are severely hampering

your ability to profitably meet the needs of your customers.” 

Mejia is concerned about a supply chain organization’s ability to

be competitive globally. “When you are competing on a global basis,

there will be some intense dynamics in places where you have to

compete on a different kind of playing field. For instance, too often

when North American companies make decisions about manufac-

turing in China, it’s all about labor costs, but the government of

China is extremely connected with their businesses. The question
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becomes, how do you compete with that when the U.S. government

takes a different approach to business? It’s going to be a big problem

for business in this country; a big supply chain problem from all

perspectives—resources, economy. It started with low-end materi-

als, and now it involves manufacturing and technology and high-

level software, so we have to compete in a game that has changed

dramatically. We’re forced to do things ten times different and faster

and better to win. Lucent has done well in India, and in China we

have the largest market share of the wireless infrastructure, so we

are winning in some of the countries that are supposed to be lowest

cost. But that’s because we went to China and established ourselves

there. For example, we have a Bell Labs facility there. Our manufac-

turing partner has a facility there, so we are playing in that market as

a local participant, not as someone from the outside.” 

Conclusion

In this chapter, we looked at companies that have built high-

performing supply chains, and one company that has begun the

process, and how they did it. Each operation starts with the same

basics—Cost Management, a report card on supplier quality and

delivery, an evaluation of suppliers’ technological capabilities, and

wavelength—and moves on from there. 

We’ve shown the payback numbers and the three levels of pay-

back capabilities from beginners to expert. Strategic sourcing, as

detailed by John Deere, is one of the disciplines that will take sup-

ply chains into big paybacks, year after year. 

When executives look at the power of supply chain managers

to return hard cash to the income statement, they want proof.

Shareholders and analysts, as well, need to see the results in real

numbers, and strategic sourcing delivers the kind of payback

everyone needs. Strategic sourcing as a discipline organizes and

prioritizes all the disparate actions and agendas that occupy en-

terprise leaders. When commodity team members, for instance,
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find good ways to collaborate internally with manufacturing and

engineering, profits rise. When suppliers offer their hard-won ex-

pertise to help launch better products, everyone benefits. 

We offer a few clear, high-value approaches to Incredible Pay-

backs. If your operation understands lean methods but wants to

sustain double-digit savings, keep going and think bigger and

harder about harnessing the intelligence of strategic sourcing. If

your company, like so many out there, is having trouble keeping up

with global competitors, and you are looking for a high-level, clear,

and measurable approach, remember Lucent’s ten questions. 

The Best Practice experts start with good data and work with

suppliers to improve every key performance number. Payback in

some commodities is immediate; others take longer and require

some investment to upgrade the organization. We believe, how-

ever, that every minute spent on data gathering and analysis

strengthens supply management’s position and builds manage-

ment support for your next move. 

Notes

1. R. Dave Nelson, “Manufacturing Solutions,” Automotive Engineering

International, August 1999, p. 68, as reprinted in The Purchasing Ma-

chine, by Dave Nelson, Patricia E. Moody, and Jonathan Stegner (New

York: The Free Press, 2001), p. 138. (For further insight into mapping,

see Learning to See, by James Womack and John Shook (Brookline,

Mass.: Lean Enterprise Institute, 1999). 

2. For detailed information on how to conduct kaizen projects, see An-

thony C. Laraia, Patricia E. Moody, and Robert W. Hall, The Kaizen

Blitz (New York: John Wiley & Sons, 1999). For supply chain mapping,

see Learning to See, by James Womack and John Shook (Brookline,

Mass.: Lean Enterprise Institute, 1999). For 2P/3P New Product/

Process Preparation, see Anand Sharma and Patricia E. Moody, The

Perfect Engine (New York: The Free Press). For supplier surveys, see

Patricia E. Moody, Breakthrough Partnering (New York: John Wiley &

Sons, 1993). 

3. Jose Mejia, Lucent Technologies, 2003.
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Chapter 4

Working with Suppliers 

“What’s the point of working with suppliers to help them im-

prove their processes? They’re big kids, why can’t they do it

themselves? And when they get better, won’t they be helping

my competition by offering lower prices and shorter lead times?

Where’s the payback in that? Maybe they will give away our

secrets!”

WELL, YES AND NO. FOR EXAMPLE, WHEN HONDA IN THE EARLY 1990S

started to receive recognition for its unique purchasing practices,

many observers, especially automotive competitors, were eager to

understand exactly what was happening down there in Marysville,

Ohio. Honda’s benchmarking exchanges and seminars were open

to all takers, even those from competitors like Ford and Chrysler.

However, GM trekkers were soon met with reluctance as Honda

executives learned that the exchange was one-sided, and that their

buyers were not allowed open access to GM. An opportunity to

raise the bar and use competition to elicit even higher levels of

performance in the supply chain was somehow passed by. 

Still, the impact of Honda’s development work with suppliers

continued to have a big impact on the auto industry as a whole.
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The good news spread, and within five years of the Marysville

complex start-up, dozens of local suppliers had achieved perfect

levels of quality and delivery performance. They had set up good

processes, learned trouble-shooting and data-review techniques,

and were well positioned to continue on their own to reach de-

grees of excellence never seen before in the auto industry. What

had been an area of “de-industrialization” at the edge of the rust

belt began to blossom with new growth and great potential. The

new suppliers made history for their customers. Just as North

American companies have rushed to learn Six Sigma and lean

methods, so has supplier development, the practice of helping

suppliers develop their capabilities, made sense. The payback ap-

peared early and grew, and the numbers continue to support the

advantages of supplier development. 

Dr. Robert Handfield, director of the Supply Chain Resource

Consortium at North Carolina State University, looked at the types

of supplier development being conducted by major automotive

producers and their payback. He found that supplier development

strategies can result in significant improvements in supplier per-

formance, including:

❑ Reducing product defects by 5 to 90 percent

❑ Improving on-time delivery by 6 to 15 percent

❑ Reducing order fulfillment cycle time by 30 to 80 percent

❑ Improving product performance by 10 to 30 percent1

Handfield concluded, however, that not all supplier develop-

ment initiatives are successful—as many as 50 percent are not be-

cause of poor implementation and follow-up. He classified

supplier development approaches into four types: the rewarding

method (“The Carrot”), penalizing poor performance (“The

Stick”), ongoing detailed assessment and feedback (“Measure-

ment”), and direct involvement in suppliers’ operations (“Hands-

On”). Handfield’s team looked at which supplier development
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approaches are the most effective, and concluded that a combina-

tion may be best, depending on the circumstances, the nature of

the supplier, the commodity type, and the management team at

the supplier. 

Honda BP, Kaizen Blitz, and Lean Paybacks

After fifteen years, the Honda BP program, a cousin of the Toy-

ota Production System, had reached 90 companies with over 120

projects touching more than 120,000 employees in North America

alone. The biggest gains were in productivity and quality; cost-

down averaged a conservatively reported 7.25 percent, with many

cost reductions well above that number. 

Productivity overall 

(total pieces per hour measured before and 

after BP) increased 47 percent

Quality improvement overall 30 percent

Several Honda suppliers racked up early, impressive gains as

they tackled improvement projects on the floor and in the office.

The BP projects covered a range of industries, from stampings—

one of the first candidates for improvement—to plastics and elec-

tronics. Parker Hannifin, an early Honda BP adopter, spent

$15,000 for twenty-five projects that saved $107,000 each on aver-

age, for a payback multiplier of 7. Other traditional kaizen metrics

showed equally impressive results:

WIP ($) 98 percent reduction

Cycle time 89 percent

Distance moved 81 percent

Productivity (pieces per hour) 46 percent increase
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At one Honda component plant in Mexico, hard-working

teams who assembled and tested Accord master power-window

switches achieved historic results on twenty-three lines spread

through four departments:

Operator headcount (workers 25.24 percent reduction per 

redeployed) project

Suggestion system 10 ideas per associate

Average daily production rate 15.24 percent increase per 

project

Cycle time reduction 19.19 percent per project

Average waste cost reduction 82.11 percent per project

Average downtime reduction 54.15 percent per project

Learning and Growing the Process

As Honda and its suppliers continued to attack waste and in-

efficiencies, as well as quality issues, they developed a sense of

what to expect after completing the initial walkthrough and data

gathering. High-quality rejects, for example, meant a process was

not in control, while excess inventory scattered throughout an op-

eration meant that the entire workflow needed to be reviewed.

However, a few problems tended to show up repeatedly among

small- and medium-size suppliers: quality issues around scrap

and rejects, and scheduling concerns. Other issues may show up

periodically, but quality and delivery remain king. Quality and de-

livery problems are usually solvable within a few weeks or less, as

Honda supplier engineers proved repeatedly with their thirteen-

week BP work, and the payback is immediate. 

Time Frame for Paybacks

The time frame for change under Honda BP and other kaizen

approaches is short: thirteen weeks for Honda and less for the
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Kaizen Blitz. Even practitioners new to lean methods can expect to

see encouraging results on their first projects. Most kaizen proj-

ects—whether they are called Honda BP, Kaizen Blitz, the Toyota

Production System, or simply lean methods—have an immediate

impact that multiplies productivity two, three, four, or more times.

The Association for Manufacturing Excellence’s book on its Kaizen

Blitz recorded the following improvements among dozens of com-

panies in a range of industries, from healthcare to tool making and

electronics:2

Setup time reduction 70 – 90 percent

Productivity improvement 20 – 60 percent

Process time reduction 40 – 80 percent

Inventory reduction 30 – 70 percent

Walking distance reduction 40 – 90 percent

Where to Begin?

By the time the new approach to cell design and quality meth-

ods reached beyond the first kaizen conducted at automotive and

aerospace facilities, customers and suppliers were ready to seek

bigger paybacks. Their hope was to extend individual successes to

the entire enterprise, and to synchronize flows so that material

movement along complex material networks became transparent

and nearly seamless. They discovered that by mapping material

flows, work processes, inventory positions, and other critical in-

formation in a single document, they could more deliberately

identify and select targets for improvement. It was not possible for

early adopters to focus on all key suppliers simultaneously, but

working with a handful always justified the cost of development

engineers. 

As more companies learned lean methods, a few expert imple-

menters emerged, among them Delphi Corporation, the award-

winning GM spin-off. Delphi has experienced the full range of lean
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production history, from pioneering efforts in shop floor kaizen to

full-blown enterprise-wise change and massive supply manage-

ment changes. Now, Delphi continues its own lean journey, as a

second-generation pioneer, while it continues to help its suppliers

implement lean methods. 

The Delphi Experience: Twenty-Time Shingo Prize Winner

The Delphi experience runs the gamut of lean history, from

working with Japanese sensei, in order to absorb the Toyota

process, to mapping supplier processes to launch them on their

own improvement journeys. The company has grown from a cap-

tive automotive supplier reporting to GM Detroit to an innovation

machine, producing patents and new technologies and bringing

them to market.

But Delphi is a supply chain and manufacturing process in-

novator as well. In the early 1990s, the company became serious

about lean methods; and by 2004, Delphi plants had won twenty

Shingo Prizes. This includes sites from Flint, Michigan; Warren,

Ohio; and Kokono, Indiana to the Baja coast and Mexico City,

Mexico.

Delphi’s work in lean methods had its official foundation in

synchronous manufacturing and the Quality Network, a joint

process with the United Auto Workers and International Union of

Electrical Workers in the United States. This led to the creation of

the Delphi Manufacturing System (DMS) and the Delphi Engi-

neering System. According to Doug Hathaway, Delphi’s manager

of supplier development, who reports to the director of purchas-

ing lean operations, the company’s lean focus is contagious. Hath-

away’s job is to move lean into the supply base, to create the

common process and organizational structure to make that hap-

pen, to staff it, and to execute. 

According to Hathaway, Delphi has forty supplier develop-

ment engineers in the field around the world, developing Euro-
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pean, Asia Pacific, and North American sites. He traces the roots of

the DMS to the mid-1990s when a group of Delphi professionals,

mostly engineers from various divisions, were sent to benchmark

the best and bring their experiences back. They were directed to

create a system that kept the foundation of the Quality Network

and would work throughout Delphi worldwide. Delphi’s cus-

tomers at Toyota, Honda, and Suzuki were very helpful. These re-

lationships, coupled with the GM partnership at NUMMI provided

valuable input to the details of DMS.

Delphi continues to accelerate its rate of lean adoptions, but

there have been bumps in the road. By August 2002, when Hath-

away came on board in Global Supply Management, although

there were seven people in supplier development, the company

lacked an integrated process and was not executing in the field.

“We had pockets of some training, the right ideas, but we weren’t

doing it fast enough, and we weren’t training suppliers to use 

a value-stream map or sharing successful implementation

processes that were working with Delphi. A value stream map is

wallpaper unless you know how to use it to execute change,”

warns Hathaway. Delphi suppliers needed more: They were key to

the company achieving the levels of performance that Hathaway

knew were possible. 

The Glass Wall

Hathaway recalls experiencing a sense of frustration when he

realized that Delphi could be doing much more that it was doing:

“So we recognized that we were, in many cases, just giving them

charts to put up on walls. Now, we’ve made our process more

action-oriented. We have changed the process and we are using

what we call The Glass Wall, a system where you use value stream

mapping to drive improvement, based on metrics.” 

Implementation grew to include twenty-six outside suppliers

by the spring of 2003, covering three commodities: electrical, met-
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als, and chemical. Other commodities touched by the Delphi Sys-

tem include stamping, molding, circuit boards, and tubing com-

ponents for power steering. Two-person teams work the projects

in which Phase One generally lasts about ninety days. “In [those]

ninety days,” says Hathaway, “we use value stream mapping to

identify waste and then we use the lean tools to eliminate it and

provide significant, double-digit metrics improvements.” Delphi

worked closely with Jim Womack, the Lean Enterprise Institute

founder and author of Lean Thinking and John Shook, coauthor of

Learning to See. The results were measurable and showed consid-

erable improvement. 

Although many kaizen processes have been initiated without

first conducting a value stream map that takes a comprehensive

look at the whole process, we recommend not proceeding without

one. Figure 4–1 shows an example of this approach. 

In this example of value stream mapping, the Current State

shows a process directed by production control; material moves

through the process step-by-step, with wait times identified at

some points in the operation. The current state metrics show that

the process has quality problems (first-time quality stands at

5,000) as well as productivity challenges (operational availability

60 percent). After mapping, data gathering, and review, the Delphi

team was able to identify different material and information flows

that reduced defects, scrap, floor space, wait time, and travel dis-

tance for the parts. Furthermore, information flows were geared

toward meeting real demand requirements.

Finally, team members drew up a list of several critical action

items to implement the change from the current to the future flow

process, including developing a changeover plan to move to cellu-

lar manufacturing and implement pull.

Delphi believes in working the plan and publicizing project re-

sults. Project metrics, which are instantly posted on Delphi’s Web-

based system, include the following payback success stories:
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Example #1:

For a Midwestern American company producing steel stampings

and assemblies for the automotive industry:

60 percent improvement in productivity

55 percent improvement in lead time 

60 percent reduction of scrap

first-time quality increased 33 percent

operational availability (uptime) 25 percent
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The Delphi team utilized many key concepts. Two of the con-

cepts, cells and continuous flow, were used in specific areas as ap-

propriate. By creating a smoother flow and setting up cells,

productivity soared, and the company was able to cut back from

two shifts to one. Kanban systems and level scheduling reduced

inventories. 

Example #2:

In the northeastern United States, at an injection-molding and

assembly facility that makes heating, ventilation, and air-

conditioning ductwork for automotive producers, Delphi supplier

development team members racked up these results after one

Delphi Manufacturing System project: 

Productivity improvement was 57 percent

Uptime (Operational Availability) increased 25 percent

Inventory dropped 43 percent

Scrap was cut 60 percent

Floor space was cut 27 percent 

“Inspect What You Expect . . .”

“Now,” says Hathaway, “because we are working with suppliers

to build long-term relationships, if they can build more product at

a lower cost, it’s good. Here’s another interesting metric—we track

part travel distance sometimes, from the time it starts out until the

end, and we reduced travel distance by 87 percent, from 2000 feet

to 260 feet.” Hathaway credits the value stream map his team drew

with producing these results. “We go back and help them with the

others—it is the model that they can use for improving the rest of

the plant.” 

That’s not the end of the Delphi development team, however.

“After the first project, we continue to work with them, and we’ll
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come back to them in a cadence that is appropriate to their needs.

We want to teach them the project after we implement. Delphi’s

template for change says that supplier development people can

probably expect to be in there a couple days every two weeks to

answer questions, guide workshops, and audit as if you were the

leader. One of the things we say,” continues Hathaway, “is ‘You

have to inspect what you expect, or don’t you don’t get it.’” 

Pick Your Battles

Although lean manufacturing ideally calls for the review of all

processes in all production areas, few companies have the re-

sources or the enthusiasm to conduct multiple, simultaneous im-

provement projects throughout their supply base. For beginners, it

takes money and time, but more important, companies must

maintain an intense focus and high energy levels in the midst of

current production demands. 

Furthermore, when production schedule requirements seem

to conflict with kaizen objectives, teams need the highest level

management support and attention to maintain that momentum

for change. By focusing on low-hanging fruit for initial kaizen ef-

forts, or by tackling high scrap processes, as so many projects do,

companies realize better paybacks on limited improvement re-

sources. 

Starting with the Optimal Network Design

There is one additional mapping exercise that we recommend

wherever possible, and that is enterprise mapping, and network

optimization using smart software. It’s a more advanced approach

for completing lean implementation, target identification, and

smoothing network flows that involves network design first, to

minimize bottlenecks, improve throughput, and reduce inventory

waste. Good logistics providers and distribution experts offer opti-

Working with Suppliers /  121

4948 Incredible Payback  10/20/04  5:32 PM  Page 121



mization software capable of evaluating all variables and parame-

ters, and recommending the best material flows. It’s a simple mat-

ter of specifying exactly what limits need to be built into the

network. Are component materials required every four hours, for

instance, and is there a specific sequence to deliveries? Or, what

would it cost to schedule premium transport for the top twelve

critical assemblies? 

Good optimization software can answer all these questions

and more, and produce endless simulation scenarios that balance

parameters to find a best case, then lay out projected paybacks

and spend. 

We believe that experienced lean practitioners should review

their entire network of material flows and material processing be-

fore they attempt massive culture change. Although most distribu-

tion and logistics networks cannot be designed from scratch, they

can always be optimized and evaluated for their impact on the

total spend. The software will always find paybacks in complex

systems—it’s simply a matter of running the simulation with the

right parameters. Logistics.com, for example, a new software

provider now affiliated with Manhattan Associates, is a good place

to look at software optimization capabilities to supplement lean

methods. 

Finding The Incredible Payback in a Complex Logistics
Network

Like procurement, logistics, and distribution, the material

movement piece of the supply chain contributes enormous value

to the supply chain; logistics and distribution are big-ticket items

that have undergone rapid changes in the past ten years. Technol-

ogy tools, like optimization software and quality methods, have

moved the best logistics providers miles ahead of their competi-

tion. Any supply base that includes suppliers, depots, warehouses,

distribution centers, or even just trucks on the road, holds the po-
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tential for big financial paybacks as well as enormous service im-

provement by optimizing their networks. 

Schneider National, Inc., North America’s largest privately held

truckload carrier and one of the world’s best transport and logis-

tics providers, opened the doors of its current headquarters in

Green Bay, Wisconsin, back in 1935 when Al “A.J.” Schneider sold

the family car to purchase his first truck. He put Schneider on the

map—and on the move—and today, Schneider is not only big, but

it’s a source of supply chain innovation and return on investment

as well. In fact, Information Week ranked Schneider number sixty-

seven in the year 2000 for transforming core business models to

ones that are dependent on IT and Internet technologies. 

In 1993, the company launched a wholly owned subsidiary,

Schneider Logistics, to help customers with freight management

issues in their complex supply chains. Drawing on people,

process, and technology, Schneider found it could create value so-

lutions for big and small shippers, suppliers, and carriers alike.

Schneider continues to bring new products to market, includ-

ing Schneider Convergence NetworkTM, a service that provides in-

ventory planning and control with precision never before seen.

We’ve tracked the growth of Schneider’s expertise and offerings

from its first involvement with Honda, Marysville, on through

Deere’s task of creating a winning logistics and supply chain strat-

egy. Both Deere and Honda supply chain executives were aware of

the increasing complexity of their supply chains, and they felt that

they needed to benchmark the industry, look at the important is-

sues facing the industry, and develop a comprehensive strategy

that would take them into the next generation of material move-

ment. They knew there was money (and time) to be pulled out of

the supply chain, but they needed expert help to do it. 

Two eager managers made the trip up to Green Bay and met

with current chairman, then CEO, Don Schneider, son of the

founder. Later discussions included Chris Lofgren, former vice

president of Engineering and Systems of Schneider Logistics,

Working with Suppliers /  123

4948 Incredible Payback  10/20/04  5:32 PM  Page 123



Schneider National’s current president and CEO. What they saw in

Green Bay opened their eyes—banks of blinking displays and

beeping monitors, headsets, and microphones, logistics brains in-

tent on the quiet execution of seven things at once, the closest they

had been to a complete air traffic control center on the ground.

They knew moving trucks was big business, but they were stunned

by the technology behind it all.

What began as a routine benchmarking trip, reviewing

providers and their capabilities, became a journey into bigger is-

sues—competitive logistics pressures, strategies and organization

structures for success, and above all, winning technologies. Don

Schneider offered up some insight about his company’s success,

“When you think about what we do as a company and why we are

so good, two things strike people when they interact with us: First,

over the last few years, our strategy has been to invest heavily in

technology managing information well. Second, we have some of

the best logisticians in the industry with years of experience in op-

timization and transportation management.”

Chris Lofgren, Schneider National’s president and CEO, ex-

plains what optimization means to truckers. “Our people are ex-

perts in figuring out how to deal with a series of constraints that

impact solution creation, to satisfy the ultimate needs of the cus-

tomer, or to take out costs.”

Lofgren’s team developed and patented some optimization

routines that are fast ways to look at huge quantities of data—far

faster than any human being can think! The same approach has

been used to run manufacturing, where the algorithms have been

used to decide how to allocate work to which machines, and how

to sequence which activities on which machines to maximize

throughput in the factory. The parallel in logistics is to calculate

and allocate activities creating the end product. Determine who

supplies those services and where they supply them. Here, the ob-

jective is to provide on-time services and minimization of costs. 

“Logistics,” says Lofgren, “is fundamentally the integrating ac-
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tivity of the supply chain. And that’s what our business is really

about—how do you manage the three flows: the physical flow of

the material, the information flow providing visibility, and the

funds flow of money between entities.” 

Schneider Logistics holds patents on another technology tool

that produces instant payback, a data manipulation and calcula-

tion machine that works from thousands of contract data per sec-

ond. Understanding the financial implications of contractual

factors, such as specifications about how loads are moved, at what

price, using which equipment types, and doing it very quickly, has

been difficult for customers. “Most people don’t have a rating en-

gine that stores these contracts—they will use a generalization,”

says Lofgren, “but we have the real data. It can all be analyzed, and

we can introduce variables that change with every hour. Some

people call it an optimization routine, but it isn’t because we

haven’t imposed constraints. It’s data manipulation and calcula-

tion.”

Logistics Paybacks

Lofgren believes that many businesses do not fully understand

the impact of logistics costs. “When you look at the macroeco-

nomics of logistics, lots of people fail to realize that between 1981

and now logistics as a percentage of the GNP dropped from 16 per-

cent to less than 10 percent today. That shows there was a fantas-

tic improvement in productivity, a lot of it a result of customers

working with providers such as Schneider Logistics to improve the

supply chain.” Lofgren believes there were many pragmatic solu-

tions at work, as well as optimization models and effectiveness

measures. And he noted that the ratio of business inventory to

gross national product (GNP) changed, “In 1983 business had to

carry 24 percent of the GNP, total investment; that number

dropped to 17 percent, just from methodically working with the

supply chain to improve on-time delivery.”
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Looking ahead, Schneider and Lofgren see changes enabled by

technology offering even more opportunities for paybacks to

smart customers and providers. Lofgren sees logistics providers as

a growing impact. “People will create networks allowing them to

collaborate and achieve visibility that enables them to be more re-

sponsive to their customers’ needs. The supply chain is just an ex-

tension of the factory with more people who need to collaborate.

Any system that’s effective will be built around a business process

that people can work in. We know it’s the systems and the business

processes that work together, and the Web provides the mecha-

nism—we had EDI before, but it’s the Web that allows people to

run applications.” 

The Schneider business model means participating at a high

level and understanding how to bring best practices and strong ca-

pabilities into a company. Schneider and Lofgren caution that

what is important for companies that want to go after a big logis-

tics payback is a willingness to look at the reality of where their

costs are and work together to take inefficiencies out. 

Schneider and Lofgren caution against a siloed approach,

however. In fact, one of the challenges of companies getting to the

next level, like the manufacturing innovators who started out with

design for manufacturability (DFM) and cycle time reduction, was

not to approach the solution machine by machine, or product by

product, not even just across the company. This work has to be

done across the supply chain—its about getting your arms around

the whole network. “We have the people and the tools to get our

arms around the enterprise,” said Lofgren.

Lofgren sees the challenge to enlist people who can think

about win-win solutions. “There aren’t any companies today that

can ignore profits. Everybody is being pushed to be more effective.

Providers must ask: ‘What’s the win here for my customer?’ I want

people who can answer that question working for me. We spend a

lot of time at work, and we want bright and capable people creat-

ing solutions that excite our customers.” 
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Lofgren believes you can see the difference. “You can walk into

an organization, and you can feel how it is working—people are

comfortable, they are thinking, they are hustling, they have a sense

of purpose, and they know why they are there, you can feel it.”

One other software tool offers significant paybacks for logistics

and distribution, and that is simulation. The difference between

simulation and optimization is the difference between letting a

system run and changing the result. Simulation is a descriptive

tool and optimization is a prescriptive tool; a simulation routine

will describe a system and let it run, while optimization is used to

exercise, or improve, a system. Let’s say you want to do a network

design that determines where the nodes and the distribution cen-

ters go. You already know where your plants and customers are, so

there are hundreds of possible locations for DCs. It’s time to sim-

plify, to make some assumptions. You will want to test them, to see

if conditions change or are variable every week, so we simulate the

system because we simply cannot check tens of thousands of de-

signs. For two or three scenarios, simulation is a great tool to

sharpen or tweak an existing design.

But optimization is much more important and powerful. Sim-

ulation will show, once a design exists, how it will behave under

certain conditions. Optimization paybacks are big; companies are

buying better, keeping less inventory, using fewer people. In fact,

in the aggregate, optimized procurement saves 10 to 15 percent on

transportation expenditures. Systems performing auto dispatch-

ing produce 10 percent right at the start. Soft-side benefits add up

to paybacks as well. Trucking companies that optimize their

schedules reduce driver turnover by 30 to 40 percent because the

best way to keep employees is to get them home at a reasonable

hour. In the trucking industry turnover is high, and every year it

costs five to ten thousand dollars to train each replacement to be

a good driver. But when schedulers can reduce empty miles by 20

percent or more, and increase the level of service as well, it means

drivers get home more often. 
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Although we are just in the infancy of these powerful tools, the

next big advance will be collaborative commerce driven by tools

that will work across companies, so that they can plan more, opti-

mize better, and develop greater visibility. Although the tools to

run joint procurement, using a company’s truck for instance, are

available, the barriers are more mind-set—worries about data se-

curity for instance, and until people get more comfortable with the

technology, some new approaches will take time for adoption.

“It’s like the Web security question, people get over it. It’s in-

evitable—there will, of course, be industry-wide networks because

the whole idea in logistics is to collaborate.” A closed system won’t

help companies deal with the outside world. “For logistics to work,

the more open the system, the better it is.”

Not all organizations should immediately adopt advanced

software tools like optimization and simulation, however. The first

step of some companies is simply to improve processes, take out

waste, and find out where the money goes. In logistics and distri-

bution, functions that have always occupied lower levels on the

prestige ladder, smart managers are discovering that huge

amounts of cash can be freed up just by mapping and studying the

network. For companies like John Deere, which grew up decen-

tralized, the unmined payback treasure simply opens the eyes of

nonbelievers. When Deere took a good look at its logistics and dis-

tribution costs, the company realized that injecting only a few dif-

ferent approaches would quickly yield good results, operationally

and financially. 

Out of Deere’s total yearly $7 billion spend, logistics and distri-

bution accounted for nearly 10 percent, or $600 to $700 million,

but planners were unclear exactly how that tab broke down. Man-

agement wanted to see savings, but they had no idea where to

start. With dozens of plants worldwide making their own shipping

arrangements, there was a feeling that the company wasn’t lever-

aging its logistics spend. Smaller Deere plants on their own were

little fish to the big steamship or trucking lines; but by gathering a
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few of the plants together, the fish got bigger, and so did the sav-

ings. Estimates of potential savings ranged from $10 million the

first year to $60 million in three years.

First off, planners mapped out Deere’s worldwide logistics/dis-

tribution system, seeking to identify strategic areas with heavy lo-

gistics volumes. For Deere, one heavy area was Wisconsin, where

suppliers needed a consolidation point. Another area was North-

ern Italy. Working from the process maps, planners were able to

describe the baseline by identifying specifically what parts

shipped from where to where.

The next steps included locating cross-docks to strategically

serve all of Deere from local suppliers. Next came financial con-

trols to nail down the money flows; and the final step, software sys-

tems, promised even bigger paybacks. With a clean process,

software systems can make great inroads; for example, two well-

trained transportation planners might take sixteen staff hours to

develop outbound truckloads for each day’s schedule. Software

takes that workload down to about one half hour, minus human

computing errors. That move alone took several million dollars

out of the process. 

Some Toyota Production System advocates miss the necessity

of using software tools to manage large complex networks, espe-

cially the ones running automotive and electronics pipelines

across the United States. It is nearly impossible, however, as even

Toyota’s inventory figures prove, to manage such a system without

software assists. Inventory turns, the key metric tracked by Richard

Schonberger, the Seattle-based consultant who brought Japanese

manufacturing techniques to North America, illustrates this fact.

While Toyota revenues grew 12.5 percent to $126 billion, with prof-

its climbing 31 percent to $5.1 billion in fiscal 2002, inventories

went in the other direction; turns peaked in the late 1970s and early

1980s at 60 and higher, but they fell to 11.3 in 2002.3

The United States is about three thousand miles long, with di-

verse business cultures from the thousands of border maqui-
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lladora in El Paso to the revitalized Rust Belt cities, with incredible

weather shifts thrown in. It takes good data and good manipula-

tion capabilities to keep that pipeline running lean. Good software

planning and execution, plus communication tools are an ab-

solute necessity.

Software tools can do more than help design and locate better

distribution networks. The best packages will help to identify crit-

ical parts that must move in the pipelines to maintain just-in-time

schedules, and those parts that can be easily inventoried for high

service requirements. The software enables planners to plan and

understand how much these material management decisions

truly cost. 

And what was Deere’s payback? Planners beat the target the

first year and saved $13 million. With the addition of big guns soft-

ware, managers projected $30 million savings in three years from

a $2.5 million systems investment, a twelve-fold payback. The goal

was $20 million per year, over seventy Deere factories worldwide. 

Building Partnership Trust and Communications Flows

In the early 1990s, suppliers were inundated with well-meaning

customer audits. Sometimes the multiple demands of different

customers caused confusion at plant sites that were already

pressed with technical and delivery demands. Suppliers wondered

if customers knew what impact their audits were actually having

on performance, and they needed a credible feedback device. Mo-

torola, Honda, and other companies responded to this cry for help

with their supplier surveys, documents administered by third-

party neutral groups. The surveys were designed to elicit useful in-

formation with the right amount of detail that would cause

customers to ask the right questions, and help suppliers do the

best job they could. The survey became an annual event for many

customers, and findings caused further modifications as particu-

lar problems became clearer. 
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We think this is an invaluable tool to building a strong supply

base. The idea is to give suppliers all the useful information they

need, in the form they need it, to do the absolute best job they can

for customers. 

Honda discovered an unexpected benefit from this survey. As

customers and suppliers dialogue about key questions, they start

to refine their communication flows and develop common defini-

tions of objective and goals. The survey becomes more than a

feedback tool when it begins to launch strategic planning reviews. 

There’s More . . .

Helping suppliers reduce costs and improve processes and

products is just one high payback practice among the twenty we

highlighted in The Purchasing Machine. Other approaches to sup-

ply management and Spend Management emphasize the same

Incredible Payback objectives, and they take producers beyond

exciting kaizen methods into bigger and longer-lasting gains (see

Figure 4–2). DuPont, one of our favorite Best Practice innovators,

offers a unique approach to The Incredible Payback, one that takes

a wider, global view of the supply base. 

DuPont’s 3X Challenge

Beyond pioneering lean results, there are many strategies

available to take eager supply operations farther. What our early

work with kaizen proved was that if suppliers could realize enor-

mous productivity gains one time on individual lines, at individual

plants, the potential for enterprise-wide gains was staggering.

Paybacks need not be confined to production processes, as

Dupont’s Henri Irrthum, vice president and chief procurement of-

ficer, knows. Irrthum explained the company’s 3X test, a unique

approach that guarantees payback for every dollar invested in

procurement. 

Working with Suppliers /  131

4948 Incredible Payback  10/20/04  5:32 PM  Page 131



Irrthum directs DuPont’s $17 billion annual spend within

some unique cost justification parameters. Every project and

every personnel expenditure for his operation must pass the 3X

Payback Test. The 3X Payback Test is a basic rule of thumb, a mul-

tiplier, that requires the sourcing operation to deliver, on average,

savings that are equal to three to four times its total cost. For ex-

ample, if a procurement department costs $100 million a year in

total costs—not only personnel costs but also the work procure-

ment does, including telephone, office space, travel salaries,

health benefits—then that department under Irrthum’s 3X Pay-

back Test must deliver three to four times total costs, or $300 to

$400 million in net savings per year. 

“The savings have to be repeated to stay in business,” says

Irrthum, “and these are net savings. We have a pretty tough defini-

tion of net savings. They don’t include cost avoidances, for in-

stance. If the market for a commodity goes up by 10 percent, and

then you take 4 percent off that market base, the savings don’t

count toward the multiplier because your savings need to come in
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below the market. It’s a pretty tough target—the CEO is not con-

cerned with currency fluctuations that go against you—‘that’s just

too bad!’” explains Irrthum.

How does Irrthum’s 3X Payback Test come into play for sup-

plier relationship management? Supplier relationship manage-

ment, especially the development phase, is people intensive—it

doesn’t happen without dedication of good, well-prepared pur-

chasing experts. Budgeting for new personnel falls into the 3X cat-

egory if, according to Irrthum, “you can say ‘I will save three to four

times that person’s total cost, for that project’, well, you have a very

good chance that the request for two or three more people will be

approved because you know and you can prove that they will de-

liver at least four times their total cost in savings.” 

Furthermore, Irrthum’s approach guarantees quick decisions

because the groundwork is already laid for a positive result. “The

project must be well-defined” he warns, “not fuzzy—hard com-

munication with numbers, not soft arguments.” Although cus-

tomers may want to help suppliers improve because it is “the right

thing to do,” for intensive customer involvement the numbers

have to make sense as well.

Sourcing and Logistics—The Land of Opportunity! 

Dupont’s approach, Irrthum further explains, is another indi-

cator of the company’s commitment to a “data driven—not

opinion-driven—Six Sigma philosophy. Year to year,” says Irrthum,

“the opportunities vary. Sourcing and logistics is the land of op-

portunity!” 

Irrthum advises maintaining a broad, global focus: “Look at

the moment in time and ask, ‘How well have we worked in the past

in this area?’ You need to look at the supply base and ask, ‘Has that

changed?’ Look more global rather than regional, and you must

look at more low-cost countries.” The horizon opens up more

every day; although the competitive situation among suppliers
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might change, “new opportunities exist all the time—there are

mergers, acquisitions, diversification in our industry in the supply

base. There are people who disappear from the customer’s hori-

zon, or there are new ones coming on.” And on the supply side

there are more suppliers coming from Asia or Eastern Europe, for

example, so Irrthum advises looking there for technology and

quality even before it is approved, and there are still more oppor-

tunities: “It’s every CPO’s dream. You can’t stand still.”

“Is There Another Deal That We Can Make Better Than We
Did Yesterday?”

Taking a wider perspective toward your competitive position

in Spend Management, DuPont’s Irrthum agrees, means looking at

the entire industry for competitive benchmarks. Irrthum cites the

example of the telecom industry. Telecom prices illustrate dra-

matic shifts as technologies improved and the supply base grew.

Although the first cell phones cost hundreds of dollars, the next

one was a better deal, until the price dropped to the level of dis-

posables. 

“There was always a better deal the next time, and the price

never stopped dropping. You need to make sure you are on the

forefront of those changes. If you don’t, you won’t stay competi-

tive. Keep a 360-degree view all the time, be awake to not miss

any opportunities, and make sure you keep your company best

in class. It’s not easy,” he believes, “because the world’s possibil-

ities are getting bigger, and traditionally we may not have

tapped into all the possibilities around the world, but they are

definitely becoming more available this time. Stay with it and

don’t be satisfied.”

In the telecommunications market, for example, a buyer may

have gotten a 30 percent price reduction at one moment, and

thought that was great! Irrthum warns that: “In another couple of

months, you can get another 20 percent or so. Never be satisfied,
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even if you did in fact bring in savings bigger than the previous

year’s, that is only one vector. You need to stay ahead of the com-

petition, or at least even with them, and make sure that whatever

you buy is hopefully better than what your competition buys.”

How They Do It

Supplier development is a proven approach to finding big pay-

backs throughout the supply base. And the simplest way to cap-

ture these gains is to work the numbers at all levels of the supply

chain. Companies like Honda of America, Deere, and Delphi first

identify key suppliers, a manageable group with whom the cus-

tomer maintains good relationships, communications, and trust.

These companies become partners with whom they plan to grow

together. 

Next, they then work with those selected suppliers to track

quality, cost, and delivery performance to identify improvement

opportunities. The objective is for both the customer and the sup-

plier to make a fair profit; reaching a detailed understanding of a

supplier’s process and technology, its costs and problems, is the

first step to improvement. 

But what are the options if your organization is dealing at

arm’s length with hundreds of relatively unknown suppliers? Can

big companies with extended supply chains deliver the kind of

Incredible Payback that keeps suppliers as developing partners,

rather than cost-cutting targets? It all comes down to manage-

ment philosophy, advises coauthor Nelson. When CEOs decide

to maintain an enterprise of committed, exclusive (or nearly

exclusive) suppliers, their ongoing costs and new product intro-

duction record reflects that commitment. But when top execu-

tives do not understand, or fail to recognize the importance of a

strong supply base, the job of supply managers becomes less

strategic and more tactical. And the supply base inevitably be-

comes a revolving door.
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Don’t Underestimate Supplier Development Expertise! 

Investments in supplier development and supply base man-

agement yield huge payoffs. At Deere and Delphi, a $100,000

investment in one supplier development engineer often yields

from three to ten times the original investment. Top performers

can achieve even more, truly an example of an Incredible

Payback.

When companies outsource a high percentages of purchased

parts, the requirement to carefully target supplier management

and development methods becomes critical. In the automotive in-

dustry, for example, where final assembly plants receive hourly

shipments of seat systems, dashboards, fuel systems, and even

tires, excellent supplier communications and performance is a ne-

cessity. At one transplant assembly plant, the cost of line-down

(stoppage for shortages or quality issues) is $26,000 per minute. It’s

easy to see why this producer maintains a staff of engineers and

planners, one to one, for its key suppliers. 

But beyond the investment in supplier development re-

sources, The Incredible Payback takes a strategic approach to de-

cisions that set up financial returns for years to come. When

Delphi decided to rationalize its supply base and save millions of

dollars annually, the company organized the global sourcing func-

tion to look beyond supplier development or performance issues.

The targets became bigger and more sustained. 

Supplier surveys, open-book accounting, jikons (Japanese-

style customer/supplier meetings), just-in-time and lean manu-

facturing, as well as innovative new product development

approaches are just a few supplier management tools that yield In-

credible Payback. 

Motorola Perspective

Theresa Metty, the senior chief procurement officer of Mo-
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torola, places her trust in a few supplier management tools: total

purchased cost, technology and market trends, and a drive to

reduce the cost of complexity. For Metty, whose career path has

covered manufacturing, purchasing, and accounting executive

roles, making tough decisions in the telecom industry has been

facilitated by paying attention to big, big numbers. 

Furthermore, because Metty had responsibility for manufac-

turing as well as purchasing at Motorola, she could weigh inter-

nal production costs and decisions against Spend Management

principles, especially outsourcing decisions. Metty believes, for

instance, that many outsourcing decisions made by manufac-

turing personnel carry bad investment returns, and that they

were made primarily to guarantee no interruptions of deliveries.

She believes that better deals now await the sharp purchasing

analyst. 

And so her overwhelming view to the numbers means that in

an operation that honors innovation and variety, she tasks pur-

chasing planners with the goal of running their businesses like

commodity markets. Despite the high degree of innovation Mo-

torola cellular engineers bring to every new product, Metty is look-

ing for economies in purchasing that yield competitive pricing

and significant paybacks. If an internal supplier does not measure

up to Motorola’s competition on price, quality, or features, or if she

believes that parts standardization will take another two or three

percentage points off the component price, she expects her people

to do it. 

Taking a commodity approach in an innovation market has al-

lowed Metty to cut costs and continue to introduce many new

products and features every year, despite strong global competi-

tion. Commodity management, or thinking like a commodity

trader, requires fierce devotion to the numbers, and an immediate

response when one metric gets out of line because in big inte-

grated enterprises, the impact is wide and immediate. 

Working with Suppliers /  137

4948 Incredible Payback  10/20/04  5:32 PM  Page 137



Bringing Your Partners into the Game

The gains (and the losses) cascade quickly throughout the en-

terprise as pricing, cost overruns, and consolidation of savings ac-

cumulate. Mark Preston, manager of supplier development at

Respironics, a company at the beginning of a new approach to

supply chain management, instituted the following five key per-

formance measures with its top twenty-three suppliers, compa-

nies that represent 50 percent of the company’s total spend:

1. Inventory turns

2. Quality ppm

3. Purchased dollars compared year to year

4. ISO

5. Percent of revenue Respironics represents to the supplier

Tracking just these few key metrics allowed Respironics to

focus on a promising supplier with a big quality problem. Often,

customers find themselves tied to suppliers whether things are

going well or not, and Preston took on the role of project leader to

identify and launch continuous improvement projects for a hand-

ful of struggling suppliers. Respironics’s 25 percent growth rate

would not wait, and Preston knew that he had to get the word out

fast that one way or the other, Respironics needed its partners to

find better ways to grow with them. 

At one East coast supplier, for instance, the company found

two key production processes were failing under pressures of

high-volume growth demands. It is not uncommon for innovative

small suppliers to struggle with outdated production or distribu-

tion processes inherited from their first generation founders.

Preston called in a Honda BP veteran, Dave Curry, to help identify

and organize solutions. 

Thirteen weeks later, Curry’s team delivered an amazing tally

of Phase I results, from 5S cleanup and reorganization and cells
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out on the shop floor to root cause analysis that pointed out a des-

perate need to automate processes that were not robust enough

for Respironics’s quality standards. Initial capacity analysis elimi-

nated the need for a fifth production line, and 5S reorganizing of

line flows cut inventories as well. 

With seven years of history behind Respironics and this key

supplier, it was important to determine where the limits of the

partnership would lie given continuous high-growth projections.

Sound payback numbers proved that for an investment of thirteen

weeks’ team time and some outside help, clear opportunities im-

mediately appeared as low-hanging fruit, and quickly recaptured

the initial investment. Further improvements in automation and

quality would require more root cause analysis and some limited

capital equipment investment, cost-justified by potential savings

as well as the cost of quality benefits. 

Phase I results brought team members a few surprises. The

biggest Incredible Payback, a 27 percent production increase,

solved a nagging backorder problem. There had never been

enough capacity, enough throughput, pre-BP project, to ship all

customer orders complete and on time. In fact, this item had been

in backorder for about a year and a half. The backorder position

was quickly eliminated, and stayed that way. Planners point to

communication changes that contributed to this solution.

Customer/supplier reports, up to 25 different ones, flew back and

forth as planners attempted to track and move backordered units,

but Curry’s team consolidated the information into one powerful

document. Now all staff members know where they stand and

when to produce, what, and how. 

Backorders were hurting international customers especially.

One huge overseas order worth $1.5 million sat waiting for eighty

units. International orders must ship complete, so they often

linger while waiting for missing pieces. After the team completed

Phase I, planners were able to identify this type of order before it

entered production, plan for it, and ship on time and complete. 
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Team members proudly point to one extra achievement: On

top of meeting their high-growth customer’s demand spikes, they

were able to increase yields by another 5 percent. 

Respironics planners became so convinced of the power of

supplier development after piloting with one supplier, they

quickly moved on to an injection molder and a plastic extrusion

producer. They issued the World-Class Supplier Challenge, a com-

petition in which each key supplier reported on what it had ac-

complished on world-class practices. A team of judges drawn from

operations judged the entries, with the winner slated for a World-

Class Supplier trophy to be awarded at the next supplier day. 

Early Partners in Sensible Design Savings

Tracking key operating performance measures, like quality

ppm and scrap costs, is great for products in full production, but

what about bringing supplier partners into the game during early

design and prototype stages, when 90 percent of the cost of new

products and much of the manufacturing quality challenge is

committed? Most companies still have difficulty joining engineer-

ing with buying functions, and few systems offer the kind of infor-

mation required by both sides to understand and plan for each

other’s parameters. Cost savings to procurement from standardiz-

ing parts lists, for instance, is something every operation wants,

but most still find it difficult to achieve. The best time to involve

buyers in the design cycle, however, is at the very beginning, not

after a product has ramped up. With good systems to help pur-

chasing and engineering, staffers can be brought together early in

the design cycle by colocation, but this requires deliberate atten-

tion to setting goals that work for both functions. Harley-Davidson

is an example of a well-established giant that has polished its

engineering/procurement skills. New product launches, like the

Softail, are design and process breakthroughs for engineering as

well as purchasing. 
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Put More Purchasing into Engineering, and More Engineers
into Purchasing!

One approach to achieving clear financial payback is to reduce

product complexity, especially the number of nonstandard parts,

that engineers ask purchasing to buy. And the most obvious ap-

proach to reducing parts proliferation is to limit the number of sup-

pliers—two or three key suppliers are more apt to work from the

same parts list than dozens of suppliers, all dealing with varying

volumes and life cycles. Mike Polcari, vice president of IBM pro-

curement engineering, is an integrator whose team works with IBM

designers and suppliers to help them create the right technology at

the right time. Polcari brings seemingly different interests together

and works at creating what IBM calls technology convergence. He

lists technology forums as one approach to helping purchasing en-

gineers work convergence issues with suppliers.4

IBM’s technology forum, designed by former CPO Gene

Richter, was the ideal place to discuss where products are going

technically, and what suppliers’ perspectives are on new technolo-

gies. These open discussions created trust, identified problems,

and helped reduce costs while partners get to market quicker than

their competition. These meetings also allowed IBM to have influ-

ence early on in suppliers’ technology directions. 

Procurement engineers can work to move suppliers away from

difficult or dying technologies, but they should also move the in-

dustry toward standard, rather than proprietary, parts. Reducing

the variety in battery types in cell phones, for instance, saves cus-

tomers money as it makes purchasing’s job easier. Cell phone cus-

tomers, of course, find it easier and cheaper to have fewer types of

replacement batteries. 

According to Lucent Technologies’ Jose Mejia, president of the

company’s supply chain network organization, his group does

more than direct designers to preferred suppliers. They look at

supplier reuse and other issues that cover design of the supply
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chain itself. Mejia believes Lucent’s supply chain innovation is

paying off with better product margins created by lower product

costs. 

Complexity in old and new products costs money. Motorola’s

Personal Communications Sector under CPO Theresa Metty (vice

president of worldwide supply chain at the time) led her team to

savings of more than a billion dollars, much of which she attrib-

utes to component reuse, postponement, and use of industry

standard parts in products they design. She is confident that’s only

the beginning.

In the electronic management services world, where contract

manufacturing experts take on billions of dollars of outsourced

products—from design and assembly, all the way through logistics

and delivery—innovation brings better and cheaper launches.

John Sammut, president and CEO of Epic Technologies of

Rochester, Michigan, has come up with an innovative approach to

customer/supplier partnering that eliminates hand-offs and cuts

supplier development costs. Sammut’s method also speeds prod-

uct launches, which are so critical to electronics contract success. 

EPIC’s Customer Focus Team, Colocation and Beyond!

The idea grew out of continuous improvement work that Sam-

mut’s group has done with several customers. In 2002, Epic

launched a new plant in Juarez, Mexico. Three months into the

launch, the plant was producing higher yields at 5 percent lower

costs for circuit boards in the continuous positive airway pressure

(CPAP)—a sleep apnea product—product line. Sammut believes

that what made this launch smoother than usual was the cus-

tomer focus team from EPIC’s Norwalk, Ohio, operation who trav-

eled to Mexico and helped set up, train, document, and do first

article approvals on the Juarez product. 

The team included a process engineer, test engineer, material

analyst, quality engineer, an account manager, and inside sales, all

142 /  THE INCREDIBLE PAYBACK

4948 Incredible Payback  10/20/04  5:32 PM  Page 142



from Ohio. The team conducted weekly reviews with the customer

on all critical metrics: on-time delivery, inventory turns, yields by

product, as well as quality and flow issues. Sammut recalls, “When

we really started to focus on quality, we found lots of test correla-

tion problems. Products might pass our test, but not theirs, or

there were different tests. We closed the gaps and our yields rose

from ppm in the 30K range, down to 8K in nine months—we knew

then we were down to the real quality problems! We’ve eliminated

the noise, and what we learned from the test correlation problems

we applied to new product development teams to improve cus-

tomer design for manufacturability (DFM) and design for testabil-

ity (DFT) reviews. On some of the more recent product releases

that we ‘codeveloped’ with much more early involvement, our

yields further improved with ppms in the 2–3K range of launch.

“It’s a big change in the partnership,” says Sammut, “as we get

more involved in the design cycle. In the past, we might not see

our customers’ designs until they came to us for a quote—‘Hey,

here’s a concept, and here are the schematics!’” Now, the supplier

helps the customers lay out the products and select components

to avoid obsolescence or design in an alternative to achieve the

same functionality at lower cost. And the payback for the cus-

tomer focus intensive approach? Epic saved its customers $2.5

million on annualized production of $30 million, which was an 8

percent cost reduction.

But wait, there’s more! From Ohio to Mexico, next stop China!

Using the customer focus team to participate in design and bring

up full production is a concept that can help consolidate the sup-

ply base as it is applied to more customers. 

“We do more with fewer customers, so there is a concentration

issue that comes up,” says Sammut. For example, one North Amer-

ican customer that maintains an injection-molding facility in

China is introducing a new, very small, high-volume automotive

product. The customer wants to outsource every part of produc-

tion, including the final integration that would normally be com-

Working with Suppliers /  143

4948 Incredible Payback  10/20/04  5:32 PM  Page 143



pleted in China. That’s another handoff, and possibly an addi-

tional cost. Epic’s novel solution? Launch the product locally, using

the Norwalk, Ohio facility to do NPI services—process develop-

ment, prototype builds, DFT, DFM, and product validation and

approval for volume. Then, produce the product in volume in

Mexico for the first six months, until processes are stable and vol-

umes take off. Next, take the work cell and a handful of Juarez em-

ployees, along with the customer focus team, on the road to China. 

The transplant group stays in China for three to six months to

train the Asian workforce and to locate production inside the cus-

tomer’s facility—a nod to colocation—and bingo, product is now

tested and approved, and is coming from the lowest-cost produc-

tion area. Sammut believes this novel approach can produce

significant savings, because “higher risk yields higher rewards, be-

cause the customer has consolidated suppliers to one source, and

cut new product introduction time and cost by eliminating heavy

supplier development expenses in China” (see Figure 4–3).

Sammut’s $5.33 million savings estimate relies heavily on

building volume as the China plant continues to deliver lower

costs. An additional payback, over one half million, derives from

Epic-negotiated component cost savings; when customers out-

source production to electronic management services suppliers,

they should obtain better component prices at the same time, and

Sammut’s model includes this approach. 

Conclusion

There is a progression of involvement by customers in supplier

work, from simply demanding compliance to customer quality

standards, and auditing to enforce it, to full-blown partnering for

design and manufacturing process-sharing. Each approach has a

potentially significant payoff when it is well executed. It is impor-

tant before jumping into supplier development, however, to set a

limit on the investment and to get expert help to protect projected
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paybacks. Every project proposed to improve processes will not

have the same payback, and not every project needs to be tackled

at the beginning of the journey—save some work for more sea-

soned team members. 

For more experienced supply managers, like those at John

Deere, individual projects offer nearly unlimited cost savings op-

portunities in surprising areas. Traditional products manufactur-

ing, like shims at the Horicon plant, produced 14 percent cost

reductions; a $7 million investment in supplier development

yielded over $22 million in savings, three times the original invest-

ment. Even the area of indirect materials continues to offer most

companies enormous opportunities. For Deere, indirect materials

produced over $17 million in savings in a single year.

The bar continues to move higher and higher, as model per-

formers like Honda and Toyota perfect the capabilities of their

supply base stars. Toyota, for example, has announced a new

strategic imperative—to hold 15 percent of worldwide market
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share, with 30 percent annual cost down. For companies just get-

ting started on supply management best practices, that’s a tough

act to follow! 
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Chapter 5

Developing Incredible Payback
People, Organizations, and Systems

PURCHASING OPERATIONS AND PEOPLE HAVE CHANGED SIGNIFICANTLY IN

the last five to ten years. The name, the goals, the organizational

structure, and more important, the compensation for supply man-

agement professionals reflect progress and greater opportunities. 

But many procurement professionals trace their careers back

to buyer/planner positions for which, unfortunately, few buyers

were required to develop in-depth expertise on supplier pro-

cesses or technologies and manufacturing methods. The supply

base was a wide assortment of individual suppliers, some of

whom might not have been heard from in years. The role of pur-

chasing buyers was more limited and their evaluations hinged on

tough cost negotiations. Now, however, supply management pro-

fessionals find themselves at the head of the enterprise, over-

looking a long line of operations where anything can go wrong,

and many areas for significant improvements lie waiting for dis-

147

4948 Incredible Payback  10/20/04  5:32 PM  Page 147



covery. The opportunity to have an impact on real profits and

strategic initiatives is there for new supply management profes-

sionals who are prepared, ready, and in the right kind of organi-

zational structure.

Even the look of the supply management function has

changed because new supply management structures, responsi-

bilities, and information flows have appeared in the past five

years—collaborations, consortia, supplier councils, matrixed

groups, and commodity teams. All of this means that supply chain

careers offer more choices in compensation, training, and com-

munications, plus visibility is high. 

Training, compensation, organizational structure, and even

office location have opened up. Higher-paid and better-prepared

professionals are more ready to take on management responsibil-

ities at all points in the supply chain—from new product design to

logistics and distribution. We believe that now is a great time to be

a supply chain professional, because as one of the few corporate

contributors who can deliver paybacks in the three-, four-, five-,

and even ten-fold range, purchasing matters. Supply management

investments in people, processes, and systems have a great pay-

back.

In this chapter, we look at examples of tools and Best Practice

models to help companies move from traditional procurement

to Incredible Payback supply chains. The first step is to get infor-

mation: See what’s out there, what works, and why. Next, com-

pare this information with the current operation, looking for

gaps and problem areas. Finally, we urge supply chain managers

looking to start making significant paybacks relatively soon to

beef up supplier capabilities, computer systems, and lean meth-

ods, and to take a good look at optimizing organizational struc-

tures. In the short-term, the examples and ideas we provide will

produce good immediate payback; but in the long-term, bigger

challenges like organizational restructuring will take more time

and focus. 

148 /  THE INCREDIBLE PAYBACK

4948 Incredible Payback  10/20/04  5:32 PM  Page 148



Reaching for The Incredible Payback

How many corporate investments in people, new systems,

equipment, even training, carry real payoffs three, four, five or

even ten times their original investment cost? Not possible you

say? Yet, these solutions are exactly what most companies need—

not layoffs and cost-cutting drives—to carry them through this

tough economy. And evaluating every new training program, every

new hire, even software program as to its projected returns by ask-

ing, “Does this pass The Incredible Payback test?” is after all not

such a crazy idea. It’s what Wall Street does every day. It’s why we

start companies and why we periodically restructure—we are al-

ways looking for that big return. 

Incredible Payback solutions are those powerful and sensible

ideas that yield strong results—their applications meet the prom-

ise, and remarkably, many big solutions require only common

sense. Subjecting an organization or an idea to The Incredible

Payback test means that no action is taken to change an operation

unless it is certain to produce high yields. Leading companies put

every decision, each proposed project, even outsourcing, through

a payback test. 

The Outsourced Payback

In our complex supply chains, the success of the first tier is

largely dependent on second-, third-, and even fourth-tier suppli-

ers. Yet North American end producers cannot legally form

kieretsu (Japanese industry groups), one approach to guarantee-

ing performance from suppliers; nor can they buy out or take a

controlling interest in every critical supplier in the supply base. In-

stead, they typically outsource to the real experts, the small- and

medium-size producers of tooling, stampings, plastic injection

parts, and electronic components, each representing a very differ-

ent technology. Many companies struggle with the trade-offs of
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outsourcing, however, because however convenient it has be-

come, it is not a perfect solution.

The advantages of outsourcing to the experts, however—espe-

cially in pricing and flexibility—can be outweighed by quality and

delivery challenges, especially in young suppliers. The answer,

coauthor Nelson believes, and the one that his team practiced well

and thoroughly at his previous employer, Honda of America, is a

big payback solution—investment in supply management engi-

neers, a new breed of manufacturing/purchasing professionals.

Supply management professionals anticipate, intervene, fix, and

help suppliers correct bad processes and improve quality, delivery,

and price. The typical 100K per year investment in a top supply

management engineer quickly pays off in savings three times or

more: Best results are ten times initial investment.

And there is a new paradigm at work here. The approach is to

eliminate waste in all areas and share the results. Both elements

are necessary to motivate exceptional results. 

Similarly, Honda suppliers recorded big payback improve-

ments in ppm and supplier deliveries as they focused hard on

metrics and root cause projects in a host of supplier seminars and

training, thereby slashing quality defects tenfold, from 1,500 de-

fects in 1987 to just over 100 in 1996; on-time deliveries rose from

97 percent to 99 percent on time, the absolute minimum for sound

JIT operations. 

Building a strong supplier development capability is not the

only road to The Incredible Payback operation, however. Lever-

aged technology, smart software solutions, is also an approach

well used by a few supply chain innovators like Buell Motorcycle.

Buell Motorcycle’s 10X Solution

Sometimes 10X yields appear from simple systems innova-

tions like Buell Motorcycle’s parts system, an off-the-shelf package

that allows Buell and supplier engineers to design parts and track
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costs and revisions live online, with everyone seeing and main-

taining the same parts data. It’s a great system because of its sim-

plicity and power. It’s a big payback solution and it’s growable.

Pop-open windows reach deeper into the part history and

provide detailed explanations of any deviations from the plan.

Freeing up program managers from translation, data collection,

and integration of disparate parts cost and quality control histori-

cal data is an Incredible Payback solution—the payoffs with live

products are huge. Ease of connectivity enables service folks to tie

into the Buell engineering team. Enabling parallel supplier and as-

sembler work teams means the designs will be quite robust for

service and when the system is expanded a little further, direct

communication of field issues to a supplier after the vehicle is in

production. A 10X solution delivers 10X savings on aftermarket

costs.

Evaluate the Payback

Improvements that consistently yield hard savings make their

way to the bottom line, and into next year’s purchasing budgets.

Even though capital investment formulas, however, might require

payoff justifications in the big payback range, not all capital in-

vestments in equipment, systems, and so forth truly ever deliver

all the promised yields. How many times have your plant engi-

neers calculated big returns on a new machine investment, only to

fall short of breakeven because volumes never developed? Or, has

your company learned about the “real” cost of a blind Internet

auction bid? Used properly, an auction is an effective tool, but it’s

not the only tool in the box!

When times are tough, line item scrutiny dogs budget meet-

ings, and painful as that exercise may be, big payback winners

prove that passing every new idea through the payback test—“Will

this person or system or new machine tool produce three-, four-,

or five-fold returns?”—is worth it. If the answer is yes, do it; if the

Developing Incredible Payback People, Organizations, and Systems /  151

4948 Incredible Payback  10/20/04  5:32 PM  Page 151



answer is immeasurable or unclear, defer. But first ask the payback

question to evaluate the project’s potential payback.

We like to think that supply chain executives who understand

the exponential financial returns—yields that we call Incredible

Paybacks—and how to get them, are the upcoming winners in the

extended enterprise. Although many organizations would love to

have high-yield managers and teams, only a handful of bright stars

have achieved this kind of return. Yet, as companies like Honda,

Deere, Delphi, and their suppliers have proven, Best Practices and

payback analysis offer incredible opportunities. 

Benchmarking to Minimize Evaluation Risk

One way to look at the new methods from a safe distance, be-

fore jumping into major change and investment outlays, is to ob-

serve and study the models. Pioneers in new manufacturing

methods have been doing intensive benchmarking for about

twenty years, since the first “journeys to the gemba,” the Kawasaki

plant in Nebraska, that started the whole lean pilgrimage. Bench-

marking trips to Japan and transplant operations in North Amer-

ica to observe best practice manufacturing sites gave kaizen
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pioneers an upfront, real understanding of early Japanese manu-

facturing systems, and we recommend talking and looking at good

supply chain operations the same way. 

Talk with the best-of-the-best customers and suppliers alike—

supply management change agents need to see both sides of the

fence—to understand what really works well, and what doesn’t. It

is, however, more difficult to benchmark purchasing operations

than to tour a manufacturing line or cell, because it is difficult to

learn everything about leveraging a supply chain from simply ob-

serving a good one in action. Visiting supplier plant sites tells

much, but to really understand purchasing effectiveness, bench-

markers need to look at performance numbers as well. Many tasks

in supply chain departments are white-collar “thinking” jobs that

require analysis and communications, and these activities are

harder to observe in action. The sixty-thousand-member Institute

for Supply Management (formerly NAPM), especially its Web site

(http://www.ism.ws/), the Center for Advanced Purchasing Man-

agement (CAPS) research programs, and ISM’s flagship publica-

tion Inside Supply Management are great starting points. 

There are other data rich opportunities to learn from the best

and the worst, and one is Dr. Robert Monczka’s landmark research

study, the 10X Project. 

The 10X Project—From Observations, a Road Map

For more than seven years, Dr. Robert Monczka of Michigan

State and the Institute of Supply Management has led a massive

research project to define purchasing progress. Monczka’s goal, to

build a model that would allow purchasing pros to self-assess their

operations’ maturity level and set goals for improvement in spe-

cific areas, uncovered and gathered a wealth of data from which

any purchasing operation can learn. 

Monczka worked with more than 250 companies, mostly For-

tune 200 to 500, to establish emerging sourcing and supply chain
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strategies, and explain how performance improvements of five to

ten times (10X) can be achieved over the next five years and be-

yond. A series of visioning workshops, a Delphi study, and other

research form the basis of the project work, which has taken seven

years and nine full-time people to build.

The 10X Project is designed to provide an integrated and co-

herent vision across industries, to identify Best Practices, and to

provide road maps from current to future Best Practices. For ex-

ample, the study includes a clear model on organizational struc-

ture—not totally centralized, but supported by commodity teams

that are led by a central procurement expert. The teams are made

up of purchasing people from all over the world, and together they

make decisions on where to place new business. 

The 10X Project’s results can be used to help companies estab-

lish, enhance, and deploy leading-edge sourcing and supply chain

strategies and practices worldwide, enabling world-class perfor-

mance improvements of up to ten times. One observation from

the study is that supply chain strategies will directly contribute to

improvement in a firm’s economic picture. Other macro scenarios

will continue to develop and have an impact on the development

of new business, sourcing and supply chain strategies three and

more years out. 

Specifically, the project identifies six macro environment sce-

narios to watch for:1

1. The financial community will continue to pressure compa-

nies for improved short-term financial performance.

2. Supply chains are reforming into customer focused virtual

networks.

3. Increased competition and globalization is driving develop-

ment of newer and more innovative processes and technolo-

gies to develop and deliver new products, services, and total

solutions to customers faster and with more value.

4. Continuous real-time global connectivity to provide cross-
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enterprise information transparency and the ability to

quickly respond to economic changes on a worldwide

basis.

5. The need for skilled human capital is forcing radical changes

in work environment, acquisition and development of per-

sonnel skills, and organizational structure. 

6. Realized innovation and accelerated implementation will

provide firms the basis for achieving sustainable competitive

advantage.

Using 10X to Ratchet Up Performance

Beth Heinrich, Motorola 10X Project user, likes being able to

use the system to compare her semiconductor results to those

from other companies. “There’s a wealth of information going

back to the early and mid-1990s for people who want to know road

maps, key definitions and terms, and Best Practices, as well as how

to get there.” Heinrich’s area has benchmarked internally as well,

using the 10X Assessment Tool to see where Motorola stands on in-

ternal product development, by surveying internal partners using

some of the 10X Project base questions. Next steps, according to

Heinrich, include assessments of commodity/supplier strategic

development, structuring and maintaining a world-class supply

base, and strategic supplier alliances.

The tool can also be used to complete assessments that com-

pare performance of one commodity team with another or to

benchmark different metrics that measure total supply chain ef-

fectiveness. Typical benchmarking items include early supplier in-

volvement and metrics that look at supply chain velocities.

Heinrich’s group is also looking at organizational effectiveness by

using 10X to develop its own surveys on commodity strategy de-

velopment. She believes the 10X data is invaluable, and it is avail-

able nowhere else. “Surveys help us identify where we have gaps,

or where we do something very well.” 
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First inroads into the 10X database led Heinrich to draw the

following four conclusions about lessons learned:

1. It is better to involve more cross-functional team members

and partners to get a more realistic assessment.

2. There is a huge amount of information available, and the

team felt they needed to identify a way to ramp users up

quickly.

3. Users need to follow up with additional assessments over

time, to track results, and make strategy corrections.

4. Users need more participation by companies outside Mo-

torola to increase external benchmarking opportunities.

Benchmarking the best, and most thoughtful, observation of

available data from the 10X Project is a good preamble to the next

big step, laying a Best Practices foundation and building The In-

credible Payback operation.

Building the New 10X High-Yield Operation

What combination of people and systems will create the new

10X juggernaut from a traditional purchasing department? Orga-

nizations go up and down, but a few notable Best Practice exam-

ples continue to shine. We identified ten stars in our 2001 book The

Purchasing Machine, including American Express, SmithKline

Beecham, Daimler Chrysler, Harley-Davidson, Honda of America,

IBM, John Deere, Whirlpool, Flextronics, and Sun Microsystems.

We also identified twenty Best Practices that mark a great pur-

chasing organization, including:

1. Cost management

2. Supplier development

3. Value analysis, value engineering

4. MRO, indirect, and nontraditional purchasing
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5. Supplier quality circles

6. Training

7. Supplier information sharing

8. Supplier conference

9. Supplier performance reporting

10. Supplier surveys

11. Delivery improvement

12. Tool and technical assistance centers

13. Supplier support (SWAT) team

14. Loaned executives

15. Early supplier involvement

16. New model development group

17. Written strategy for every supplier and every 

part/commodity

18. Strategic planning and administration

19. Career path planning and academic outreach 

20. Purchasing systems

And the newest addition to the top twenty,

21. Spend Management

An organization that has all or most of the Best Practices, like

Honda of America and IBM purchasing, is an excellent purchasing

model. To these twenty Best Practices, we have added the twenty-

first, Spend Management, and we now know that Spend Manage-

ment is what allows companies to leverage their total purchasing

spend into savings and profits for the entire company. Although

many companies cannot yet point to a systematic Spend Manage-

ment process, it is the next step they will need to understand and

put in place to achieve Incredible Paybacks. They may actually be

applying a few pieces of Spend Management, such as monitoring

accounts payable, but most organizations are still in the early

stages of achieving big paybacks from Spend Management. 
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The Honda of America (HAM) purchasing operation is well-

known for its leadership in Best Practices. The company was

awarded Purchasing magazine’s Medal of Excellence along with

fellow superstars IBM, Hewlett Packard, Harley-Davidson, and

Deere. As a young operation, there is much to be learned from

watching Honda’s growth. In the automotive industry, where lean

methods first took hold in North America, this transplant op-

eration, not unlike Toyota, has become a benchmarking trip

favorite. Even Honda, however, pulls in different levels of perfor-

mance for all the twenty Best Practices. Honda, for example, has

always excelled at partnering and supplier development, but

computer systems were not very important for planning in the

early years. 

Honda has always run with a good balance of numbers, a great

deal of communication, and a strong end goal. In the best supply

chain operations, purchasing, manufacturing, logistics, and new

products work closely with each other, and may be partially com-

bined under one executive head. 

High-yield people are solutions pros, trained and paid well for

taking on expanded and higher visibility work. Five years ago, less

than 1 percent of all corporate boards included a chief procure-

ment officer. Purchasing heads typically reported in to finance or

manufacturing. Some boards may include an operations chief

whose responsibilities include production and procurement. But

until now, the purchase of raw materials and components was

usually handled as a function grandfathered in by vertically inte-

grated organizations—necessary, but not strategic. When out-

sourcing of parts and systems changed the amount of money

spent outside, and changed the buying process as more money

went outside, few corporations revised corporate boards to meet

the new numbers or the new operating approach. No wonder sup-

ply chains in the 1990s continually puzzled and disappointed

stockholders!

There is good news in the boardroom, however, as more sup-
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ply management professionals take strategic positions at the con-

ference table. Top procurement officers like Thomas Stallkamp,

who became president of Chrysler, and Harley-Davidson’s Garry

Berryman combine sound purchasing techniques with executive

decision-making power to deliver big value paybacks for their cor-

porations. Good people need great systems tools, but unfortu-

nately, purchasing systems have been slower to advance and

integrate than industry needs.

Systems and Incredible Payback Technology Tools

Excellent software tools are a foundation piece of intelligent

supply management. They are that extra kick that allows com-

panies to advance from good to excellent financial returns

throughout the supply chain. Software systems offer great com-

munications, better collections, and better integration with sup-

pliers, as well as simply good numbers describing demand and

performance levels and better visibility into expensive pipelines.

Ideally, customer and supplier systems display user-specified

degrees of integration. Although few packages claim to meet all

supply management needs, most Best Practice companies still

manage to assemble a Lego-like structure of modules, user-

specified information and reports, with some data gathering and

analysis thrown in to guide strategic decisions and ordinary tacti-

cal operations. 

We are always on the lookout for innovative software tools

that, like the best-of-the-best purchasing people, enable bigger

paybacks. Software tools that permit easy aggregation and moni-

toring of enterprise-wide performance are strategic requirements

for success. However, there are few software packages that easily

integrate disparate partners, and their features are typically more

complicated than what is needed. 

Consequently, many big customers have turned to smaller in-
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dividual tools to solve specific questions. Cost analysis and cost

management, tracking, product structuring and Bill of Material

(B.O.M.), and Spend Management all needed to integrate procure-

ment with other functions, especially engineering and finance.

Arena Solutions, for example, a California start-up, offers manu-

facturing, engineering, and procurement professionals a Web-

enabled tool for full B.O.M. management and data update. As an

example of Web-based integrating software that brings designers

and buyers together, this product life-cycle management tool is

breaking new ground. 

Software Solutions

Marsha Begun, former Hewlett Packard purchasing head, now

a supply management consultant in Burlingame, California, be-

lieves that software solutions hold the answers to many supply

chain challenges. According to Begun, the big needs for supply

management systems are the ability to proactively manage risk as

well as exercise strong financial controls. There is so much inven-

tory scattered throughout the typical supply chain that it is critical

to be able to manage movement and demand swings, and to do

“what-ifs” on inventory positions. As tech companies know, it is

quicker to ramp up factory orders than it is to shut off the ma-

chines when demand dries up. It’s true for most industries that de-

mand swings cascade instantly to increase inventory costs, and

these are very difficult to track, as well as difficult to apportion to

various supply chain members. 

Begun tracks software developments and looks carefully at

package solutions with the eye of a seasoned purchasing profes-

sional enamored of technology aids. A handful of interesting start-

ups have caught her attention—Ketera, Serus, Tradec (acquired in

2003 by Agile), and Fogbreak Software—each attacking a specific

set of supply chain problems, and each offering significant pay-

back. 
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Ketera 

Begun believes software can now solve many supply chain

problems and achieve payback very quickly. “It’s interesting if you

talk today to lots of companies, people don’t know their total

spend. That’s why Ketera, a California start-up backed by Ameri-

can Express, is having such success—their bumper sticker is ‘man-

age spend not software.’” 

Ketera is gaining traction around the following issues:

❑ Supplier Enablement, including online electronic catalogs

transaction enablement.

❑ The High Total Cost of Ownership. Most companies under-

estimate the true total cost of ownership of Spend Management

solutions. Software and maintenance fees for enterprise software

solutions can reach millions in year one. Hidden costs such as

supplier enablement, implementation hardware, and network

services and support lines can push first-year costs even higher, all

without guaranteed short-term payback.

❑ Lack of Spend Visibility. Spend data tends to be fragmented

across many disparate systems. The data is often incomplete and

not standardized into distinct, trackable categories. Most spend

analysis solutions, including manual ones, are high cost and man-

ually intensive. They take a long time to generate and they provide

minimum value. 

❑ Implementation Time. Enterprise software can take years to

implement and even longer to achieve payback. Most smaller in-

dividual solutions take thirty-six months for initial implementa-

tion and results.

❑ Resources. Big software solutions, like MRP and ERP prede-

cessors, require teams of experts and eager users to install. Smaller

solutions, however, are quick and user-friendly; with graphic as

well as data retrieval and manipulation capabilities, so they be-

come an extension of the average buyer’s day, a helpful digital

servant. 
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Ketera offers solutions to increase spend visibility and track

costs. Furthermore, the software is designed to standardize and

automate routine processes, freeing up analysts for more strategic

work. Kennametal illustrates how supply managers have moved

from traditional procurement practices to technology innovation. 

Kennametal’s Incredible Payback

Latrobe, Pennsylvania, conglomerate Kennametal, owners of

Cleveland Twist Drill, Diston tools, and other well-known metal-

cutting equipment, searched for nearly two years for the right 

e-procurement solutions. Jim Cebula, Kennametal’s director of

global purchasing and travel purchasing and supply management,

tallies up the search stats: twenty on-site visits at Latrobe, followed

by forty-five teleconferences to reduce the possible solutions, and

review over the Internet of seventy-five companies. And the one

package they settled on was Ketera.

Kennametal’s annual global spend totals nearly $700 million

per year, of which travel represents just under $6 million, and total

annual indirect spending (soft costs) are $390 million globally.

Cebula knew there were opportunities out there, but it would take

some smart tools to help uncover them.

Although Cebula’s team found “a couple of software system

possibilities, they just couldn’t get ROI out of the seven-figure im-

plementation costs,” he recalls. Users needed to satisfy more than

that one requirement, however. Kennametal wanted a one-year

payback with an ROI (return on investment) that would pass in-

ternal financial requirements; but they also knew the company

needed an Internet-based system that was intuitive on the level

with what Cebula called an “Amazon.com training package, intu-

itive enough to walk through functionality by point and click. We

didn’t want to put a complicated purchasing tool in the hands of

periodic Internet users.”

The software would be used by a mix of corporate profession-
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als, from administrative assistants to people in service operations,

marketing, internal audit, and engineers supporting manufactur-

ing. They all know exactly what they want to buy, including all the

technical specs, but they were not purchasing pros skilled at nego-

tiating terms and conditions or getting the best price. So they

needed a set of simple solutions—an e-catalog of available items

with predetermined prices, the speed of the Internet, and pay-

ment handled on the tail end by an American Express purchasing

card.

Before Ketera, finding good numbers to leverage spend in Ken-

nametal’s decentralized procurement network was difficult and

awkward. Analysts would make inquiries to the ERP systems, of

which there are several, by way of the IT organizations in each

business system. Kennametal has four major business units and

multiple business systems, so information consolidation was diffi-

cult, but important. For instance, if someone needed to know ex-

actly what the spend was in Europe, they would need to access

four different areas, on four different platforms, and sometimes,

recalls Cebula, “depending on who asked for the report, that would

influence the outcome of the data!” 

Paybacks

One other Kennametal system, dubbed the Purchasing

Spend Cube, offered advanced spend analysis, and Cebula cred-

its this software with helping the company to produce global

analytics and get control over the spend. Kennametal’s assort-

ment of purchasing tools is called the House of Purchasing, and

these combined utilities drive total cost reductions that over

three years totaled $40 million. All these benefits came from

what Cebula characterizes as “very low investment—in the low

six figures.”

The $40 million savings were generated by an assortment of

analysis and management activities, including consolidation of
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global information, review of accounts payable, and an Internet

auction. For instance, looking at their top five steel suppliers,

where the spend was less than 35 percent of their dollars, Cebula

felt that there was a leverage opportunity. “Kennametal,” he says,

“is essentially a big little company that grew from many small

companies to one bigger one, so we really have to go through con-

solidation to leverage our spend. If we don’t do that, we won’t get

the spend reductions.” The team called for global steel quotes, and

then used the Internet to conduct a global auction event, and it

worked. At the same time, the government was implementing im-

port duties and prices were rising, but Kennametal’s steel prices

dropped 10 percent, or $2 million, as a result of the auction. Con-

solidation dropped steel suppliers from five major players, to one,

Latrobe Steel, a division of Timken. 

Cebula believes that the ease of cost reduction was not based

as much on the specific commodity as on the number of compet-

itive suppliers of a given commodity. For example, if there are

three or four qualified suppliers of a given category of spend—for

example, office supplies—then, there was a good success rate in

generating cost reductions. If the supplier was sole sourced, then

more than likely there was not a product or service cost reduction,

but internal cost savings generated by using the supplier’s product

or service—that is, engineered products like abrasives. 

Just getting control of the information, and understanding ex-

actly what the company’s global spend is, remains a big obstacle

for many traditional organizations. Jim Kindel, Kennametal’s

procurement specialist, who spends a lot of time worrying about

systems, believes that understanding your spend—which com-

modities are funded from what areas—is vital, and he remains sur-

prised about how many companies can’t seem to put the numbers

together and how much opportunity is there. Consultant Marsha

Begun agrees, “It’s interesting if you talk today to lots of compa-

nies, they do not have total visibility or understanding of their total

spend. And yet reduction of total spend is their executive level
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mantra. That’s why Ketera is having such success,” and she cites a

few other examples of smaller packages with “very specific, fo-

cused, and powerful solutions.” 

Tradec

Begun includes Tradec in her short list because their offerings

provide better cost visibility for companies who outsource man-

ufacturing. “They have unique capabilities in supply chain

management . . . to make sure that users’ deals with contract man-

ufacturers are legit.” Tradec enables original equipment manufac-

turers (OEMs), contract manufacturers (CMs), and third-party

suppliers to work in synchronization. “Tools like the ones from

Tradec reintroduce visibility to outsourced agreements,” adds

Begun.

For CMs, a big area of contention is whether the CM is passing

the savings on to the OEM customer. Tradec has a platform that

enables original equipment manufacturers who outsource to do a

quick B.O.M. analysis, because, “and this is the key problem with

outsourcing and good Spend Management, once you have out-

sourced things, you lose visibility to your total costs. You’ve lost

visibility and control. All right, maybe you don’t care about control

because you’ve already outsourced the parts, and the CM is really

good, but you don’t want to completely lose visibility of continuing

opportunities to take cost out.” So Begun envisions the dialogue

going something like this: “We will pay you cost plus 4 percent, so

you can make your profit.” There is one more step, however. With

cost management software, the OEM does the analysis of what the

product costs. It’s a challenge to really understand the total cost

and then the challenge is increased exponentially once the prod-

uct is outsourced. 

Customers must have an up-to-date Bill of Material to start

constructing the cost models. Tradec’s B.O.M. analysis offers pur-

chasers a tool to help continually drive costs down by adding up
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and maintaining every bit of cost data to the master file. Begun ad-

vises users to “take a holistic approach—from idea phase to obso-

lescence—in your cost modeling. Its not just what’s the cost of a

capacitor or the cost of a PC board, people have pretty good cost

models on what a PC board or a dram should cost. The analysis

leads to other questions like ‘What should it cost by volume?’”

Maybe the buyer should be looking to pay by unit, per product, per

truckload, per ocean container. All these factors have to go into the

cost model, and the one-time engineering tooling cost, labor, all

the nonmaterial costs as well. The cost-model factors are not new,

but typically this type of analysis is performed with Excel spread-

sheets. This type of manual process consumes massive amounts of

time and human resources. Begun contends that purchasers need

software applications that can work well and integrate continu-

ously to other applications, ensuring ongoing, real-time analyses.

Serus

Another technology solutions provider that Begun is watching

is Serus of Mountainview, California, an enterprise software solu-

tions provider. Serus addresses the problem of product manage-

ment and delivery to customers with fulfillment problems, such as

the wrong product, wrong dates, or geographical limitations. 

According to Begun, Serus software allows buyers to “real-

time, anytime, figure out where inventory is at any stage. If, for ex-

ample, you have inventory that is classified as work in process, but

you haven’t yet configured it—kind of like Dell’s ‘have it your way’

model—it will be useful to know up to the time of configuration

that it could be configured in X, Y, Z flavors. This software solution

allows planners to create a product mix probability scenario, and

then make optimal decisions driven by financial, marketing, or

other specific initiatives.” 
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Mix Management, Pipeline Visibility

The software enables product allocation to satisfy best finan-

cial, or marketing, or building impact. It’s a simple process. First,

identify the most profitable orders. “If I have one order from Joe,

who buys millions of dollars worth of equipment from me every

year, and only one order from Dave, and if I know that Joe always

buys the supertech high-end chip, and I only have enough boxes

to complete one unit for either him or Dave, then of course the

unit will be sold to Joe! Presto, this software allows mix to be man-

aged inside the pipelines.” Says Begun, “Finance and operations

love this, but purchasing is new to it all.” And the software provides

real-time product availability and commit dates. This is a revolu-

tionary inroad for purchasing, planning, and sales to exploit prof-

itability opportunities. 

It also provides real-time product availability and commit

dates relative to different component or product scenarios. Substi-

tutions take on real purpose and payback. 

Inventory and Order Management Are Commodity Trading!

Think of the scheduling and inventory investment possibili-

ties. Says Begun, “The software can assess component or product

scenarios. For example, if Joe once took lime green or yellow units,

but Gene wants only purple, the software allows substitution sce-

narios. Inventory replenishment can be done at multiple locations

and levels of the Bill of Material. The decision to use a specific

color happens at the molders, for instance, so if buyers know what

is going on at their plastic injection molders, they can figure out

the trade-offs. And when customer orders become more complex,

like when a new customer, Jones, wants a bunch of units shipped

all over the world, software provides answers. Jones won’t want us

to ship a unit out of Michigan to his niece in Bali, for example, so
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software enables us to ask if we have any purple units sitting in

Singapore.” 

Serus allows supply chain mangers to reconcile their inventory

in different sales channels. For example, if there are dozens of pur-

ple units in the sales channels, and people in Michigan are scram-

bling for purple, software provides the visibility and the choice of

directing purple product to Michigan. 

Furthermore, the software should identify price elasticity of

the product to allow trade-offs. If prices in Singapore are more

elastic than they are in Michigan, planners can decide and forecast

how much each finished unit will earn by where it is being

shipped. The software offers users a unique combination of plan-

ning, execution, and resolution functions—solve the problem and

ship the product! It marries inventory planning to execution in

units, with the corresponding financial analysis to solve bad ser-

vice/bad financial decision problems. A company does not want

to ship 500 units for $500 to New Hampshire, for instance, if they

can instead go to Michigan for $1,000. The important capability

technology offers supply chain is the ability to analyze product fi-

nancials all the time, the same way a commodity trader manages

her soybean or orange juice orders. 

Serus was founded in 2000 by Indu Bingham, an engineer who

learned at an early age the real problems of dispatching and mov-

ing materials. Bingham worked in her father’s dairy back in India,

where she proved herself a whiz kid, calculating complicated truck

dispatch schedules, in her head, at age five! Along the way, she

learned first-hand the difficulties of balancing profitability against

inventories in a complex supply chain. 

Reconciliation of sales orders against pipeline and in-process

inventory saves shipping costs and makes customers very happy,

since it offers companies the opportunity to maximize profits of

pipeline sales. “Serus offers a unique combination,” says Begun,

“of planning, execution, and resolution functions—solve the prob-

lem and ship the product. Marry inventory planning to execution
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with the corresponding financial analysis. Supply chain managers

need to analyze their product financials all the time.” 

Recovering the Lost Possibilities

Bingham echoes Begun’s analogy: “We help manufacturing

companies understand what their financial liability is in their sup-

ply chain. Every decision has a financial implication—whether it is

expediting orders or building more raw material—there is finan-

cial exposure with every move.” It’s difficult to calculate the best

way to fulfill customer orders, but to raise profitability and meet

revenue goals, planners need to be able to identify where and how

their product can bring in the most cash. In the global supply

chain, every non-value cost counts, from expediting to supporting

fabrication in China or assembly in Taiwan. Fast-track manufac-

turing, for example, a premium service provided with shorter de-

livery quotes from contract manufacturers, adds cost. 

Bingham’s software solution lets manufacturers dollarize their

different options and helps them to understand what the negoti-

ated contract was and what it actually costs. “People have not been

able to understand their true costs—they get an invoice and just

pay it. We say it’s all valuable lost information. We have to get away

from being reactionary. When the problem happens, people run

around to solve it. We are helping producers be more proactive,

because the cost to be reactive is ten times higher,” says Bingham.

Serus’s customer base includes companies that reflect Bing-

ham’s drive to lower pipeline costs in complex networks—Cisco;

Quantum Corporation, a new telecom founded by executives at

Lucent; ISSI; Binc; Flash Electronics; and BMK Inc., the nation’s

largest distributor of nonfood items to grocery stores and retail

stores. Serus helps them make hundreds of decisions daily about

inventory pipeline costs: where to place it and how to respond

when the price varies. One customer that buys from Procter and

Gamble and Revlon is learning to manage the relationship be-
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tween suppliers and manufacturing and grocery stores. “As the

margins are dropping,” warns Bingham, “this is crucial to avoid

waste.” The software starts by capturing basic data from the cur-

rent ERP system—on-hand inventory and sales orders, and the

purchase orders released to suppliers—and provides analytical

tools to use the numbers well.

Serus’s Payback

The cost to get started is about $100,000 to $250,000, with pay-

back in about three to four months’ time, including the first two

months ramp-up operating at about 50 percent efficiency. Like

many of the other software solution ideas that we believe will

bring better technology tools to the supply chain, this collabora-

tion and optimization solution is not a massive investment and it

has a solid payback. Bingham points to the huge opportunities

ahead in this growing market; her two-year-old company focused

on customer acquisition from day one, and refused venture capi-

tal offers in favor of hard orders plus a little angel investment fund-

ing, and the payback for Serus has been doubled revenues in less

than one year, a pretty happy return.

Fogbreak, the Beginnings

In 1985 a Vietnamese teenager named Trung Dung finally

cleared the wait list and left the Indonesian refugee camp that he

had called home for a year. Trung, whose family remained back in

Vietnam, used those endless twelve months of waiting and dream-

ing to learn English. “My written skills are better than speaking,”

he says, as he launches into a passionate explanation of why do-

main experts and technologists, like himself, are the future of sup-

ply chain. 

Trung’s travels landed him, still without family, in a triple-

decker apartment in blue-collar Dorchester, Massachusetts, a
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mixed community from which thousands of Irish, then Jewish,

Asian, Haitian, and African-American immigrants have made their

way. Trung was in a hurry—he needed a college degree and a mas-

ter’s degree too, because he had to get going and found compa-

nies, three at least. But his college counselor stopped him short

with the news that he would first need a high-school degree, be-

cause his formal education in Vietnam had ended in his junior

year of high school before he could apply to college. Not one to be

delayed by serial processing of his educational plan, Dung in-

tended to do everything in parallel, including an undergraduate

computer science degree and his GED, so he dug in. 

One master’s degree and three companies later, Trung believes

he has created a powerful nexus of domain expertise and technol-

ogy that can take supply chain management to a rich new level of

planning and control. Trung was an early technical contributor at

Open Market, the first developer of Internet commerce software;

that experience led him to found OnDisplay, Inc., a pioneering de-

veloper of e-business infrastructure products. As founder and CEO

of Fogbreak, Trung has cleared an obstacle that blocked supply

chain advances for many years. According to Trung, “You have

technology people trying to design supply chain software, but we

need to be able to combine, and it’s a very difficult thing, the soft-

ware world with deep domain expertise, because it’s the only way

to design the right software.” Dung believes that users with do-

main expertise have had too little say in software development. “If

you look at the landscape, you’ll see some very strong technolo-

gies, and very often they are technology solutions looking for a

problem! Or there are deep domain people with shallow technol-

ogy expertise. We haven’t had a good mix.” Dung teamed up with

IBM, Quantum, and Gateway Computer supply chain veteran Jim

Booth to be sure both sides of the challenge—technology and do-

main expertise—were recognized. 

Booth believes access to basics, such as the B.O.M. coupled

with data from ERP systems, are key to integrating sophisticated
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software in supply chain operations. “Many people don’t look at

the B.O.M. in a lot [of] different simple ways that would help them

decide what type of actions to take to improve performance.” 

Booth cites their work with an OEM and contract manufac-

turer that supplies Automated Teller Machine (ATM) producers

with printed circuit assemblies. The OEM had a very unhappy cus-

tomer who was tired of long nine-week lead-time quotes; four

weeks was what they wanted, not at all an impossible dream, they

thought. But for the supplier, meeting a four-week lead-time was

“not just shaving the lead-time a little here and there, it was a 50

percent cut,” said Booth.

The OEM and CM tried to do it, however, struggling the tradi-

tional way by looking at the longest lead-time items in the B.O.M.,

and recalls Booth, “beating up suppliers.” Fogbreak, however,

takes a different approach that allows producers to put resources

where they will have the most and smartest impact. 

Bill of Material Profiling

What if users could value their Bill of Material and learn which

items weighed in with the most value in the B.O.M.? Profiling the

bill structure allows users to understand where the costs appear in

time. When Fogbreak plotted the contract manufacturer’s B.O.M.,

the company was surprised to learn that 2 percent of the value of

the B.O.M. appeared in weeks nine to thirteen, and then between

six to nine weeks was 40 percent of the B.O.M. cost. It’s a revealing

exercise that gives users a feeling for what the real problems are,

and what they actually cost. Plus, says Booth, “It helps you make a

decision about where to put the effort. If only 2 percent is beyond

nine weeks, you could have an inventory strategy—carry inven-

tory to compensate, instead of the tail wagging the dog. Even

though the problem item may be the longest lead time, it may be

very solvable. So then you find out there are other parts, like raw

boards that are in the 40 percent value, six-week range. Wow, you
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only have to improve one week for it not to be a problem! It’s al-

most embarrassingly simple, from a domain perspective! Then if

you look at 25 percent of the value of the bill for the CM—it could

be a chip set and processors—the software has pointed to your

next supplier discussion.” 

So, the software becomes a problem-identification tool that

shows users where their money is accumulating in the profile. In

the chip world, where buyers wait in line for scarce items—no cut-

ting in the queue—understanding well in advance that a particu-

lar commodity requires a really good sourcing strategy is worth

millions. It’s not enough to simply look at the lead time—users will

want to decide whether to gear up their distribution or inventory

sourcing strategies.

Booth explains that profiling raises a whole new set of ques-

tions about sourcing, “How do I look at it? Because looking at a

part by itself is not enough, that part is now a valuable commodity.

I have to look at it and decide, when I see the entire company, what

is my entire spend with my supplier, what are the parts, what’s

their commonality, where are they in my supplier’s product set,

could I inventory them through distribution, or the CM’s inven-

tory?” The software will drive creation of independent strategies,

and at the end, users should have five or six choices that will make

a big financial and service improvement. 

Back to our original customer lead-time problem. With the

OEM and CM, Fogbreak was able to reduce the lead time below six

weeks, approaching four. “The bottom line,” said Booth, was that

“because they had done the profiling work, they knew where to

focus their efforts with significant results.” Users extracted data

from ERP—the usual B.O.M., lead time, and cost data at the com-

ponent level, generated a file, and let the software grind away.

Next, the OEM supplied an Excel file of all their commodity lead

times from standard commodity strategies. Planners then plotted

exactly what came out of ERP, comparing strategic items as nego-

tiated with suppliers, and they discovered that the negotiated
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items did not always match what the system said. “And that,” says

Booth, “is the real problem with what has been negotiated. No-

body integrates, or has a repository for critical data showing com-

modity managers what the buyers are actually executing against.

We provide them that form of comparison.” 

What comes next is pure execution to new targets because

once the gaps between negotiated and operating facts are clear,

planners can set targets, by customer or situation. For every big

gap, there’s a new discussion and a better strategy. In the OEM-CM

example, for instance, users wanted to do analysis by commodity,

and when they learned that certain components showed 70 per-

cent forecast accuracy, they asked themselves, recalls Booth, 

“Why am I not running much more risk on these parts. I can go 

to subcontractors, and ask them with very high forecast-to-

consumption accuracy to carry some parts in inventory. In fact,”

he emphasizes, “I can guarantee you that we will buy one week’s

supply and have effective reduction in lead time. The manufac-

turer in our example was able to convince their CM to put one

week’s inventory aside, and pull everything else in. Bingo! All of a

sudden, what appeared as a massive problem went away. They had

to fix a few delayed components for which commodity managers

had negotiated two-week lead times, but with the standard ERP

lead time at eight weeks, in this case they were able to go to a sub-

contractor and renegotiate the eight weeks quote down to two. In

fact, 92 percent of the Bill of Material moved into lower lead times.

We closed the gap between what commodity managers had nego-

tiated and what planners were working with.” 

Payback 

So what’s the payback in real dollars? The users saved mil-

lions—and turned around a very unhappy customer—from an in-

vestment of a couple hundred thousand. Plus, buyers experienced

no cost increases in their other products while they reduced risk.
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“This tool fills a big supply management system gap,” says Booth,

“because it replaces back-of-envelope calculations that are not in-

tegrated with ERP or supplier contracts. For users, it’s pure fun to

tweak and do what-if analyses—if they have the data!” 

Software can solve the reconciliation war as well. When con-

tract manufacturers are hit with big changes from customers, the

battle rages over who agreed to what, exactly what prices and

clauses were negotiated, and who eats the excess inventory. Tradi-

tionally, the argument centers on forecast changes, but producers

could just as well throw pipeline inventory into the battle—if they

could figure out exactly what’s left out there. It’s an unhealthy

process that creates animosity and distrust. 

But what if buyers could articulate the details of their agree-

ments, all the flex-up, and flex-down calculations? With good

pipeline management software, planners can tell customers and

suppliers exactly what they own and where it is in the pipeline. The

lines of financial responsibility become very clear, very quickly,

when the numbers are there. “In fact,” says Trung, “we can time

stamp what you did and where, and what it did to the financials.

Here’s what your planner changed last week—here’s the part and

here’s what it cost, and we can even produce a money-phased

MRP action report telling planners what it costs to cancel capaci-

tors, for example, within thirty days of shipment. Or we can time-

phase the action reports to be sure you know within your financial

liability period that there is a part hitting excess inventory limits!”

Now that takes a lot of the punch out of the argument over who

eats what! But without the numbers, it’s hard to turn down the

invoice. 

Next up for this type of software innovation is “tying it all to-

gether,” says Trung. The ERP data and everything else companies

currently work with, especially the information stored in the

agreement translated from legalese to numbers that describe flex-

ibility, liability, buffer stocks, flex-up, and flex-down. Developers

are putting these terms all together into a rich library of terms. It’s
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the beginning of a new body of knowledge with Incredible Pay-

back. 

With the terms and numbers defined, developers can apply a

simple algorithm to calculate buys based on forecasts, history, and

variance parameters. The breakthrough comes with being able to

combine ERP snapshots of the current situation with forecast and

contract data, and display it in an easy graphical format that al-

lows buyers and planners to see the strategic impact of changes

they request. 

When Trung Dung left OnDisplay, his previous start-up, he

wanted to build a new company that had guaranteed payback on

the applications side. The concept had to start somewhere with

available data, and it seemed to him that starting with the infor-

mation contained in the contract, the data that “nobody owns,”

would go to the heart and soul of every partnership, which is the

agreement. “But what happens,” Trung asked himself, “if that

agreement is stuck in the drawer and we have day-to-day people

executing with no idea about the inherent misalignment between

tactical execution and the strategy? I used the agreement as the

starting point, but I didn’t have domain expertise, although I

knew it was a pretty good general purpose idea, so I hooked up

with Jim early on and talked with a lot of people and was able to

identify the key problem, the issue of supply chain liability.”

Other cost factors can be added to the strategic contract num-

bers, including warranty service and repair, even promotions and

rebates.

Fogbreak aims to be a leader in the next generation of enter-

prise solutions by helping supply chain managers deal with risk

and the financial costs of guessing wrong. The idea is to enable

companies to anticipate, track, and manage the costs associated

with building and delivering products in an environment of de-

mand uncertainty. Improving manufacturers’ financial perfor-

mance by tightly aligning direct material execution with Best
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Practice strategies helps to balance customer expectations, inven-

tory risks, outsourcing partners, and supplier performance.

Complex supply chains with numerous suppliers and cus-

tomers show too much demand and service variation to be well

managed without computer assists. Furthermore, financial expo-

sure to excess and obsolete inventory can derail the best financials

and the best commodity strategies. One way to quantify and track

exposure and liability with customers and suppliers is to maintain

visibility to critical components and identify at-risk components

and possible mitigation actions.

One leading semiconductor capital equipment company uses

Fogbreak to manage direct materials execution with its contract

manufacturers and suppliers. Another premier electronics con-

tract manufacturer (ECM) uses Fogbreak to manage liability with

its OEM customers and component suppliers. Other customers

have discovered that Fogbreak will help them maintain greater vis-

ibility to account for widely disbursed assets, such as inventory, an

ability that will become more crucial as government regulations

demand more accurate accounting. 

Sarbanes-Oxley Act

The Enron scandals sparked demand for better accounting for

inventory transactions, as well as off-balance sheet assets and in-

come. The federal Sarbanes-Oxley Act specifically mandates in

Section 401(a) disclosure requirements of off-balance sheet trans-

actions and other agreements that may have material effect on the

financial performance and statements of a company. For supply

managers, this means they must track pockets of information

throughout their supply chains for items that fall under the act’s

definition but were never part of a balance sheet or a financial re-

port in the past. Many components of sourcing and supply chain

execution will now need to be tracked, evaluated for total financial

impact, and included in public disclosure, including:
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❑ Purchasing commitments toward material

❑ Actual material assets acquired by the supplier on the com-

pany’s behalf 

❑ User or pay capacity arrangements 

❑ Minimum volume guarantees to vendors 

❑ Contractual commitments to forecast and order 

Again, software may offer a workable solution for these new re-

quirements, and Fogbreak is one of the products that is pioneering

this area. The Sarbanes-Oxley requirements may force manage-

ment to find ways to integrate the contractual terms and supply

chain visibility across multiple layers on the buy side and the sell

side.

The Spreadsheet Solution 

Consultant Marsha Begun believes that most OEMs and CMs

are addicted to spreadsheets that gather data and try out different

financial outcomes. Even inside a single company, different

spreadsheet versions exist. “I’ve got mine and the CFO has his, and

the supplier has his. How can we put these different views together

so that my boss sees the same message?” she asks. 

The answer is supply management software, in small doses,

and it is available for those who want to look. Begun’s consulting

base includes ongoing and watchful analysis of software offerings,

and she feels that big is not necessarily the answer. A proliferation

of various spreadsheets isn’t the final solution either. Although

there were hundreds more small software tool solutions before the

dot.com implosion that took many good ones off the market,

Begun believes good and valuable software packages are still avail-

able. And for many companies, smaller is indeed much better—

new product preparation and launch, for example, is quicker and

cheaper with powerful software design and tracking tools. 
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Beware Behemoths

OEMs and contract manufacturers in electronics have all

learned that a “muscular hunk with no fine motor skills,” Begun’s

apt description of software behemoths, means that they are not

flexible or rich enough to offer workable real-time operating

analysis. Begun warns against sellers who pitch big packages as

“do-all, be-alls.” According to Begun, “Big packages do a whole lot

of things, but they aren’t everything to everyone in the enterprise.

If they were, companies would not be managing major complex

initiatives and strategies off of spreadsheets.” Furthermore, with

the trend toward increased outsourcing, the puzzle just gets cra-

zier and cloudier because OEMs operate one way, the CMs an-

other, and their systems don’t easily integrate or collaborate in

terms of data sharing. 

The original impetus to outsource based on careful assess-

ment of core competencies remains viable. But out of those com-

plex analyses came new problems, a major one being lack of

visibility in the outsourced supply chain, thereby complicating the

inventory and customer fulfillment objectives. If OEMs lose clear

visibility into the supply chain and material pipeline, they cannot

effectively gauge their exposure, and that hurts. Companies like

Cisco and others have suffered big losses from supply chain sur-

prises. Everyone, even giants like Cisco, needs clearer and longer

line of sight to the pipeline. 

“OEMs,” says Begun, “need to see their inventory, their WIP,

their exposure every day. Some CMs will say, ‘But you don’t need

visibility! We’ve got you covered!’” but Begun sees a growing philo-

sophical chasm between CMs and OEMs. “OEMs have an almost

paternalistic view—‘I control you and you’ll do what I want’—

that’s not really correct. Although the CM may salute and respond

‘Yes, sir,’ they really consider themselves sovereign, reporting only

to themselves and their shareholders, by no means an extension of

the OEM. This is a serious mismatch. An equitable relationship is
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needed. With CMs significantly and quickly expanding their role in

the supply chain, through acquisition and positioning, both sides

need to come to the table on this, each recognizing the other’s

leverage points.”

Finding the Money

There is simply too much cash at play in inventories through-

out the pipelines for good financial software tools not to be in con-

stant use. Spend Management, for example, is best achieved with

excellent and fast software tools. We mentioned Ketera as an ex-

ample of an analysis tool that allows buyers to look quickly at

spending from different angles. It’s important to remember that al-

though visibility toward total spend should be easily available,

most spend analysis solutions are high cost and manually inten-

sive. They take a long time to complete, and they often must be

repeated, from scratch, when updates are needed. Therefore, com-

panies tend to underestimate the time and resources required to

produce base Spend Management data.

The second barrier to comprehensive Spend Management for

many enterprise partners is the problem that so many suppliers

lack good electronic transaction information, such as catalog

(price, specs, etc.) management, transaction enablement, and

project management. Without these three electronic capabilities,

customers will continue to be frustrated when they try to accom-

plish basic Spend Management tasks. It will continue to be diffi-

cult for customers to roll supplier data into their spend plans.

Performance Tracking and Supplier Evaluation

Supplier evaluation and performance forecasting present an-

other big challenge for the extended enterprise. Although suppli-

ers complain of endless audits and different quality systems

requirements for different customers, a few innovative solutions
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are available that capitalize on the fact that much of the data that

customers require of suppliers is available in various sources and

it can be summarized to tell a coherent story. Lori Frantzve’s Intel-

limet start-up and Sherry Gordon’s Valuedge both offer software

solutions designed to take the guesswork out of supplier evalua-

tion. The technology of Intellimet in today’s post–9-11 environ-

ment has the ability to identify criticality and vulnerability in the

supply chain. The software is positioned to look at material flow

interruptions, and it captures all the variables to determine the

vulnerability of that supplier. For one high-tech company, Intel-

limet identified the material processes and the components for

their semiconductor supply chain, which allowed the customer to

plan for risk mitigation. 

Not all good systems are digital, however, especially in the

world of manufacturing and material movement. We said that

building The Incredible Payback organization requires smart tech-

nology tools, as well as good basic flow systems. A descendant of

both the Toyota and Honda Production systems, Delphi’s Manu-

facturing System had won the company twenty Shingo awards by

2004, but this system wasn’t digital. Good supplier development

and lean manufacturing systems throughout the enterprise have

won Incredible Payback for Delphi. In fact, most of the Toyota Pro-

duction System and the Delphi Manufacturing System is sup-

ported by manual kanbans and heijunka (scheduling) boards. 

Manufacturing Systems for Big Payback

Tools to improve manufacturing performance—kaizen, just-

in-time, 2P/3P,2 Web-enabled scheduling, and B.O.M. systems—

contribute to waste reduction in manufacturing processes. They

can be used in white-collar operations such as order administra-

tion as well, but essentially these Japanese processes clarify the

process. Although they may yield big paybacks, easily 20 to 50 per-

cent savings in inventory, cycle time, space, and quality rejects,
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some companies never get all their processes, all their work cen-

ters, online—it’s a big challenge that involves more than technical

changes. Simple systems seem to be most effective in manufactur-

ing operations where problems like long cycle times and inventory

waste clog pull systems. 

The Delphi Manufacturing System is a wonderful second-

generation tool that increases productivity for Delphi and its sup-

pliers as well. Companies like Delphi that learn from the best and

design their own custom manufacturing and sourcing methods

from studying Honda and Toyota are filled with energy and hope.

It makes sense to adapt the standard Honda/Toyota system com-

ponents to their particular challenge and to place emphasis where

the work most needs to be done. A great manufacturing system

isn’t enough to consistently deliver the big payback, but it’s a good

starting place. 

Let’s take a look at how one leader went about creating an in-

novative operation from scratch in less than five years. This young

operation combined Best Practices, well-trained young profes-

sionals, a strong overriding philosophy, supplier development,

and some technology tools, to become the best of the best. 

Putting It All Together—People, Training, Systems, and
Rewards to Build Honda’s North American Capabilities

The growth of Honda’s North American operations illustrates

solid development in purchasing, as well as some innovative ap-

proaches not found in most nontransplant operations. The Honda

model proves how companies can grow and morph in a short time

when purchasing leverages strategies. By the late 1980s, Honda’s

Ohio assembly operations were supported by 45 percent localiza-

tion of components and assemblies used in Honda’s cars and mo-

torcycles. Local suppliers provided steel parts, seats, and tire

assemblies. Still, although other commodities continued to arrive

from Japan, plans were in place to move some supplier operations
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from Japan to North America, or to place orders with local suppli-

ers as soon as they could be qualified. 

Identifying and developing partnerships with local suppliers

was hard work. Honda purchasing managers identified parts that

were candidates for localization; next planners hit the road to visit

and review American suppliers. Although they found some pretty

good capabilities, for many of the more sophisticated parts in

which buyers would have liked to use American suppliers—fuel

injectors, for instance—Honda was forced to rely on offshore

sources.

The story of how purchasing decided to locally source engine

control units (ECUs), a small computer that runs engine timing

and fuel functions, illustrates the challenge to localize with excel-

lent North American versus Japanese suppliers. 

One day, the Honda manager in charge of electronics stopped

into his purchasing manager’s office with some bad news. It seems

that a Motorola vice president had been called and asked to move

his unit price from an original quote by about 15 percent to about

the same level that Honda’s internal Indianapolis supplier was

quoting to meet Honda’s target cost. Although Honda buyers ex-

pected this request would be routinely met after some careful fore-

cast and pricing discussions, they were turned down. 

A friend overheard the phone call, a manager who had at one

time led Motorola’s sales and marketing, and his feedback was

stunning. He quietly offered to share a bit of advice. “You’ve got to

do something here a little different,” he explained. “I know the

whole situation, and what you are asking that man to do, he does

not have the authority to decide, and if he did, he would eventu-

ally get fired. Quoting $124 would have put that business in there

at a loss. Now, I don’t mean to tell you how to do your business, but

truly, there is only one guy who can do it—and he would make the

decision in an instant. His name is Chris Galvin, and he’s the pres-

ident.”

With this insightful advice, Honda’s purchasing department
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set up a meeting for the next morning to gather everyone together

and prepare in advance of the big meeting with Mr. Galvin. De-

spite the early hour, everyone showed up—sales, the account

manager, and some marketing vice presidents. No one was happy

to be ignored, and various justifications for the higher price flew

by. Of course, escalating this type of decision to the president was

not a popular action, as well, and the early morning crowd let the

Honda executive know it. 

Within about five minutes, it became clear that the meeting

was veering off-track, taking with it the potential for new business.

Politically, it was a delicate problem, but strategically, the problem

of cementing a long-term relationship with a top-tier U.S. supplier

was even more critical. Honda management scrambled to explain

that this was not an end-run, unusual circumstances that called

for unusual methods, it’s all for the greater good, and so forth. Mo-

torola reps listened, and the air lightened up as early morning cof-

fee warmed the room, creating a more convivial atmosphere. By 

8 A.M., after an honest and frank disclosure of Honda’s need to lo-

calize, they were ready for the next step, a decision from Mr.

Galvin. 

The partnering and financial reasons were clear: Honda

wanted to buy the new ECU from Motorola because they were a

true-blue, local, U.S. supplier with great capabilities in ECU tech-

nology. The transplant’s growing product offerings included four-

and six-cylinder engines for the Marysville and Anna, Ohio, plants.

Although these plants had originally depended on an Indianapolis

source and a Japanese supplier, as the company became more es-

tablished, the Honda strategy was to design and build vehicles in

the markets they served. Honda was preparing to launch its first

high-end American sedan, which was designed and built by Amer-

icans for Americans, and now that the company was established

with an American engine plant, it only made sense to find an

American ECU supplier as well. 

Quite a dilemma. Honda wanted as many American parts as
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purchasing could find or develop, and the opportunity to form a

partnership with Motorola was very attractive. Although Honda

knew it could make the unit for less than its Indianapolis plant, a

small facility designed and run by the Japanese, the company had

decided it would pay three or four dollars more to buy from Mo-

torola.

It didn’t take Mr. Galvin fifteen minutes to see the strategic op-

portunity and to decide: “You don’t have to pay our entry into this

market, we want it really bad,” recalls coauthor Nelson. Galvin felt

the company could afford to make the ECU at a loss for a little

while, until they got it done right. Motorola would invest in the

equipment and tooling, and eventually the price would come

down to a point close to the transplant supplier’s and truly achieve

Honda’s target cost. 

Many parts and commodities were brought into North Amer-

ica and sourced locally over just this type of negotiation, a focused

give-and-take that addressed strategic supply base development,

and ramping up supplier capabilities as prices were reduced. In

most cases, although Honda had various Japanese supplier op-

tions, the company’s preference for local parts drove its sourcing

strategies to try out new solutions. 

It was a strategy that did not always work as planned. Some

U.S. suppliers over the years had become accustomed, for exam-

ple, to missing their Detroit automotive customers’ launch dates.

But when they began to supply transplants, to keep the business

these suppliers had to learn The Honda Way because it was im-

portant to never, ever miss a launch. These companies, of neces-

sity, acquired new project management skills, as well as

just-in-time expertise. Crisis management declined and everyday

attention to detail became a practiced skill in good North Ameri-

can competitors. 

The groundbreaking Honda-Motorola partnership pointed the

way toward many more successful local deals. Clearly, this type of

detailed cost management data is key to Spend Management pay-

Developing Incredible Payback People, Organizations, and Systems /  185

4948 Incredible Payback  10/20/04  5:32 PM  Page 185



backs. Good relationships are built on trust as well as honest and

accurate data, the kind that open-book accounting proponents

are famous for. The methods companies like Toyota and Honda

use to plan and control parts cost—down to the penny—keep

them in top market positions. It’s their rigorous and systematic

approach to planning and achieving targeted retail prices that is

enabled by solid cost management expertise. 

Cost Management Drives Price and Production Strategies

Cost tables and cost management—the way companies like

Honda and Toyota do it—are a critical and objective approach to

negotiated partnerships that will be new to many companies. The

approach requires developing a best cost, or detailed breakdown

listing of exactly what a cost should be for a particular part or as-

sembly, down to the raw material, labor, and other value-added

processes. The best cost becomes a target toward which a supplier

works. If the part is a new one, a target cost drives the entire cas-

cading price structure of a new part. The Japanese are particularly

skilled customers who understand the technology and price ele-

ments of most suppliers’ costs, sometimes better than suppliers

do themselves. 

Using a calculated cost forces many issues, and it makes pay-

back clearer. Customers and suppliers must work together to re-

view detailed costs; they need to understand new directions

coming up in technology and raw materials. When cost drives a

product’s design as well as the sourcing plan, the bar goes up a few

notches for more competitive performance on both sides. 

The key word is competitive. When transplant companies and

those who have mastered cost management build detailed cost

models, they are able to approach purchasing in a totally different

way. The emphasis shifts to quantitative analysis, rather than lever-

age and heavy-handed negotiations. A Japanese customer, for in-

stance, will not squeeze a U.S. supplier to sell parts cheaper than
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they could buy them from a Japanese transplant. Instead, when cus-

tomers know exactly what the target cost should be, they force com-

petitive pricing that raises the bar on performance. The traditional

“Lopez” approach—breaking contracts and forcing price reductions

without a plan to reduce actual costs—often seen among U.S. com-

panies, costs suppliers profits and health. Cost management in-

stalled in a competitive operation is not designed to bankrupt

suppliers, but to improve their competitive position by forcing non-

value-added waste out of the operation. Every component, every

production operation, each time the part is moved or touched, is

subject to expert review. That’s how suppliers to Honda and Toyota

eliminate waste, remove cost, and share price reductions.

So, an important tool for high payback enterprises is good cost

management. Delphi has begun an intensive project to build cost

standards as good as those used by Honda and Toyota. Their start-

ing point, a veteran Toyota purchasing cost expert, Mr. Kamimura,

has contributed the methods upon which the company will con-

tinue to build expertise around all contributors to cost. This is tra-

ditional cost accounting in Japan, with detailed accumulation of

actual breakdowns from parts—kilograms of steel, minutes of

labor, and cost of machine and tooling for every operation as well

as production schedules. The more complete the breakdown, the

easier it is to build and maintain good cost standards. 

Cost standards were one of the first supply management capa-

bilities that purchasing at Honda of America implemented based on

their Japanese roots. Cost standards helped the new operation to

develop purchasing expertise, and formed the trust and openness

around which customer and supplier cost discussions centered. 

How Did They Do It?

Although the HAM Marysville and Anna, Ohio, auto complex

was not immediately independent, over a one- to two-year period

it developed great internal capabilities and installed mostly local
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talent. The growth of HAM’s purchasing function paralleled

growth in the supply base. In 1989, the organization’s three hun-

dred purchasing pros supported three hundred suppliers; by the

early 1990s, four hundred planners and buyers supported an equal

number of suppliers.

Honda’s strategy was to build and expand in local markets,

most of which happened to offer lower manufacturing costs than

Japan. Delphi is taking a similar approach to structuring its global

supply chain, building a stronger presence in lower cost countries

where it does business. Like Honda’s growth strategy of putting

purchasing into a new country well in advance of production, Del-

phi believes that it can improve payback more quickly by moving

purchasing intelligence into more low-cost countries. Delphi has

learned that moving into lower cost countries builds agility; it

helps to leverage the spend and make the enterprise more respon-

sive to global market shifts. 

Recently, Delphi was able to generate incredible opportunities

in a relatively short time by hiring sixty-eight purchasing people in

low-cost countries to support their customers in these regions.

These experts will identify, qualify, and source local suppliers.

They will develop detailed cost models to guide product develop-

ment. Then, suppliers will join up with engineering centers that

are already in place. 

Expanding and Consolidating

This expansion strategy complements the movement of Delphi

to combine engineering, manufacturing, and purchasing responsi-

bilities under Donald Runkle, vice chairman of enterprise technolo-

gies, and to localize engineering expertise. Engineering centers

positioned close to new, emerging customers incorporate local mar-

ket needs. It is a requirement of top customers like Toyota that sup-

pliers be close to their design centers to ensure fast and accurate

communication throughout the design and development process.
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Customers like Mercedes, for instance, find it too confusing to

deal with six different sites for an assortment of supplier projects.

Innovators are taking their lead from Toyota, whose Tochigi com-

plex north of Tokyo is where all Toyotas are designed and engi-

neered, and from Honda, where cars destined for North American

consumers were designed in North America starting about seven

years ago with the Acura CL. 

The Role of Sensei

Amazingly, although a typical Honda growth plan puts purchas-

ing into a country in advance of manufacturing, this is not the tra-

ditional sequence. Such an innovative plan guarantees that when

production starts up, there are fewer supply glitches and more local

suppliers ready to meet the assembly plants’ just-in-time demands.

Japanese sensei like Teruyuki Maruo, the father of the Honda Pro-

duction System called BP (Best Position, Best Productivity Partner,

Best Product, Best Price, Best Partners) came on board when North

American operations started, and stayed until he determined that

the U.S. workforce had achieved the same basic skills as the Japan-

ese team members. He is credited with being the philosophical

“glue” and teacher that started the Marysville complex.

Maruo needed to know in particular that North American

purchasing people could work with suppliers The Honda Way, a

philosophy-based approach to doing business. It was important

for them to understand how to form long-term partnering rela-

tionships, and how to see a factory, whether it was their own or the

supplier’s, the way the Japanese would. Every company runs to a

formal mission statement, supported with unstated philosophies

and procedures, and colored by legends and myths. Honda’s basic

strategy, starting over fifty years ago with the founder’s collabora-

tion with motorcycle suppliers to crack the automotive market, ex-

tending down through the company’s sixth decade of growth, has

been to focus on and hold to the philosophy behind its operations.
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That umbrella philosophy expresses the company’s overall princi-

ples, and in many ways it dictates how to treat people—employees

and suppliers alike. 

The Honda Way expresses to employees inside the company,

and to suppliers and customers on the outside, how the company

does business, what approaches to business relationships are the

preferred mode of operation, and how to make day-to-day operat-

ing decisions that reflect the company’s best objectives. This phi-

losophy guides associates’ everyday actions and decision making,

as well as the way associates treat relationships; respect for the in-

dividual is the foundation for this philosophy. Soichiro Honda was

a blunt and direct innovator who respected real knowledge and

loyalty, and his legacy lives in the character of Honda’s work envi-

ronment. Associates come to understand that his umbrella-like

philosophy helps clarify decisions and good results, like the Three

Joys. 

One of The Honda Way’s tenets is that work affords an oppor-

tunity to experience the Three Joys. The first joy is the joy of mak-

ing a high-quality product, the second joy is selling a high-quality

and efficient product, and the third joy is buying a good product.

Suppliers participate in the execution of these philosophies be-

cause they understand that they are building Accords and Civics—

not parts and not components. 

Respect for the individual is at the foundation, but truly, sensei

Maruo’s objective was to teach purchasing people how to create

those relationships from the very beginning. This artful skill be-

came a kind of joint effort, one in which Maruo let the Americans

take the lead with U.S. suppliers. His intent was to let American

customer/supplier partnerships deepen to all levels of the organi-

zation, until other functions like engineering, manufacturing, and

service management bought in. He knew that getting everyone on

board meant they had to agree philosophically, which was the real

challenge. Doing purchasing and partnering The Honda Way rep-

resented a new philosophy for North Americans.
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The Honda Way guaranteed, of course, that trainees would

learn the basics, just as they did in Japan. In Japan, a college grad-

uate who is a new hire is not expected to demonstrate great job ex-

pertise immediately. To the sensei, a college diploma quite simply

meant that an employee had the capability to complete college. It

really did not matter, however, what kind of degree the new hire

brought with him, other than a U.S. preference for diplomas from

the better purchasing schools, because the first five years or so at

Honda would be spent learning other more valuable skills, like

project management.

Project Management the A-3 Way

First off, all new Honda hires learn a special method of job

management, a prerequisite used every day in a variety of ways. It’s

Honda’s approach to planning and executing all work, and the A-3

describes in workable detail various operating tasks such as how

to work with a group of people to outline and monitor a new proj-

ect. Trainees learn that they must write on a chart everything that

is being agreed to. If the task at hand is an engineering issue, the

A-3 is a method of capturing everything on that one chart. As the

discussion moves on, no task is forgotten, and there is agreement

at each step. At the conclusion, copies are distributed to every at-

tendee, and it’s on to the next challenge. 

At Honda, every meeting room, conference room, and work

area is equipped with a photocopying white board. The A-3 chart

allows team members to boil each bit of project work to a single

page; although it may be more difficult and takes more time to

compress an entire meeting onto one sheet of paper, the process is

powerful and facilitates good execution, a skill Honda is renowned

for. Furthermore, the single page sharpens focus and forces agree-

ment on key issues. Every A-3 covers seven areas—high-level strat-

egy, method and approach, current process, high-level objectives,

planning targets, process description, and timeline (see Figure
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5–1). The same A-3 format applies whether the team member is

from purchasing or engineering.

The A-3 assigns responsibilities and dates to specific team

members and makes it easy to sum up project progress. For exam-

ple, when a buyer meets with a supplier, although the buyer may

be working with many sheets of paper, a single A-3 will be made

from it. In a meeting to set quality levels, for instance, the engi-

neers will contribute their input on specifications, as well as that

of the buyers’, but the final agreement on exactly what those qual-

ity parameters are must appear in the A-3. Later discussions about

who agreed to what are eliminated when attendees pull out their

A-3s. 

Tools like the A-3 report are made available to all employees as

a key part of their training; they are also shared with suppliers in

supplier councils, study groups, and supplier development proj-

ects. It’s all part of Honda’s approach to relationship building, a se-
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Unresolved issues and how to overcome obstacles—
i.e., how to negotiate with related departments,

anticipated problems and resoultions.
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ries of process steps and methods that are executed deliberately,

with little left to chance. And the A-3 clearly pays off. 

From its first days in Ohio, Honda’s purchasing department

took a pivotal role in the company, because more than 80 percent

of the cost of the vehicles is purchased outside. A purchasing ex-

ecutive sat on the board of directors, and Honda presidents have

traditionally had strong purchasing backgrounds. Chairman

Yoshino, for instance, who takes a very hands-on approach, had

years working in procurement. Unlike most North American chief

executives, with the exception of GM’s Wagoner and Chrysler’s for-

mer president Thomas Stallkamp, Yoshino knows when purchas-

ing neglects any key details of the job. For Honda’s chief

executives, purchasing is definitely on the career path. 

Very quickly, Honda’s top management tasked the Marysville

team with staffing up. But it was not easy to find the right type of

purchasing professional, someone who could understand The

Honda Way, and someone who would work well building trust re-

lationships, as well as understand the technical requirements.

New hires often came not from surrounding mature industries; in-

stead, HAM preferred to bring in new young graduates, train them

under Honda veterans, and build expertise and specific technical

skills as time went by. 

In fact, most purchasing hires came fresh out of regional uni-

versities and colleges, like Bowling Green State, Michigan State,

and Arizona State, institutions that are known for offering good

purchasing programs. Ten or fifteen Japanese managers stayed as

the new associates’ mentors, transferring their knowledge of

process and materials, as well as The Honda Way, to the new em-

ployees. The Japanese believe in teaching by doing and showing;

in fact, with founder Soichiro Honda, academic credentials

counted for little if employees could not prove their technical

competence above all else. 

This may be an unusual mentoring approach, but Honda ex-

ecutives found it did the job in a very short time. In less than five
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years, the Honda purchasing organization started gaining national

and international recognition from groups such as McKinsey and

AT Kearney. By 1995, HAM was recognized as the number one pur-

chasing group in the country, a leader in Best Practices, and a pio-

neer establishing a new way of putting together a world-class

supply management organization. 

As the organization grew, two subgroups took shape—a com-

modity planning and cost management group that were experts in

specific parts groups such as plastics, stampings, electronics, and

seat assemblies, and a tactical execution group. The first group’s

job, planning and cost management, was to understand their

technology, the market it played in, and pricing details better than

the suppliers themselves. As new hires came on board, Japanese

mentors would assign a particular commodity to that person, and

stay with him or her, quizzing and checking, as the new hire picked

up the reins. 

The second group inside purchasing covered the tactical side.

This group released schedules to meet assembly plant require-

ments, and interfaced on daily problems, print changes, and so

forth. Honda also assigned a Japanese mentor to the tactical side

as well, particularly when there were many Japanese suppliers.

Terry Maruo, the father of Honda’s BP method, taught many young

Americans The Honda Way of supplier development. He believed

in teaching his trainees on the job, on a supplier project, where he

could work on the project team, challenging their assumptions,

and continuing to ask them leading questions. Typically, his

trainees learned the process well after one or two projects, and

they were ready to move out on their own. In the early days of the

Marysville operation, one veteran remembers, “You got very smart

very fast!” 

Purchasing’s power position within the corporate hierarchy

guaranteed that although requests for additional resources were

met with little question, the expectations and visibility placed on

purchasing professionals were clearly higher. Purchasing man-
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agers were expected to take the lead in new products and other

complex projects, as the Acura introduction illustrates. 

Purchasing Drives Continuous Improvement

The introduction of the Acura to the Marysville complex ex-

emplifies how design, purchasing, and manufacturing were local-

ized in the North American market. When Marysville took on the

Acura project, its first high-end offering, Honda had resident engi-

neers who would regularly, from the very beginning, meet with

purchasing planners who were closely involved from concept on-

ward with the new design. Decisions about which technology,

which material, and even which suppliers to use were made with

engineers at the design stage, and they were tracked for results.

Batteries!

Over time the engineers from Honda, plus engineers from sup-

pliers, got to know each other quite well; they began to communi-

cate with no boundaries. For example, with Honda’s supplier of

batteries for the Accord and the Civic, purchasing always encoun-

tered spirited discussions from the supplier about the Honda

shake test, a requirement not found with other U.S. customers.

Why was this test more severe than other customers’ and did it

really matter, they asked? 

The usual answer was that in traditional purchasing and engi-

neering at U.S. companies, once a design was released and in pro-

duction it stayed static; in Honda and its close suppliers, the

culture dictated continued improvement. The Japanese have built

into their culture the idea that a car or a battery, or an electronic

system, is not a “forever” thing. What they see today is not what it

will be tomorrow because there will be improvements, and this ex-

pectation marks a big difference between transplant and tradi-

tional U.S. purchasing engineering work. 
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A Scalable Approach

High standards from day one can be intimidating to many

companies. Too many producers say they cannot afford to build

such a big and competent purchasing department like Honda’s,

and unless they have seen it done before, they find it difficult to

imagine bringing suppliers, buyers, and the rest of the operation

on board the way this transplant does. In rapid succession,

Honda’s first North American venture, the Anna motorcycle plant,

was followed in a big way by the automotive complex, then other

plants around the world. Amazingly, the process was the same at

each site, whether it was Mexico, England, or Thailand—each fol-

lowed the same purchasing game plan. 

In Mexico, for example, the plant started with a breakeven

build plan of thirty vehicles per day. Marysville started slowly as

well and built lines that were capable of producing a vehicle a

minute, knowing that in the North American market, dealers

would soon demand that rate. 

Low-Risk Expansion

Most traditional car companies and their suppliers would gear

up to start with one or two automated lines producing one car per

minute, but Honda’s idea was to move into a new area, start small

and steady, line up suppliers, train everyone well, and then ex-

pand. It was essential to build the same quality car, the same way

in a small plant, as one that would be built in a gigantic modern fa-

cility. When the market demanded more than thirty cars per day,

the plan—and trained employees and suppliers—made it easy to

expand. Honda veterans learned how to double a plant’s size very

quickly. In 1982, Maryville personnel started a new line that was

up and running at full speed by 1984. 

Starting small with a smaller investment guarantees that little

is lost if the market drops. If the demand explodes, the plant can

196 /  THE INCREDIBLE PAYBACK

4948 Incredible Payback  10/20/04  5:32 PM  Page 196



supplement local production with imports, and rapidly increase

production. 

Of course, traditional practice questions how any auto plants

worldwide could breakeven at only thirty vehicles per day. Would

it not be more aggressive to gear up for large volumes from day

one, and to set suppliers and a network in place to support big

production? But labor rates and pay scales have little to do with

the smaller plants’ success. It’s the employees’ project manage-

ment skills, the way the company plans years ahead, and the fact

that good suppliers come on board early. When everyone follows

the plan and executes to the A-3, the plants work exactly as ex-

pected. In fact, Honda’s small plant approach, which includes run-

ning different models down the same line, means a producer and

its suppliers can do well at much less than the usual 150 to 200 cars

per day. 

Taking the Longer View, Another Key Payback Component

Japanese producers take a long-term view of everything, and

Honda is no different. The company maintains a long-term plan

looking at two or three model cycles, and many supplier relation-

ships have exceeded fifty years. If there is an immediate need, the

organization will rev up and go into a new market in a hurry—if,

for instance, they must beat the competition to market. But, if they

are coming in after everyone else, or if they are cash poor, they

know that it will be possible to start with thirty vehicles per day,

capture 15 or 20 percent of the market, and carry less risk. 

Honda Financial Results—The Incredible Payback 

The paybacks for Honda’s innovative approach are clear, as the

company continues to show positive financials and strong market

growth. Furthermore, Honda continues to successfully expand its

model line up and achieve deeper diversification to compete with
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mid- and high-end autos, as well as motorcycles, in tough global

markets. By the end of April 2003, Japan’s number two automaker

announced a 17.6 percent net profit increase even as other au-

tomakers’ North American sales slumped. Sustainable gains like

these are impossible to maintain with the traditional confronta-

tional negotiation model that lacks trust, openness, and a willing-

ness to share success and failure. These gains are impossible from

a traditional procurement function, like the ones so many North

American companies are saddled with. Honda purchasing covers

Spend Management, Best Practices, strategic sourcing, and kaizen

in a combination that plans and executes good results at home

and in the supply base.3

It’s Not All Technique

To the outside observer, the Honda purchasing operation is a

mix of technical expertise, such as the BP kaizen method, The

Honda Way umbrella philosophy, and an energetic culture; to that

add the fact that Mr. Honda was regarded by his own industry as

an outsider, a maverick, and it’s clear that Honda is not confined to

traditional methods. 

For big paybacks, the group relies on its BP process, a rigorous

approach to problem solving and execution that dictates what

skills must be taught and how teams move through their work. The

process works in white-collar areas like engineering and customer

administration, as well as out on the production floor. But the

Honda approach to organization and human development has a

more subjective, philosophical approach as well. 

Developing People The Honda Way

Honda employees come to understand the philosophical un-

derpinnings of not just what the company does but how things are

done; it’s called The Honda Way. All Honda employees learn that

198 /  THE INCREDIBLE PAYBACK

4948 Incredible Payback  10/20/04  5:32 PM  Page 198



respect for the individual, a real approach to people management

and development that sounds unbelievably corny and passé, rules

every work transaction. Curiously, in the early days, this approach

took on an almost cultlike belief as new hires learned in action

what respect for people, including outside suppliers, meant as

they repeated the tenets of The Honda Way. A common belief in

the value of individuals and the importance of doing a job thor-

oughly and well permeated Honda’s entire purchasing operation

as rapid growth was facilitated by the mentoring concept. 

Out on the floor, where every purchasing associate takes a ro-

tation, The Honda Way dictates how new team members approach

their jobs and how important teamwork and cooperative learning

really are. Teams of twelve to fifteen men and women work the as-

sembly lines. These are average Americans, Midwesterners, many

of whom have come off the farm to work in this plant. Although

they all undergo an orientation, their real training comes on the

job when they join their teammates. All production jobs are cate-

gorized, and fifteen different team members might do fifteen dif-

ferent jobs. The really adept team members learn everyone’s job,

so that a mature team can build a car with great speed and enthu-

siasm, and no mistakes. 

One Car a Minute

What happens when the new team member arrives? He may

be someone who, one team member recalls, “can’t put a nut on a

bolt! No matter how much dexterity you have, you have got to

learn the rhythm, learn the job, and exactly how to do it right every

time.” That’s where the team comes in—all fourteen team mem-

bers watch every move the new guy makes; when he messes up,

they go help. This process goes on for days, with everybody watch-

ing the new guy. In about a week, he learns the new job, and in a

couple of weeks, he’s an expert. Once he gets it right—it takes time
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to get the body rhythm expected of all team members—pretty

soon everyone knows everybody else’s job. 

In Terry Maruo’s purchasing world, he pays a lot of attention to

process, to how the job is done, as well as when. Maruo develops a

cadence that helps suppliers work to the beat of the line’s produc-

tion rate. Maruo knows that it is essential for lean operations to

target the right pace, and without that number in mind, purchas-

ing engineers will not design flows to meet the production line

beat. 

Delphi has taken a similar approach to building global lean

operations that return paybacks worldwide. Several years ago, Del-

phi embraced the Toyota Production System, another version of

lean, with great vigor. Implementing the Toyota System became a

mission inside Delphi, a unifier that allowed Delphi to win twenty

Shingo Awards. Delphi’s award-winning plants look like Japanese

plants: They are clean, with everything in its place; people exude

the enthusiasm of winners. And Delphi’s approach works in facto-

ries everywhere around the globe.

Building and Growing Quickly and Quietly

Developing the lean transformation strategy at Delphi started

at the top. When asked “Why are you at Delphi?” coauthor Nelson

responded, “to take lean to the supply chain.” Delphi had excelled

at lean in its own factories, but the next step function improve-

ment required involvement of the entire extended value stream.

To accomplish this task, under coauthor Stegner’s leadership,

the entire global supply management team did a detailed self-

assessment of its current situation—comparing themselves to

Honda, Toyota, and to the CAPS 10X Best Practice Models. They

then went to all key stakeholders—engineering, manufacturing, fi-

nance, and other functions, and to the senior management of

every division—to discuss face-to-face what expectations existed
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for supply management that were not being met, and how each

area viewed the priority for extending lean to the supply base. 

The team then worked through hundreds of pages of notes,

and developed a simple eight-step integrated transformation

strategy and a supporting three-year business plan to begin im-

plementation. 

Resources required to implement the plan were identified, and

paybacks analyzed. A simple 3:1 threshold was established as the

minimum target and budgets were prepared for expense and re-

turns. 

The plan was communicated to senior management and to di-

visional management, to the top 150 purchasing managers, then

to all 1,800 purchasing people globally in a simultaneous Web cast,

and Delphi’s lean transformation of purchasing was launched. 

When Delphi launched its lean initiatives, just a few people in

the company recognized that they were heading into something

more than simple improvement of production processes. Soon it

became clear inside this former GM company that “going lean”

meant a lot more than some happy kaizen events and taking out

inventory. The entire supply chain of partners and collaborators,

as well as managers who had previously handled narrower job re-

sponsibilities, would change. And it has. 

Nancy Q. Smith, Delphi’s global supply management manager

of organizational and employee development, emphasizes that

Delphi is still in transition. “I think we know some of our gaps and

have a plan to get there. Our execution lags behind that plan but

we are working to get better every day—everything takes time.

We’re in a building mode when everybody else is in a cutting

mode!” That’s an amazing statement for an operation that has ex-

ecuted its way to twenty Shingos, but it is the reality of making big

lean changes in an established organization. 

How did this complex operation manage to so quickly spread

the word and bring thousands of professionals into the lean tran-

sition? Marilyn Rowe, global supply management, change man-
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agement manager, believes that a solid communications plan was

key. “We set out to create an understanding of the lean vision and

strategy among leadership, and to create consistent feedback and

communication in the organization. We are in the early stages. In

fact, one view is that Delphi is ‘one hundred years old and five

years young.’” They understand that the newness of the Delphi

spin-off from GM creates youthful opportunities and energy, but

there are old habits to unlearn, and that’s where success stories,

like twenty Shingos, come in. “There is big part of us that feels one

hundred. We want people to see progress and have allegiance to

that progress.”

So where to start on this huge organizational change? Rowe

advises that intrepid change-agents begin at a high level, among

the top leadership. As Delphi did with its eighteen supply man-

agement directors. Rowe advises, “Get them aligned. Our plan for

effective change management over two years ago had the directors

get involved by doing a survey. They collected data on our key

strategies. Next, we put the directors to work to develop Delphi’s

eight key initiatives and integrate them in the business plan.” 

Rowe emphasizes the importance of getting people actively in-

volved in their own transformation. Working with Honda veteran

and consultant Susan Insley, the group focused particularly on

cost management, supplier development, and strategic sourcing.

“Susan helped them to open up their perspective and she exposed

them to the top strategists, deep thinkers, and that helped them

begin to see where this will take Delphi.” 

The initial education had a great immediate payback, and it

continued to grow. Next, Delphi developed an education program

for the leaders, and when their top managers visited buyers in fac-

tories around the world the message spread quickly that “some-

thing is different.” Rowe believes this helped supply management

directors build their own knowledge base. “It always comes down

to the fact that what needs to be done is pretty basic. We have two

leaders, Nelson and Stegner, who understand the need for these
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things, along with top leadership and that’s the real difference.

They recognize communications as an important function, and

they use it well.” 

Experienced Delphi change agents warn not to rely on trickle-

down networking as a realistic and effective communications

method. Delphi needed to get 150 global supply management

(GSM) managers equally involved, followed by their 1,800 GSM

staffers, and knew it would take more formal approaches like

quarterly meetings and updates on what global supply manage-

ment was doing. Warns Rowe, “Cascading doesn’t work well. We

are trying a very systematic approach to change management. It

includes also having meetings between Delphi senior executives

and line buyers and managers regularly to surface issues—Delphi

Dialogues diagonal slice meetings—talking about what’s working,

what’s not working, and tying it all back to business plan.”

Forming the right message, picking the right medium, pro-

cessing it through each group within the company, then repeating

it several times is hard work. It’s like being an air traffic controller,

eyes glued to the screen, watching for movement and constantly

updating your current position, letting the folks who are in your

care know you are out there, awake, and watching! People in tran-

sition need reassurance as well as a detailed plan, and a positive

message surely helps. 

And in fact, knowing where your group is at all times is very

important, advises Smith, “We need to understand where we are

with our people. Right now there is the temptation for people to

think we are finished, but we aren’t, although things are moving

very fast. You see, most of the people have grown up in a bureau-

cratic system, one that focused on what can’t be done.” Delphi, like

so many innovators, is undergoing many changes simultaneously,

and one of them means letting people realize the possibilities, the

impact that their own work can have on supply chain success. 

Delphi is working to create high-level exposure to sensei for

the directors who need to link their individual business plan with
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the overall business plan, for instance. “Making the connection

between the individual’s business plan and the company’s overall

business plan shows how to adjust hiring and plan so that we can

look at people as a strategic resource. We’re actually doing strate-

gic planning for our key jobs and key people. We look at people as

a resource, and we understand what ISM’s Dr. Robert Kemp taught

us—if we don’t do things everyday, we get the ‘done syndrome.’”

Smith doesn’t want the celebration of marvelous successes to lead

folks to think “mission accomplished” because Delphi, like many

supply management pioneers, has even more work to do. 

Skills Inventory

Top management accepts that there are huge changes in skills

required to support the new business plan. Smith agrees, “We have

to think every day that we are responsible to further our knowl-

edge. What we are trying to put together is a multifaceted ap-

proach.” Global supply management leaders have completed an

analysis and a list of skills that the company needs to execute the

business plan; it’s an ongoing process of evaluating to what extent

a skill is needed and how much preparation each contributor has

in that area. The next step is to list the gaps, and then prioritize.

“Then”, says Smith, “we will have identified curriculum focused on

closing those gaps with classroom, on the job training, and life ex-

periences.” 

One critique of the Honda approach to career pathing is that

although people got better and better, there was no place for them

to be promoted to, and salaries were somewhat flat. Delphi wants

to avoid that problem, however, by adjusting levels to encourage

and recognize progress. “We want to honor skills development,”

she confirms. “There have been some folks at Delphi, in the

nonexecutive track even—who would have traditionally stopped

at eight levels, boxed in by the ‘you are either an executive or you

are not’ syndrome. But some companies have created the oppor-
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tunity for engineers to be recognized for deep, rich skills—techni-

cally competent good professionals who would, in a large com-

pany, be in danger of not being recognized for their particular kind

of talent.” 

Creating the supply management curriculum to fill in gaps

and move far ahead is a big challenge, with few comprehensive

models in sight and available, among them Sony, Deere, and some

nonprofit groups like Supply Management Professional Develop-

ment (SMPD) Network and ISM’s CAPS. The folks at Delphi

encourage lots of sharing of global processes, as well as bench-

marking the best. 

“This is challenging,” says Smith, “because we are doing things

far beyond traditional practice. We need to close the gaps between

what we know and what we must know, but it takes time.” A spe-

cial survey given to the directors helped pinpoint targets for im-

provement; directors were assigned the task of talking to other

functional heads, like the head of finance, asking for instance,

“What do you think purchasing does well, and what do they not do

well?”

Many improvement efforts move forward with parallel tasks as

the organization continues to progress. Delphi has hired twenty-

six interns, the first step toward establishing two-way relation-

ships with leading universities in targeted fields. The company

makes it a rule to assign those students projects that have high vis-

ibility and a high return. There are two reasons for this very smart,

but unusual approach. First, “There is huge talent out there in the

academic world, but also, reaching into colleges and universities,”

says Smith, ever the change-agent, “opens up the eyes of guys that

have been here thirty years.” The interns are well managed with

defined project focus in key areas of supply management work—

no “make-work jobs” here; each intern has an assigned mentor

who has clear visibility to their output. Each intern does a final

presentation of data and work methods, and that helps everyone

see what is actually possible.
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“Collaboration with universities is a two-way street,” says

Smith. “It also allows us to participate in curriculum development

with the universities.” Delphi considers this another example of

good partnership. Working with a short list from previous success-

ful intern experiences, the institutions include Michigan State,

Western Michigan, strong in engineering and procurement, Ohio

State, Bowling Green State, North Carolina State, Brigham Young,

Arizona State, Ivey School, the University of Western Ontario, and

others.

The interns are an incredible group of young supply manage-

ment professionals. In the group of twenty-six, nine are white

males, but the rest, says Rowe, are not. The majority of students

speak more than one language. One 2005 graduate specializes in

moving business to India, a timely and very valuable area of ex-

pertise. Delphi works hard to match talent with specific kinds of

work; trying to get the students into projects that they love has

great payback, and it’s an exciting dynamic that builds the two-

way relationship with universities. 

Change management continues in the lean manufacturing

areas so critical to supplier development, as Delphi’s lean manu-

facturing experts help beef up and build awareness. Trips to Toy-

ota, another “Wow!” experience, help executives visualize the

impact that new lean methods will have in their own plants. It’s all

part of pulling together everyone from all the different divisions, to

form Team Delphi’s high horsepower change vehicle. Being one

company means that everyone must have the same information

about systems, about what customers think and want, and what

makes excellence. 

Delphi’s new supply management development change objec-

tive is for the organization to become a problem-solving culture,

rather than a risk-averse, well-padded operation. “We’re trying to

be agile and execute really well,” says Smith, “so that we can be

successful, still recognizing there are those that are already quite
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good at what we want to do. If everybody understands the plan

really well and has the skills, you don’t have to ask for permission!”

And remember, communications is key. Both managers advise

building on strengths to start to move; then, share and teach your

progress, and reach every employee. Set high expectations, they

urge, and let every buyer understand what the others are doing,

because that shows what is possible, what “regular guys” can do! 

A Warning About Decentralized Organizational Structures

Honda is centralized in each major region and decentralized

globally. There are many reasons, political and historic, why com-

panies use decentralized procurement, but the numbers call for a

review of this approach. At John Deere, for instance, where

purchasing was able to leverage supplier development and com-

modity intelligence to cut millions off the spend, a partially de-

centralized organization structure made it difficult to realize all

potential paybacks.

Although purchasing was centralized for planning purposes,

out at the division and plant level there remained purchasing di-

rectors who reported dotted line to headquarters and solid line to

their plants. This structure required new approaches to innovation

in Spend Management and other purchasing initiatives. 

Conclusion 

It takes well-trained people, the right organizational struc-

tures, Best Practices, and a few software technology assists to build

a high payback supply management group. In this chapter, we rec-

ommended that organizations contemplating change first bench-

mark the best and gather good examples and data from

companies like Honda and Delphi and from sources like the 10X

CAPS Project. Next, compare these companies’ supply manage-

ment people and operations to theirs and find the gaps. Then, be
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sure the people are prepared to take on whatever purchasing chal-

lenge awaits them, whether it is developing a world-class supply

base, as Honda has done so well, or creating a seamless new prod-

uct introduction cycle. Give the supply management professionals

the right tools—good cost management models and the right

computer assists—as they start to build their Incredible Payback

capabilities, and empower them with high visibility and access to

the right tools. We’ve offered a short list of possibilities in the tech-

nology area that can take an organization to high paybacks sooner,

and we continue to recommend that supply management teams

supplement Best Practice operations with good technology tools.

Finally, in the area of the twenty Best Practices, we have high-

lighted supplier development as one of the leading high payback

practices, investments that invariably has strong paybacks. Honda

has provided us with several perspectives on Best Practices, in-

cluding the A-3 project report, The Honda Way, and cost manage-

ment, and we looked at how Honda prepares people to work in

their high-visibility operation. Building The Incredible Payback

operation is an exercise in possibilities, and Best Practice models,

including our ten best companies’ winners, understand how to

combine these four elements—people, organizational structure,

and technology assists, plus the discipline of Spend Manage-

ment—to achieve, three, four, five, and even 10X yields.

Notes

1. CAPS Research, Project 10X Web site, 2001. 

2. 2P/3P stands for product and production process preparation, a

Japanese technique that uses simulation to see how product and

processes work before launch. For more information on 2P/3P, see

Anand Sharma and Patricia E. Moody, The Perfect Engine (The Free

Press: New York, 2003).

3. Industry Week Headlines, May 14, 2003, www.industryweek.com.
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Chapter 6

Metrics for The Incredible Payback

YOU’VE BEEN INVITED INTO THE AIR TRAFFIC CONTROL TOWER FOR LOGAN

Airport, one of the “movingest” airports in North America—an in-

ternational center hosting over two dozen air carriers serving

commercial and personal travel. Logan started out as a single tin

terminal with an observation tower on the roof and one runway on

the edge of the salt marsh surrounding Boston Harbor. As the air-

port grew, the marshes were filled in to accommodate more run-

ways, bigger terminals arranged in U-formation, and more access

roads. Still, it wasn’t enough. In the 1990s, transportation planners

realized that the airport occupied a key trucking transit point for

vehicles coming from the South Shore to points north. A way to di-

vert traffic from Boston’s crooked clogged streets was needed, and

so they designed a tunnel, part one of the Big Dig, under the har-

bor that would divert thousands of autos away from the hub and

run them directly through the airport. Now, the airport had grown

from a little landing field where aircraft shared space with seagulls

and an occasional owl, to a complex system of people, trucks,
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cabs, hotels, walkways, distribution centers, and one tower to run

it all. 

The complexity is blinding, and a single event—a Northeaster

or an elevated terrorist threat—disrupts the system and blows

everyone’s schedule, with planes on the ground, planes circling in

the air, maintenance people on hold, plenty of discomfort all

around. 

But this twenty-first-century relic is not unlike the supply

chains that so many of our best businesses work through every

day. And like the air traffic controllers working the Logan tower, it

all runs on a mix of real-time data, verbal communication, visuals,

and luck. Sometimes the weather intervenes, and the customers at

Logan and in our supply chains become equally impatient, equally

driven by their own demanding schedules. 

The controllers can’t run Logan Airport on last month’s arrival

schedule or yesterday’s planned departures. How many times

would the warning alarms sound if controllers could not see the

planes they were tracking on radar, but had to simply rely on day-

old dispatches of which 747 took off and which Airbus landed?

Under the old input-output theory of manufacturing manage-

ment, a simple approach to managing the kind of complexity

found in most machine shops, for instance, the planner watched

only two points—input, where materials entered the system, and

output, where they left the dock. Everything in between—each

movement of material into a process, all the orders waiting in

queue, and everything else—was controlled with a simple priority

calculation that gave the hottest items the highest attention. 

For air traffic controllers, every flight in between input and

output translates to thousands of passengers in the air waiting for

a runway. They worry about thousands of passengers five miles up,

and good control means knowing the real-time position of every

aircraft until it is safely on the ground. Losing track of even one air-

craft can be a disaster, but for supply managers, such a nightmare

happens to be very much like what they struggle with every day—
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not knowing what’s in the pipeline, what’s really going to be con-

sumed, what’s sitting as excess, and where to put it. And what are

the price positions? It’s not all about inventories, it’s about price

and risk as well.

Real-Time Control Systems for Real-World Supply Chains

Clearly, Logan Airport Tower runs on a more evolved mix of

real-time data bounded by inescapable exception reports—super-

visors, buzzers, and alarms—that watch for problems and respond

appropriately. And the challenge for the next generation of supply

management controllers, who are responsible for moving and pro-

cessing materials in a web of hundreds of far-flung input and out-

put points, is finding a good mix of simple metrics that tell how the

operation is doing, and where a “plane” is headed for trouble. In

our Incredible Payback operation, we want to meet profitability

goals, as well as run the business well, so the metrics must reflect

this key objective. 

What are the few but very important metrics that will work

best with your supply chain? There are dozens of ratios and track-

ing numbers that look at all levels of purchasing, manufacturing,

and distribution activities, from cutting contracts to scheduling

expedited shipping to the income statement, the highest-level

monitor of a supply chain’s success. Internally and externally, we

can measure performance on several key criteria; supplier perfor-

mance to standard quality, delivery and cost items is well estab-

lished in most supply chains. We can compare overall financial

performance to stated corporate goals, and we can even measure

how well personnel policies are working to grow people. In our re-

view of metrics from seven current sources, we were surprised to

find one hundred ninety-one metrics for supply management, by

far more signals than most companies can monitor or respond to,

and certainly well in excess of the amount of information a good

traffic controller could safely work with.
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Manufacturing pioneer Richard Schonberger, the author of

best-sellers Japanese Manufacturing Techniques: Nine Hidden

Lessons in Simplicity and Let’s Fix It! Overcoming the Crisis in Man-

ufacturing, has been tracking one of our most basic metrics, in-

ventory turns, for more than fifteen years, and he does not like the

trends the numbers reflect. Toyota sales continue to rise globally

for the twelfth year in a row, despite a case of inventory bloat. Al-

though companies have turned their resources to focus on inter-

nal waste with kaizen teams and other lean initiatives, there are

even more opportunities outside the factory in the supply chain. 

Schonberger knows that a key indicator of corporate health is

inventory turns—that is, how well materials move through a com-

plex system. For most North American manufacturers, that was

often the only indicator they pursued on their drive to become

leaner. But in a complex supply chain, focus on inventory reduc-

tion does not necessarily improve service or reduce overall costs.

When inventories drop, there should be a boost to cost savings,

but big paybacks lie in other, untouched areas as well. 

Metrics for The Incredible Payback

Supplier Development1

Percent of targets met for supplier lead-time reduction

Percent of targets met for supplier cost reduction

Percent of targets met for supplier quality improvement

Percent of targets met for supplier service improvement

Percent of targets met for supplier technology development

Percent of targets met for supplier usage of total cost of 

ownership (TCO)

Average spend per active supplier

Percent of supply-base-reduction targets achieved
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Percent of active suppliers accounting for X percent of 

the spend

Number of active suppliers accounting for X percent of

purchases

Percent of contracts negotiated under single source

Percent of suppliers with 100 percent lot acceptance for 

one year

Percent of supplies delivered on schedule

Suggestions submitted—number, dollars, and percent of

total spend

Financial Measures

Total inventory in days or weeks

Percent of time inventory days of supply target met

Direct material purchases as percentage of COGS

Percent of total contracts spend versus all direct 

materials spend

Actual purchased materials cost per budgeted cost

Labor hours per $10,000 purchases

Cost savings using P-card purchasing

Cost of rush/expedited orders

Percent of targets met for reduction of expedited orders

Percent of discount orders by consolidating orders

Percent projected cost reductions missed

Cost-to-spend ratio

Stocking costs

Procurement Professional Performance

Active suppliers managed per purchasing professional
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Percent of global sourcing targets met

Percent of suppliers rated for quality, delivery, service, 

and lead time

Percent of purchasing professionals using Web 

procurement for X percent of purchases

Percent/number of items for which purchasing discovered 

a second source

Percent of targets met for joint decisions between

procurement and engineering

Customer satisfaction rating

Customer quality rating

Customer responsiveness rating

Warranty issues or resolutions

Training hours per person

Inventory turns by category

Number of cost models in place and agreed to

Various Measures of Engineering Collaboration

System compatibility, progress on collaborative design

programs, measures of part standardization, and part

reuse

Technology insertion measures, including rate of new

technology review and proposed, usefulness of ideas

Operational Measures 

Average time to fill emergency orders

Average time to replace rejected lots with good parts

Errors per purchase order

Expeditors per direct employees

Number of items billed but not received
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Number of items on the hot/short/allocation list

Number of orders received with no purchase order

Parts costs per total costs

Percent decrease in parts cost

Purchase order cycle time

Number of times per year line is stopped due to lack of

supplier parts

Routing and trace errors per shipment

Percent of defect-free supplier model parts

Percent of lots received on line late

Percent of parts with two or more suppliers

Percent of purchase orders returned due to errors or

incomplete description

Time required to process the equipment purchase orders

Time to answer customer complaints

Supplier parts scrapped due to engineering changes

Percent of purchases using P-cards

Percent of total spend using P-cards

Percent of non-compliant P-card purchases

Percent of orders qualified for P-card but P-card not used

Contract monitoring/compliance

Contract volume purchased/volume commitment

Contract dollar purchased/dollar commitment

Percent purchases compliant with contract price

Quality reject rate versus contract specification

Percent on-time deliveries versus contract spec

Percent days supplier inventory level within contract spec

Returns volume/allowed returns
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Change orders implemented and compliant with contract

spec

Warranty commitments honored

Unscheduled downtime

Material availability service measures

Maintenance cost reductions

Downtime due to product performance

Response time

Quality (ppm) and first-time quality

Number of quality alerts

Delivery performance

Productivity improvement (typically pieces per hour 

before and after)

Takt time

Health and safety improvements

Consistent worldwide service, as indication of flexibility 

and ability to move work

Stable lead times

Manufacturing cycle time reduction

Order processing time reduction

Percent sourced to preferred suppliers

Alignment—degree to which customer and supplier

organizations are in agreement on basic philosophies

Air traffic control systems are designed to manage a few

mission-critical events; the controller assumes that the inventory

he manages is designed and well-maintained to get the job done.

Other goals, such as time-to-service aircraft on turnaround and

time required to find a parking place, may affect aircraft on-time

departures, and so they also become part of the real-time control

216 /  THE INCREDIBLE PAYBACK

4948 Incredible Payback  10/20/04  5:32 PM  Page 216



system, although air traffic dispatchers cannot direct them. In fact,

all the activities of a complex supply chain in some way have an

impact on achieving The Incredible Payback. The question, how-

ever, is which metrics should a supply chain in its current devel-

opment stage use? Traditional organization goals and metrics will

track different indicators from those managed by expert opera-

tions that have conquered all the basics.

Procurement departments fall into three or four different ma-

turity phases: Phase 1—Getting Started, Phase 2—Most Procure-

ment Functions, Phase 3—Excellent Procurement, and Phase

4—Almost Perfect Procurement. During each one of these stages,

the corporation looks to procurement to help improve bottom-

line performance. Throughout the changes most companies have

seen in procurement, more responsibility has shifted to procure-

ment. The metrics best used in each of the four phases need to be

well selected and maintained, but they also must be good prepa-

ration for moving to the next performance level. 

Phase 1: Getting Started, Traditional Operations

Phase 1 operations tend to be transaction driven, buried in pa-

perwork, with changing priorities, shortages, and delivery and

quality problems making purchasing operations more tactical

than strategic. A tough business climate will often drive the Phase

1 operation to get expedites under control and to conquer pricing,

even though the operation usually does not know what the total

spend is, or how the money is being spent with specific suppliers. 

Metrics for the Phase 1 operation looking to move forward

would include the following: 

❑ Unscheduled downtime

❑ Material availability

❑ On-time delivery

❑ Inventory turns
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❑ Shortages

❑ Quality:

❑ ppm, first-time quality, PPAP 100 percent on-time and

complete, major disruptions, customer disruptions

❑ Purchased price variance? 

Phase 2: Most Procurement Functions, Beginners

Phase 2 operations show considerable improvement over

Phase 1 beginners, as most major commodity groups are being

leveraged. Most buying transactions have been automated, not

necessarily over the Internet. Buyers attend professional training

directly related to their work. Internal price monitoring has

brought prices under control, and what is negotiated with the sup-

plier is what is actually paid. Operations may still be primarily tac-

tical, but planning is beginning to have stronger influence over the

way the supply chain operates, at least in key commodity areas.

Some suppliers are certified and some maintain excellent

communications and partnering, trust relationships with the cus-

tomer. Suggestion systems and other joint improvement efforts

are under discussion and may be in initial stages with a few no-

table success stories.

The organization will still measure quality and on-time deliv-

eries, as well as pricing, but as the group adds more strategic com-

modity or market intelligence to the buyer/planner job, other

bigger issues become equally important. 

Metrics for the Phase 2 operation include the following:

❑ Suggestions submitted for continuous improvement, num-

ber selected and acted upon, and dollar value of suggestions

❑ Quality:

❑ ppm, first-time quality, PPAP 100 percent on-time and

complete, number of major quality disruptions

❑ Number of suppliers in total, and by commodity globally

218 /  THE INCREDIBLE PAYBACK

4948 Incredible Payback  10/20/04  5:32 PM  Page 218



❑ Percentage of qualified suppliers

❑ Percentage of items or spend dedicated to single/dual

source

❑ Inventory reduction compared with goals, measured in

turns, weeks, or days on hand, and dollars by specific cate-

gory (for example, obsolescence dollars), or inventory turns

compared with industry average/industry best

❑ Number of hours training per year per buyer/planner

Phase 3: Excellent Procurement, Experts

The Phase 3 supply management group does more than pur-

chase and control inbound materials. This group is prepared to work

with the supply base to share improvement methods with suppliers.

The supply base in a Phase 3 operation has been trimmed to no more

than five suppliers per commodity, and includes a manageable

group of high-performing suppliers with whom the customer hopes

to maintain long-term agreements. Although problems in quality

and delivery can happen, they are not everyday occurrences and

both partners are prepared to deal with most crises. 

Supplier selections are made not only on price but also on

quality, delivery, technical contribution, and leadership. Each

commodity has a written strategic plan that sets out price, sup-

plier, and technology planning. 

The supply managers reach beyond traditional purchasing

limits and work closely with engineers and designers, and also

suppliers, on new product introductions. Purchasing’s contribu-

tion to these teams is commodity and cost expertise, as well as

thorough understanding of possible supply base partners. 

Metrics for the Phase 3 operation include the following:

❑ The usual quality, delivery performance statistics

❑ Savings generated by supplier development, or new product

purchasing involvement 
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❑ Comparison of prices obtained by commodity teams to in-

dustry price index and global price trends

❑ Annual spend savings compared with corporate reduction

goal

❑ Cost models and cost targets for most major commodity

areas

Focus on future proactive measures, such as: 

❑ New model launch—Quality/part maturation

❑ New model launch—Project plan/gate reviews met

❑ New model launch—Cost targets achieved

Phase 4: Almost Perfect Procurement, Advanced

The Phase 4 operation is a rare example of highly paid and

well-trained supply management professionals who understand

manufacturing as well as purchasing, the right computer systems,

the best-of-the-best suppliers, and innovative compensation

schemes that reward best performance. 

IBM and Honda are companies with Phase 4 operations. The

supply chain management function is integrated and covers all as-

pects of buying, processing, and shipping product. Manufacturing

and distribution may report to the head of the supply chain. 

The goals and practices of the Phase 4 supply management

group are well aligned with corporate objectives. If the corporation

decides to seize new market technology share, supply manage-

ment can quickly ramp up to acquire suppliers who are able to

meet the exploding demand. If the market is more mature, and

corporate plans include better margins on mature products, pur-

chasing will be expert at worldwide price negotiation. 

Phase 4 suppliers have near-perfect processing, and they have

developed strong abilities to flex with customer demands. On the

customer side of the supply chain, the advanced operation is con-
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sistently ranked by its supplier surveys as their number one cus-

tomer. 

Computer systems in the advanced operation include a well-

integrated mix of strategic and tactical technology tools that inte-

grate engineering and manufacturing with purchasing and the

supply base. Implementation of new technology tools happens

quickly—in less than one year—and at lower price points. All func-

tions are working with the same integrated B.O.M. structure, al-

though they may have visibility to limited segments of the bill.

Cost Management is well established on an integrated database

that drives purchasing strategies and paybacks. 

Exchange Rate Tracking/Risk Management

Phase 4 buyers are aware of currency fluctuations in the major

markets, and they may use that information to find advantageous

prices. One Midwestern purchasing chief meets monthly with the

treasurer and sales vice president to study their major currency

markets, and determines where the risks to current best prices are.

Last year, for example, this company would have lost money, but

because of its global buying and selling operations, the company

cleared an additional 1 percent by proactive hedging of currency

exposure. It’s not a random roll of the dice, but a deliberate selec-

tion of certain areas to buy from. In some years, the exchange rate

is so good that planners can eliminate most of their currency risk.

In fact, the purchasing chief has been able to wring an additional

1 percent out of spend reductions simply by tracking currency

swings. 

Generally, companies moving from traditional practices start

to gather useful metrics by tracking quality and delivery perfor-

mance, then adding other critical measures—cost and Spend

Management, best customer ranking, and new product meas-

ures—as they develop expertise. It’s amazing how much difficulty

most supply chains have gathering the kind of good basic perfor-
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mance and spend data they need to make informed decisions.

Starting with basic purchasing performance, including supplier

tracking, the metrics are simple. Moving to continuous improve-

ment project monitoring for kaizen teams, purchasers add a few

more key indicators to the basics. The biggest payoff metrics are

those that track the whole area of Cost Management by offering

savvy purchasers a new world of competitive costs. 

For the Allied Corporation Income Statement example, we

showed how a spend reduction goal of 10 percent could be used to

create new shareholder returns, new plants and products, or sim-

ply a reduction in the spend. Allied’s supply management must

perform at the expert or advanced level to achieve this level of sav-

ings consistently year after year. Also, the metrics to meet the

spend reduction must track spending at the commodity and part

number levels compared with industry indices, as well as engi-

neering and distribution.

Allied’s current income statement showed 88 percent of its rev-

enues spent on purchased materials and services, as well as man-

ufacturing; the rest went to engineering, R&D, and SG&A, leaving

nothing for profits. If the head of supply management controls Al-

lied manufacturing (outsourced and internal) and engineering, as

well as purchasing and distribution, the 10 percent target will be

easier to achieve and sustain. Either way, it is important to verify,

track, and control (VTC) the savings with the right metrics so that

they don’t disappear from one budget only to pop up in another

expense area. Although the income statement may be generated

quarterly, more frequent tracking to specific savings goals will

sharpen commodity buying and supplier activities. 

z
Allied Income Statement

Revenue from sales $2.5 billion

Cost of goods sold:
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Cost of purchased goods and 

services (55 percent of sales) 1.375 billion

Manufacturing in-house 

(33 percent of COGS) .825

Engineering and R&D (6 percent) .15

SG & A (Selling, General and 

Administrative) (6 percent) .15

Profit 0

Five year plan for 10 percent savings = $.25 billion, or 50 

million/year.

Key to any supply management group achieving and tracking

payback is first of all Cost Management. Japanese producers are

expert at gathering and sustaining the kind of detailed cost infor-

mation that allows planners to make competitive decisions about

suppliers and new parts. Strong Cost Management is what allowed

both Honda and Toyota to take costs in their four-door sedans

down by nearly 25 percent. A few North American organizations

are learning the Japanese approach to cost modeling and cost tar-

geting; Delphi, the GM spin-off, is one of them.

Cost Management to Achieve Incredible Payback

Tom Stuart, cost manager and lead engineer for powdered

metal commodity planning and control, reports to Delphi’s new

cost expert, Toyota veteran Hiromichi Kamimura, the director of

Cost Management. Although Delphi has always had some good

Cost Management practices, Kamimura brought a new level of ex-

pert planning to this crucial element of The Incredible Payback. 

Stuart’s role, which is to support new products in the design

stage, helps guarantee that the supplier has the right processes

and the right “should cost.” He works hand in hand with the com-

modity team manager to ensure that his cost goals align with the
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purchasing objectives. As the corporate expert in sintered metals,

Stuart’s influence cuts across divisions and specific products. He

gathers prints, selects the right materials, and recommends sup-

pliers to the commodity manager. On a new product, says Stuart,

“We can come to agreement on the materials and the prototype, so

that when we go to the supplier for their quote, we hand them the

process, and we already know that the target cost and the price are

the same. When we talk about ‘should cost,’ that cost should reflect

Best Practices in my industry around the world.” Once the team

picks a supplier, they work with them, let them know what the

worldwide cost is on the part, and “if I need a lean team or supplier

development to help, we’ll do it.”

The entire method of handling powdered metal revolves

around material and processing intelligence that Stuart hopes will

not be lost as people retire, because it’s critical to building a com-

petitive advantage. When Stuart goes out for quotes, he asks for a

price breakdown sheet with the quote that identifies the material

and processes the supplier proposes to use. “That also gives me a

cost breakdown of what they are charging us to do. We gather all

this data and roll it into the database, which allows the team to

look at the industry for a particular area, for instance, what the av-

erage press operator is making. It’s so important to have the data,

because not knowing costs for worldwide markets can destroy

profitability.”

The model is built on an Excel spreadsheet, but Stuart is look-

ing to move it to more powerful software because cost experts

need the ability to model and study more complex processes, like

stamping. Planning is dependent on Stuart’s function to give them

information that will help pick the right supplier, because, Stuart

warns, “it doesn’t bother me to go with a supplier that costs more.

We may find out that just by putting parts in India, we pay a little

higher cost, but we get good quality, people are well trained, and
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that’s better than going to a low-price supplier but not knowing

what you’re paying for.” He predicts that the supply base may grow

as planners study Poland, Korea, China, and other low-cost coun-

tries. Delphi likes to look at suppliers that have operations in other

countries because that lessens the customer’s risk and improves

flexibility.

Stuart warns that industry and technical knowledge is just as

important as financial expertise, because suppliers respect a deli-

cate balance of process and materials that the cost models help to

maintain. 

Stuart’s influence on costs through supplier selection, devel-

opment, and even new product design is considerable. His func-

tion is the bridge connecting corporate income statement goals

with savings targets. This is how he describes the process, “Basi-

cally, I am building a cost model with my experience. We look glob-

ally to find the best price for the processes we run in different

countries because we want the best price for the product.” His

work includes reviewing current suppliers on the bid list as well, to

evaluate their processes, their materials, the quality, and location.

For instance, when engineering releases a new part, Stuart reviews

and studies it from all angles. 

Once Stuart selects a supplier, the contract is written to in-

clude cost waste reduction and sharing of savings throughout the

life of the contract. If the current supplier quote is higher than Stu-

art’s global cost model, or “should cost,” that’s when supplier de-

velopment or lean teams take over to get costs in line with targets.

Things are changing in the powdered metals area as new ma-

terials take entire processing steps out of the technology. 

One lesson in this new approach to Cost Management is the

importance of establishing good data sources and preserving the

intelligence from one model and one technology to the next. Good

cost modelers prefer to build on previous expertise, rather than

start out fresh with each new idea. 
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Data Sources

Basic quality, delivery, comparative cost, and cost target data

are foundation requirements for performance and cost improve-

ment tracking. The data can initially be constructed from receipts

and contract or purchase order information on file. For daily track-

ing, ERP or purchasing receiving and accounts payable systems

should capture the actuals. We recommend a minimum of three

years’ history. Best Practice enterprises and their suppliers, like

Harley-Davidson, Honda, and Deere, can access from a combina-

tion of sources of good performance data. 

Some advanced operations are using software to gather and

package good metrics. For example, Intellimet and Valuedge sup-

plier assessment solutions are used to identify and report supplier

data that eliminates the need for multiple audits. The software can

establish a baseline of supplier performance against which future

benchmarks are compared. Some software providers offer Web-

enabled solutions that help to standardize and accelerate the rate

of adoption throughout the enterprise. 

Cost data that rolls up for comparison to income statement

goals helps supply chain managers to stay on target. But supply

chain managers still need to decide which portions of the pur-

chasing spend will deliver the greatest payback and get closest to

the corporate savings objective. Some companies, particularly

those in Phase 1 and Phase 2 stages, will use supplier develop-

ment to take waste out of manufacturing processes and inven-

tory. Operations that are more advanced, such as Phase 3 and

Phase 4 organizations, will be able to use strategic global sourcing

and Spend Management to make better sourcing decisions. Ad-

vanced operations will be working with detailed accurate cost

models and new product engineering to take costs out before

they happen. 

Next, we will look at how Delphi’s business strategy trans-

formed the supply chain.
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Planning and Delivering The Incredible Payback: How
Delphi’s Business Strategy Transformed the Supply Chain

Delphi’s Strategic Intent: To achieve competitive advantage

through extended value stream excellence.

When Delphi decided to address supply chain opportunities

with a full-blown business strategy session, planners knew that

with a well-conceived and detailed execution plan, they would

strike gold. And they did. 

Delphi’s rigorous strategic planning process takes the corpo-

rate supply chain vision—“To be recognized by our customers as

their best supplier!”—and translates that broad statement into

successively more-detailed plans and metrics, which is the only

way to guarantee the team will achieve its objective. The strategy

is extended into a three-year plan supported by more-detailed

one-year business plans that link to detailed action plans for cor-

porate, the division, specific commodity groups, and regions. All

bases are covered (see Figure 6–1).

Strategic plans are supported by the following eight integrated

elements, or tactical operating areas, that require intensive and

detailed execution and resources:

1. Supplier development

2. Cost management

3. Strategic sourcing

4. Quality improvement

5. Systems infrastructure

6. People development

7. Supplier relationships

8. Management of change 

Each one of the eight areas is covered by a three-year strategy.

For instance, in Supplier Development, a high-payoff area, year
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one calls for lean launches and early successes. Year two expands

Supplier Development to more suppliers with significant cost re-

ductions, and year three shows continued expansion, plus integra-

tion of Strategic Sourcing with the new area of Cost Management,

the best combination to achieve the biggest cost savings. 

Cost Management, a new and very high potential area for Del-

phi, is scheduled to grow in three years from a bare bones opera-

tion to one that covers all commodities and all stages of product

development. 

The strategic sourcing element will define and identify key

suppliers and later integrate with other disciplines to achieve sup-

ply objectives. The same focused approach is taken with Quality

Improvement, Systems Infrastructure, People Development, Sup-

plier Relationships, and Change Management. Each one of these

transformation areas is accompanied by metrics that tie results di-
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rectly to project plans, and each one of these metrics rolls up to

overall financial objectives (see Figures 6–2 and 6–3).

On Supplier Development, for example, the task is to staff up

at the corporate level, including hiring supplier development en-

gineers. At the division level, planners will identify suppliers for

development projects, and then follow up by monitoring and

tracking savings, a key contributor to the VTC process. It is at the

commodity level that savings are delivered and tracked. Finally, at

the regional level, supplier support and prioritization helps to en-

sure that planners are working on the right supplier issues. 

The details of Supplier Development’s task at the corporate

level of launching lean is a minimum of twenty-five suppliers ap-

pearing in Figure 6–3. In each of the eight elements’ detailed ac-

tion plan, like Supplier Development’s template shown in Figure

6–4 on facing pages 232 and 233, key metrics track progress

against objectives. For example, Figure 6–4 tracks lead-time re-
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Business Plan

1. SUPPLIER
DEVELOPMENT

2. COST
MANAGEMENT

3. STRATEGIC
SOURCING

4. QUALITY
IMPROVEMENT

5. SYSTEMS
INFRASTRUCTURE

6. PEOPLE
DEVELOPMENT

7. SUPPLIER
RELATIONSHIPS

8. MANAGEMENT
OF CHANGE

BUSINESS RESULTS

Strategic Intent: To achieve competitive advantage through extended value stream excellence

The Vision: Be recognized by our customers as their best supplier!

(A) MANAGING THE BASE BUSINESS (B) TRANSFORMING FOR THE FUTURE
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Figure 6–3. Business plan linkage matrix––design.

•   MANAGEMENT OF
CHANGE
COMMUNICATION
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duction against a corporate target of 30 percent. Supplier Devel-

opment should achieve from three-to-one savings, up to ten to

one. Delphi hopes to achieve six-to-one payback because the

company is starting with experienced staff.

Finally, for comparison with last year’s achievements, Figure

6–5 on page 234 pulls up the previous template—the 2002 Busi-

ness Plan—showing how well Global Purchasing performed

against its total mission. Figure 6–5 shows that on indirect material

and direct material performance, all goals were met. 

Delphi’s rigorous and comprehensive approach to planning

for success has parallels in other areas of strategic change. Mar-

keting would use the same approach to plan for growth in new

products or new markets; manufacturing handles increased ca-

pacity needs by breaking down the overall need into dozens of lit-

tle actions that must happen to achieve overall success. The same

approach was taken for the quality crusades of the 1980s. Supply

chain managers have experienced most of these hard marches,

and they are experts at applying the same techniques to bringing

higher performance to the supply chain. It’s a detailed approach

that, in the end, makes everything look easier and smoother, but

without such rigorous planning, the risks around obtaining big

paybacks inevitably increase.

Conclusion

“Let the numbers lead you.” 

—Dorian Shainin, 1914–2000, Shewhart Award winner

Every day, in every little business that makes things, a terribly

long list of possible events that can go wrong do just that—the

parts don’t show up, or they don’t work, they look ugly, or they cost

too much. Your system should be designed to lead to answers and

recovery plans, and so picking the right metrics is critical not only
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because of the behaviors they engender but also the solutions the

numbers offer. 

There are hundreds of ways to measure supply chain perfor-

mance, but most expert operations select the right measures for

their particular goals—quality, service, or cost reductions—and fol-

low the numbers carefully. The closer enterprise planners can get to

building a real-time control system supported by solid reporting,

the more responsive the system will be to unpredicted events. Se-

lect the areas where your organization will need to ratchet up its

performance goals, and look one step beyond to the next metrics

that will help move the operation to the next performance level. 

Note

1. Thanks to Marsha Begun of Begun Consulting, for sharing her “Key

Purchasing Performance Measures”; also to Gene Richter, former CPO

of IBM.
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Business Plan Objectives

Global Purchasing Mission

We will bring a competitive advantage by fully engaging suppliers in
exceeding customer expectations with the quality, service, technology and

price of the products and services we purchase.

Global Purchasing Vision

Be the best global purchasing team through
great people, processes and performance

People Cost

Quality

Givens / Enablers

Vision

Be Recognized By Our Customers as Their Best Supplier!
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Chapter 7

Incredible Payback Conclusions

IT’S A TOUGH TIME FOR MANUFACTURERS EVERYWHERE—NEW, UN-

expected challenges pop up every day. No one in supply chain or

manufacturing is unaffected by the rapid shifts in markets and

supply sources, yet, this particular time is one of great opportunity

for the best supply managers who have prepared their organiza-

tions well. Every industry faces demand for better performance—

lower prices, expanded markets, and more innovation. The

automotive sector, for example, is at the tail end of a consolidation

binge that started in the 1990s; the electronics and consumer

goods sectors are looking for quick recovery, as are retail and con-

struction. Interest rates and consumer buying will do their part to

boost sales. But we believe that producers themselves can do a

great deal to help themselves. 

The network of global producers is so widespread and difficult

to take in at a single glance, it’s clear to us that we are poised at the

edge of enormous supply management potential and power. Every

complex supply chain is made up of several hundred suppliers.
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The whole galaxy of raw material processing and shipments totals

billions of dollars, and from that unexamined opportunity area,

smart producers can easily extract 1 or 2 percent savings without

any significant new investment.

The challenge, however, for most producers whose supply

chains stretch over wide global networks, is to pick a reasonable sav-

ings target, and to consistently deliver, and then raise the target level

another notch. Most companies have not touched the limits of their

payback performance, and we think that even the most traditional

operations will be excited and encouraged by the possibilities. 

Planning a Time Frame for The Incredible Payback

Once your company has made the big decision to move for-

ward and go for the bigger returns, how long should it take the av-

erage purchasing group to prepare and achieve The Incredible

Payback? Although we’ve said that some categories of spend—

MRO, for instance—offer quick savings opportunities, other areas

will take longer to position for savings, particularly in traditional

operations. However, even traditional purchasing operations can

consolidate supply sources and find good savings opportunities.

All it takes is some planning and some good data, and one or two

good leaders. 

The opportunities extend beyond simply saving on purchased

materials, and we know that many more supply chains will move

toward even bigger solutions once they have primed the pump

with smaller returns. The planning time frame should be three to

five years at least, longer for more strategic changes. We’re always

struck by the short-sighted responses to big economic downturns

and month-to-month or quarter-to-quarter “strategies.” Some

companies live with the ups and downs of their industry, but for

others, every cyclical decline is an entirely new, unplanned-for ex-

perience. Operations with longer perspectives understand that

they will not only be flipped around by market swings, they may
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actually, when they have great visibility into their supply chains

and strong suppliers, be able to influence their own customers’ de-

mand responses. 

We’ve talked about the need for companies to staff up—with

people and systems—and to maintain high-level relationships be-

tween customers and suppliers, to be prepared to find great pay-

back opportunities. The Best Practice models, companies like IBM,

Honda, and Delphi, have perfected most of the methods that take

waste out of the supply chain and leverage the power of a large cor-

porate spend. It’s simply a matter of seeing what opportunities are

out there—to find the appropriate solutions and reel them in. 

Realistically, then, a good time frame that encourages more cre-

ative results should start with a five-year time horizon and work

backward to year one. Plan for one year of scoping out the prob-

lem—data digging that describes the opportunities, along with ini-

tial savings efforts. Years two and three can be dedicated to

perfecting the particular solutions appropriate for the target, and

years four and five should continue the savings as the operation

ratchets up its performance to the next level. Although any supply

management operation can achieve good savings in less than a year,

sustained spend reductions along with quality and service improve-

ments are the goal. By year three, functions outside procurement

should see and understand the strategy and the numerical results.

Supply Management Payback Opportunities: Savings, Risk
Management, and Demand Management

Achieving a minimum 1 percent savings a year is completely

possible, even for traditional operations. Moving up to 3 to 5 per-

cent takes focus and persistence, and will require adopting Best

Practices, including Spend Management. Traditional operations

can achieve savings in this range, but they will find it hard to sus-

tain them year after year without bringing in Best Practices or

otherwise changing their organization structure. But achieving an-
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nual savings above 5 percent is a level of performance a few excel-

lent companies, such as IBM and Honda, have proven can be done. 

Along with Best Practices and targeted savings comes the

added challenge of managing risk in the supply chain. Here, sup-

ply managers have the ability to mitigate the impact of seasonal

swings and economic downturns. They can prevent the wide-

reaching financial ripples that have proven disastrous for many

operations. Or they can anticipate currency shifts and try to flex

the supply chain accordingly. 

There is one more new and significant contribution to prof-

itability from supply management—market and demand manage-

ment. We showed in Chapter 5 how to use software to execute

demand management at the supply chain level. Good planning

and market intelligence will allow procurement managers to go

one step further toward increased financial returns. By allowing

managers to study demand flows, supply managers can deliber-

ately ship the right finished product to the right customer or mar-

ket region, and sales will increase. 

Our Approach

Our approach to The Incredible Payback assumes that supply

managers are willing to take another look at their suppliers and

start building relationships not only on trust and good intentions

but also on good data. Continuous improvement—kaizen, The

Toyota Production System, and the Honda BP method—will all

yield better performance, but they are only beginning results. 

Bigger sustained results come from Spend Management. The

example of Allied Auto that we used in Chapter 1 illustrates how

decreasing the purchasing spend returns cash to corporate coffers,

cash that can be used to develop new products, new markets, and

even new plants. Starting with the strong savings that can be

achieved on the shop floor at just about every supplier’s shop, it’s

easy to see momentum building. 
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A third approach, one that helps to sustain savings, requires

operations to optimize the supply chain. Do not assume that your

supply chain network is structured correctly or that it includes all

the right suppliers, from raw material down through travel and

transportation networks and providers. Even if your planners have

rationalized the supplier list down to a manageable three hundred

to five hundred suppliers, the distribution pattern and schedules

may not be as efficient or cost effective as they could be. Some-

times, as the Deere MRO story illustrates, companies inherit sup-

pliers—they may not be the best, but they’re there, and change is

difficult. Here we recommended using technology—optimization

software or simulations—to try out other scenarios to see what re-

structuring the supply chain would cost in time and money. 

Ten Common Mistakes

Sometimes the best way to begin an improvement project is to

identify key problem areas. The exercise of reviewing supply man-

agement operations and people, as well as key data, takes some

time—a month or two—but it saves premature or wasted starts, or

picking the wrong improvement area. It also gives management an

opportunity to understand the workings of an area in which most

high-level executives spend no time—purchasing and manufac-

turing processes. The easier it becomes for managers to see the

right priorities, the stronger their support (and budgets!) will be. 

In Chapter 2, we identified ten common mistakes (see Figure

7–1) that limit payback potential, including organization struc-

tures that conflict or overlap, missing and bad data, and bad prac-

tices. All these problems create waste and make change that much

more difficult. But worst of all, lack of data makes Spend Manage-

ment a tougher challenge than it should be.

A quick survey of the enterprises’ capabilities will reveal

whether the customer and its suppliers operate at kindergarten,

high school, or Ph.D. levels (see Figure 7–2).
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1. Low expectations 
2. Decentralized purchasing
3. Production reporting into operations or marketing 
4. Lack of good analytical tools
5. Supplier proliferation
6. Short-term, low-level tactical focus
7. Bad press
8. Product variety and complexity
9. No connection or communications between purchasing and new poduct

development
10. No supplier development

1. How is procurement organized currently?
A. Logistics?
B. Production planning and control?
C. Incoming material and component quality?
D. Inventory management?

2. What performance metrics are available currently?
A. Are they used directly in performance reviews?

3. Who really selects the sources:
A. Procurement? (Central? Regional? Plant?)
B. Engineering?
C. Top management?
D. If it depends on the commodity, cite some examples.

4. Who negotiates the price and other contract terms?

5. How are make/buy decisions made?
A. Components?
B. Finished products?

6. What are the major outside sourced part categories, based on dollars
spent?

7. What part categories are most critical from a quality, technology,
and/or delivery standpoint?

8. Who are the ten most important suppliers? For each, identify:
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A. The primary country of manufacturing origin
B. The country of headquarters
C. How often they are visited by procurement people

9. Can your MRP system requires be:
A. Cross-communicated within the company?
B. Consolidated into one demand on the supplier?
C. Nationally?
D. Globally?

10. What are company policies regarding:
A. Ethics
B. Buyer behavior
C. Supplier behavior, etc.

11. Are there regular, formal processes for communicating with suppliers
and getting their input?
A. Periodic surveys?
B. Advisory councils?
C. Ombudsman?

12. Averages of procurement people:
A. Years of education?
B. Predominate discipline?
C. Years with the company?
D. Years in procurement?

13. What delegation of financial authority do the various levels of procure-
ment have? Does any other function have procurement delegation au-
thority?

SOURCE: R. Gene Richter, former chief procurement officer, IBM Corporation, copyright
2001.

Your operational review will allow you to understand the im-

plications of decentralized/centralized structures, the problem

with maverick buying, and the role manufacturing plays in the

supply chain, as well as where processing (manufacturing) should
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report. The good analytical tools that your planners will need for

Spend Management and supplier evaluation are key to data gath-

ering, and an audit following Chapter 2 recommendations will un-

cover data sources and gaps.

A Word About Complexity

Theresa Metty, chief procurement officer of Motorola Cellular,

believes complexity is expensive. When she launched her War on

Complexity, she knew that Motorola’s supply chain operation

could yield millions of dollars in savings if purchasing could find

ways to collaborate with engineers, manufacturing, and suppliers.

The result of her pioneering work made Motorola Cellular the

most profitable division in the corporation, and saved billions, as

it built supply management’s power base. 

Complexity is a nasty evil that simply grows and grows until its

branches and tendrils reach every part of the supply chain, chok-

ing off innovation and standardization. Metty realized that by nar-

rowing down the number of parts that would be used to run

generation after generation of new products, Motorola would also

strengthen its supply base as suppliers became more adept at pro-

ducing fewer and cheaper components. 

The complexity battle is a tough one that most appropriately

belongs to smart supply chain professionals who want to correct

complexity waste and contribute to longer-term savings. 

Wrap Manufacturing and New Products into the Supply
Chain

Theresa Metty’s span of responsibility included both manufac-

turing and the supply chain, and the combination allowed her

great advantage over complexity issues. Just as manufacturing be-

longs in the supply chain organization structure, so must new

product development be more carefully linked to supply manage-
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ment. The late Gene Richter, IBM’s chief procurement officer,

worked especially hard at new product integration at both IBM

and Hewlett Packard. He believed that 90 percent of the cost of

new products was decided early in the design stage, and he

wanted buyers actively involved at that point. Richter’s dream was

to see software solutions that offer parallel data streams to pur-

chasing, new products, and manufacturing professionals, all

drawn from the same data base. Richter maintained high and vis-

ible involvement in many new software start-ups and their boards

to help move them in that direction and his work influenced the

architecture of supply chain systems.

Building a Fair Advantage and Capturing The Incredible
Payback 

Your operation has reviewed practices, and evaluated what

would be reasonable paybacks, including spend reductions. The

next step is to build a good foundation on which the group can

start to see returns as it moves toward a higher performance level.

We have outlined the basics that must be in place—including cu-

riosity and fear—to begin to build a supply management opera-

tion that can achieve Incredible Paybacks. What are the absolute

essential foundation blocks that must be in place to reach this

higher performance level? First, Cost Management, followed by a

report card on suppliers, and evaluation of supplier alignment,

and a statement of how well the partners work together, or wave-

length. Clearly, although not all the foundation work is objective,

even developing better soft skills in “fuzzy areas” will be measura-

ble through results, including surveys.

In Chapter 3, we listed the procurement methods that must be

added to an operation to move up and achieve higher savings. For

beginners, we recommend supplier consolidation and suggestion

systems to achieve 1 percent savings. Here we also emphasize the

importance of good cost and spend data, a basic requirement that
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many groups operate without. There is no substitute for good

numbers, and supply chain leaders such as Toyota and Honda

work hard at building good market and cost intelligence. In this

chapter, we also paint the picture of a young high-growth medical

products leader, Respironics, starting to restructure its supply

chain. The Respironics group illustrates momentum and encour-

aging savings that were achieved just from working the basics. 

Strategic Sourcing’s 7 Steps take the foundation elements into

daily practice that will earn savings. Starting with the numbers, we

recommend a commodity team approach to developing strong ex-

pertise. Each commodity and critical part needs a written strategy

that covers price, technology, and market trends. Strategic Sourc-

ing requires customers to work with suppliers on cost issues, as

well as risk management and recovery plans. Finally, to maintain

the gains from year to year, we recommend Step 5: Verify Track,

and Control; the only way to track and reduce budgets as savings

come in, is to use finance to monitor and maintain the savings. 

Even Best Practice models are occasionally challenged by

Strategic Sourcing’s Step 6, translating gains into management’s

language and publicizing successes. Purchasing executives are un-

accustomed to working in the corporate public relations realm,

but at this stage, that is exactly what must be done. When the chief

procurement officer’s contributions to corporate profitability are

understood, management always wants more. The challenge is to

publicize the good results and consolidate the power base. 

Taking Best Practices into the Supply Base 

We dedicated an entire chapter to developing a stronger sup-

ply base by working with suppliers because we know developing a

stronger supply base guarantees big returns fast. In Chapter 4,

“Working with Suppliers,” we reviewed the range of possible part-

nering and developmental approaches, starting with the premise

that it takes time and money to work with suppliers. Supplier de-
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velopment has guaranteed payback—the only question is which

areas should be addressed for the biggest returns.

Honda of America is the most frequently cited model of sup-

plier development. Starting with Japanese manufacturing and

supply chain ideas, the Marysville complex eventually built a local

supply network that demonstrates how much can be achieved in

less than five years. Results for Honda’s BP supplier development

work are solid and consistently high in all key areas, including

quality, cycle time, productivity, inventory, and downtime. 

Delphi Corporation is a second-tier supplier to the Big Three

and others with first-tier ideas. Delphi’s lean operations have won

the Shingo Award twenty times, and the company’s procurement

group is implementing Best Practices. Delphi’s manufacturing sys-

tem includes value stream mapping to identify waste and smooth

flows, and it is a key contributor to integration and stronger sup-

pliers. 

We discussed an additional approach that traditional supply

chains have not used—enterprise mapping and network opti-

mization using smart software. Most supply networks have grown

globally to satisfy delivery requirements to factories, but they may

not offer the best logistics, cost, or market growth solutions. Soft-

ware technology offers a unique leapfrog solution, however.

Schneider National, North America’s largest privately held truck-

load carrier and one of the world’s best transport and logistics

providers, illustrates how to construct and improve the best distri-

bution networks. The payback includes better collaboration, faster

throughput, and lower overall costs.

Every method of planning, processing, moving, and shipping

materials has a value placed on it. Every move costs money. Our

approach to the payback, therefore, requires buyers and planners

to think like commodity traders that live minute to minute with

price shifts. A missed opportunity, or a premature trade, can cost

millions; the same watchful eye is what takes ordinary purchasing

performance to the level of successful commodity markets. In fact,
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Motorola’s chief procurement officer and IBM veteran Theresa

Metty takes a commodity approach to the company’s innovative

cellular market. Metty knows that her buyers are capable of find-

ing big savings, and by combining purchasing that resembles

commodity trading, and strong market intelligence supported by

excellent suppliers, she is realizing big paybacks.

Finally, working with suppliers does not begin when proto-

types are released to production. Tooling, process selection, com-

ponent specification, and dropping component prices are all

influenced early in the development stage by engineering. When

purchasing buyers engage the process as well, as they do at Honda,

Lucent, IBM, and other leaders, the results are even bigger. 

Overall, working with suppliers starts with an easy progression

and works toward tougher challenges around product pricing and

acquiring the best and most competitive technologies. Companies

that think that working with suppliers stops with supplier devel-

opment and fixing the process are missing most of The Incredible

Payback potential of the extended supply chain. 

We know what the basic requirements are for achieving good

paybacks, and we’ve covered an approximate time frame for set-

ting the building blocks in place. But every operation is different,

with different people, organizational structure, and systems. No

one supply management group will be starting out at the same

place as another, and that’s why Chapter 5 contains so many ex-

amples drawn from Honda, the 10X Project, and a slew of fresh

and powerful technology solutions. 

Your operation may need more training, or better spend and

cost data, or most likely, more powerful and comprehensive com-

puter systems. It is important to start out with a checklist or a map

of which capabilities are most important to your particular chal-

lenge, and which ones will yield the biggest paybacks. We urge

companies not to waste valuable energy or money on an attrac-

tive, but low yield approach. 
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Putting It All Together

The Honda of America purchasing group has been cited by

Purchasing magazine with its Medal of Excellence Award, as well

as other studies that place Honda in the top three procurement

groups. The Honda solution is a unique one that no other enter-

prise could exactly replicate, but because its supplier develop-

ment, quality training, spend management, and kaizen work is so

outstanding, benchmarkers should pick and choose from Honda’s

accelerated supply network experience and adapt it for their own

challenges. First, Honda supplier development BP methods are

proven and simple approaches to guaranteed process and inven-

tory improvement. Consult Powered by Honda for a detailed guide

to Honda BP (kaizen). 

Delphi is another example of supply chain transformation,

from a division completely controlled by GM to an established and

independent supply chain covering new industries—medical and

aerospace—as well as automotive. Delphi’s supply management

and profitability objectives have changed as well, and in a short

time the company has learned from Honda and Toyota and con-

structed its own model to move forward. The key to Delphi’s big

plans is its cost management expertise, a new area filled with op-

portunity. 

Among the invaluable tools we recommend for pulling proj-

ects and all their details together is a method always used by

Honda and its suppliers: the A-3 report. This simple approach to

planning and executing all work offers a great starting point for

purchasing project leaders and suppliers to set goals and track

completion. It is a time saver as team members take on increas-

ingly complicated work, and it facilitates communications and

alignment. Every Honda supplier is familiar with this document,

and every purchasing planner or supplier development engineer

uses it as the starting point and summary sheet for each improve-

ment project. 
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Communications—Get the Word Out!

Finally, every successful implementation deserves rave no-

tices. Awards like the Purchasing Medal of Excellence and the

Shingo Award are good for the winners as well as their suppliers,

and they reinforce all the hard work change-makers and team

members take on. 

Delphi, for example, has learned valuable technical lessons

about becoming leaner from Toyota and Honda, but education

and communication work hand in hand to support change. Del-

phi’s supply management group has developed its own unique ap-

proach to good communications; internally, employees continue

to learn the value of the supply chain’s contribution and the lever-

age it maintains on profits. Externally, the company occupies a

unique position of visibility as a first-tier supplier. Any supply

group beginning its transformation should develop and include a

positive communications strategy in its change plan, one that is

designed to touch internal areas such as engineering and new

products and externally, its suppliers. 

Guaranteeing the Payback on Your Investment

“Let the data lead you.”

—Dorian Shainin, Shewhart Award Winner

Metrics started this journey when the numbers describing key

procurement practices opened up new possibilities for big pay-

backs. Now, statistics on quality and delivery performance should

be easily obtained. These are the numbers that keep the everyday

operation on track. Information on Spend Management and other

Best Practices, the bigger payback contributors, might appear,

however, with more difficulty. Nevertheless, every aspect of The

Incredible Payback, even reviewing alignment on soft issues like

customer culture, is measurable and important for analysis. Any
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time spent on establishing cost data will be paid back in more than

one form—in cost savings, as well as competitive advantage. 

However your organization decides to prioritize savings goals

and projects, the numbers must always drive the process and in-

form participants as well as observers. Making clear links between

a project’s anticipated payoffs and income statement contribu-

tions is very important and will take the entire supply manage-

ment group into a higher, more strategic operating level. 

The Best Practice giants use purchasing spend numbers to

drive total corporate strategies. They know that a slight change up

or down in prices or total spend, or a performance problem in the

supply base—from inventory accumulation to new product short-

ages—can easily fracture even the best financial plans. 

We’ve reviewed Best Practice examples and good payback

models that should allow any traditional operation to achieve pay-

back in less than one year. When your organization begins the

process, expect to be surprised by the absolute simplicity of the

problem—finding opportunities, consolidating, and reducing

spend is not magic, but it is a gold mine of challenges and oppor-

tunities. 

A journey begins with one step—we urge you to take it. 

Incredible Payback Conclusions /  249

4948 Incredible Payback  10/20/04  5:33 PM  Page 249



This page intentionally left blank



An Epilogue from 
Dave Nelson

Make Chance Your Opportunity

Sometimes, just when we think we have the answer, something

happens to change our minds.

In 1966 I was pretty sure about the path I was on. I was a met-

als engineer headed up the production ladder. But then a

chance—an opportunity—changed my life forever. 

I was working in Lafayette, Indiana, my hometown, at the Ross

Gear Division of TRW. I had been there nine years in manufactur-

ing and quality control, with seventy-six people reporting to me,

which was a handful. 

Chance walked into my plant one Friday afternoon when I lit-

erally bumped into the CEO in the men’s room. “Dave,” he said,

“I’ve been wanting to talk with you. Have you ever thought of

going into purchasing?” “No,” I told him. I had never thought

about it. But he was ready for my answer, “Well, what do you think?

Do you think you’d like it?”

For a nanosecond I thought of telling the truth. But instead, I

fortuitously told him a little lie: “Yes,” I said, “I think I would like

purchasing.” 
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To that, he smiled and said, “Good, report to purchasing Mon-

day morning!”

That chance, and the little white lie, thirty-seven years ago be-

came a big opportunity, one that changed my life. Many years have

passed since then, and I have gained some additional experience

in my profession. I’ve logged 6 million miles, had some successes,

and even a few roadblocks. I’ve usually had a vision of what I want

and where I want to go. Sometimes I’ve even had a plan.

But everything good that’s happened to me has happened not

just because I had a plan, but because I took a chance. I’ve

rerouted my road map and periodically asked myself, “What’s

next?”—and I made chance my opportunity.

Make Chance Your Opportunity

Po Bronson, a former bond trader turned writer, gathered life

stories of more than nine hundred people and then spent time

with seventy of them. He asked each one how he or she had an-

swered the question: “What should I do with my life?” Bronson

concluded that almost everyone interviewed found his or her call-

ing only after great difficulty:

❑ A catfish farmer used to be an investment banker.

❑ A truck driver used to be an entertainment lawyer.

❑ A police officer had a Harvard MBA.

Bronson believes that the answer to the question “What

should I do with my life” doesn’t usually strike like a lightning bolt,

but most of the time in merely a small voice or faint urge.

If Bronson is right—and if our true calling usually reveals itself

in just a whisper—how can we possibly make it a reality? My an-

swer is to keep your ears—and your options—open, listening for

the whisper and making chance your opportunity. As I became
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more involved in purchasing management, I realized I needed to

know more about my new profession. 

For me, that meant a lot more work and preparation than luck.

So in 1967 I took two important steps. First, I joined the predeces-

sor of the Institute for Supply Management, which was called the

National Association of Purchasing Agents (NAPA). Meetings were

held at my old school, Purdue University, in Lafayette. 

Second, through NAPA, I took my first certification course, The

Fundamentals of Purchasing. 

This was not an easy course. Two of us drove 130 miles

round-trip every week for ten weeks back and forth to Indi-

anapolis. The instructor was Richard Bothel, a vice president of

purchasing at Ford’s steering gear operation in Indianapolis.

Richard Bothel’s classes, and the fact that a senior member of the

profession took to time to teach the rest of us, made a strong and

lasting impression on me. This fundamentals course, and so

many others that followed, reinforced the idea that opportunities

come not to those who wait but to those who prepare. I call it lev-

eling up. 

Leveling Up

Preparation for opportunity disguised as chance means learn-

ing everything about a chosen profession: the employer’s goals,

the market position, the competition, and every other issue and

concern for the top brass. However, most of us don’t start our ca-

reers with a laminated road map, and few of us don’t encounter

roadblocks and detours.

Near the end of his life, George Bernard Shaw was asked if he

could start over as someone else, who would he want to be. Al-

though Shaw had mingled with kings, millionaires, authors,

scoundrels, artists, teachers, and celebrities from all over the

world, his response was stunning: “I would choose to be the

George Bernard Shaw who could have been—but who never was.” 
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Most of us never fully reach our potential, but a few may come

close. In my life, I have come to believe that the ones who come

the closest have the following six things in common: 

1. They start by honing their skills and building experience.

2. They learn from others and pass it on—at work, at home, and

in their communities.

3. They study their employers so they can understand what is

important to the organization’s overall success—and they

learn to speak the language of management. 

4. They have a vision, but they are not afraid to change plans

when chance provides them with an opportunity.

5. They set high standards. Excellence is a habit for them.

6. They pay attention to relationships, putting a high value on

ethical behavior and trust. 

One day, that same TRW CEO called me about a problem he

had with one of our bearing distributors. “With all of our other dis-

tributors, we have about a 14 to 15 percent market share. But with

Detroit Ball Bearing, we have only about half that. I need you to

find out why and see if you can fix it.”

Not long thereafter, I attended a meeting with several distribu-

tors, including the grandson of the founder of Detroit Ball Bearing,

our distributor challenge. TRW was looking for two representa-

tives—one from TRW and one from a distributor—to fly to Clark-

ston College in New York and present two scholarships. At the

distributors’ meeting, there was a call for volunteers. Amazingly,

the founder’s grandson’s hand was the first to go up. And when I

saw his hand go up, mine went up immediately too! 

We flew into Montreal and rented a car for the drive to Clark-

ston. As we drove, I found an opportunity to ask about TRW’s rela-

tionship with Detroit Ball Bearing. “You know, everywhere else we

have about a 14 to 15 percent market share, but with Detroit, we

have only about half that. My CEO asked me to find out why,” I said.
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The grandson smiled and told this story. “My grandfather

founded Detroit Ball Bearing before the Depression, and the com-

pany did well and made a lot of money. But then hard times came,

and like a lot of businessmen, my grandfather finally reached the

point where he couldn’t make payroll. So he began calling his ac-

counts one by one to tell them he was going out of business. 

“One of Granddad’s calls was to a competitor of yours, and as

he started to tell his story, the man at the other end stopped him

cold. ‘This is too important to discuss on the telephone. I want you

to come to New York so we can talk about this face to face.’

“So grandfather boarded a train for New York. He went imme-

diately to the man’s office and started to explain why it was neces-

sary to close his doors, but the man stopped him midsentence. He

went to the safe and pulled out two money belts. ‘Your company is

too important to both of us to close it down. We need you to be our

sales arm. This is all I can give you, but maybe it will help.’

“In fact, that money got my grandfather through the Depres-

sion, and he didn’t have to shut the doors.

“And so, the reason TRW only has a 7 percent share with my

company today is because since the Great Depression, your com-

petitor has never done anything to hurt the relationship estab-

lished with my grandfather.”

Well, there wasn’t much that I could say after that story. And

when I went back to TRW and told my CEO the story, he never said

another word about it either. He well understood the power of re-

lationships based on mutual commitment, trust, and respect. 

Sometimes little opportunities become big chances to build

relationships, to form new ones, and to be a better person or a bet-

ter partner. But I think that these chances don’t come every day,

and sometimes they are indeed just a whisper. You have to be pre-

pared and listen carefully to hear them when they call. 

Good luck on all your journeys!

—Dave Nelson
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action plan corporate-level
template, 232–233

adventure, sense of, 69
Agile, 160
agile culture, 206–207
air traffic control, 209–210,

216–217
Allied Auto (fictional company),

15–17, 222–223, 238
American Express, 4, 156, 161
analytical tools, lack of good,

62–63
Arena Solutions, 160
Arizona State, 206
Arthur D. Little, 24
Association for Manufacturing

Excellence, 21
A-3 reports, 191–193, 247
AT Kearney, 24, 194
attitude, 55
automotive industry, 7

bad press, danger of, 65
Begun, Marsha, 160

on big-package software, 179

on Ketera software, 161
on Serus software, 166–169
on spend understanding,

164–165
on spreadsheets, 178
on Tradec software, 165, 

166
on visibility, 179–180

benchmarking, 24, 44, 152–153
Berryman, Garry, 159
Best Practices, ix–xi, 20–21, 27–34,

156–157, 244–246
for high-level supply chain

operations, 28–31
initiatives for, 31–32
investing in, 33–34
payback for, 27–28, 32–33

Bill of Material (B.O.M.), 166, 167,
172–174

Binc, 169
Bingham, Indu, 168–170
BMK Inc., 169
Boeing, x
Boise Cascade, 24
B.O.M., see Bill of Material
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Booth, Jim, 171–175
on B.O.M., 172–173
on software, 175

Boston Scientific, 22
Bothel, Richard, 253
Bowling Green State, 206
BP (Honda’s kaizen methodology),

19–21, 48, 189, 247
Brigham Young, 206
Bronson, Po, 252
Buell Motorcycle, 150–151
Burke, James, 65
business plan, 228, 233
business plan linkage matrix, 230
business plan template, 229

capacity arrangements, 178
CAPS, see Center for Advanced

Purchasing Management
career path planning and

academic outreach programs
(Best Practice #19), 31

Cebula, Jim, on software, 162–164
Center for Advanced Purchasing

Management (CAPS), 153, 205
centralization, 55–60, 207
certification, 253
Chairman’s Award, x
change, fear of, 68–69
Chevron, 24
chief procurement officers,

158–159
Chrysler, 65, 66, 159
Cisco, 1, 169, 179
Clarkson College, 254
CMs, see contract manufacturers
colleges, 205
commodity planning, 194, 246
common mistake(s), 49–69,

239–241
and building on strengths, 53
creating bad press as, 65

decentralized purchasing as,
55–60

and evaluation of supply
management group, 50–52

and fear of change, 68–69
lack of analytical tools as, 62–63
low expectations as, 54–55
no supplier development as, 67
overly tactical focus as, 64–65
production reporting to

operations or marketing as,
60–62

product variety/complexity as,
66

separation of purchasing and
new product development as,
66–67

supplier proliferation as, 63–64
communications, 203, 248
communications plan, 202
complexity, product, 66, 242
computer systems, 221
Connors, Jimmy, 54
continuous improvement, 68, 195
contract manufacturers (CMs),

165, 172, 179, 180
contractual commitments, 178
cost cutting, 15–17
cost management (Best Practice

#1), 28, 222–223, 228
at Honda, 194
price/production driven by,

186–187
cost of ownership, 161
Critikon, 22
culture

agile, 206–207
at Honda, 198

Curry, Dave, 44–46

Daimler Chrysler, 156
Daniels, Richard, 16, 17
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data sources, metrics, 226
decentralized purchasing, 55–60,

207
Deere, see John Deere & Company
delivery improvement (Best

Practice #11), 30
delivery performance, 27
Dell, 44
Delphi Corporation, 2, 3, 8, 9, 23,

34
communication at, 248
cost management at, 187,

223–225
culture of continuous

improvement at, 68
evolution of, 247
global supply chain at, 188
lean transformation strategy at,

200–204
performance tracking at, 182
procurement reorganization at,

42–44
production system at, 200
purchasing-engineering linkage

at, 66
skills development at, 204–207
strategic planning at, 227–231
value stream mapping at, 245

Delphi Manufacturing System, 182
Detroit Ball Bearing, 254–255
downturns, 1–6
Dung, Trung, 170–171

on agreement-based data, 176
on software development, 171
on software innovation, 175

early supplier involvement (Best
Practice #15), 30

efficiency, 20
employee management, 198–199
engineering collaboration, 214
enterprise mapping, 245

Enterprise Requirements Planning
(ERP), 3

Enterprise Resource Planning
(ERP), 10, 15, 161

environment scenarios, 154–155
ERP, see Enterprise Requirements

Planning
evaluation of supply management

group’s maturity and
competence, 50–52

Evolver (software package), 5–6
expansion, 196–197
expectations, low, 54–55
exponential savings, 18–19

fear of change, 68–69
financial measures, 213
Flash Electronics, 169
Flextronics, 3, 4, 156
Fogbreak Software, 160, 170–178
Fortune Brands, 46–47
Fortune magazine, 65
Frantzve, Lori, 181

Galvin, Chris, 183–184
Gateway Computer, 171
General Motors (GM), 6, 65
GlaxoSmithKline, 4
global supply management (GSM),

203
GM, see General Motors
Gordon, Sherry, 181
GSM (global supply management),

203

HAM, see Honda of America
Hamilton Standard, 22
Harley-Davidson, 4

as benchmarking performer, 44
as Best Practices star, 156, 158
performance data sources at,

226
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Harley-Davidson (cont’d)
procurement professionals at,

159
strategic planning and supplier

relationships at, 53
Harvard Center for Risk Analysis,

68
Heinrich, Beth, on surveys, 155
Hewlett Packard, 66, 158, 243
high-level relationships,

maintaining, 4–5
Honda, ix, 2, 7, 9, 18–21, 24–25,

32–34, 207
Honda, Soichiro, 193, 198
Honda of America (HAM), 4, 8, 67

advance procurement at, 220
A-3 way at, 191–193
battery requirement of, 195
as benchmarking performer, 44
as Best Practices star, 156–158
career pathing critique of, 204
cost management at, 187, 223
culture of continuous

improvement at, 68
data accuracy at, 53
employee management at,

198–199
financial results for, 197–198
growth of purchasing function

at, 187–188
local suppliers used by, 182–186
Medal of Excellence Award

given to, 247
Motorola partnership with,

183–185
performance data sources at, 226
performance tracking at, 182
production system at, 199–200
and proximity of suppliers, 189
purchasing-engineering linkage

at, 66
reduction of manufacturing

costs at, 39–40
sensei at, 189–191
supplier development at, 245
supply management at, 47–48
supply management

professionals at, 150
Honda Way, The, 189–191, 194, 198

IBM, x, 4, 8, 61, 243
advance procurement at, 220
as benchmarking performer, 44
as Best Practices star, 156–158
and Fogbreak, 171

implementation time, 161
Incredible Payback, The, 9–11

and fair advantage, 243–244
metrics for, see metrics
opportunity areas for, 14,

237–238
and potential for gains, 23–24
time frame for, 236–237
two comprehensive approaches

to, 26
Inside Supply Management, 153
Insley, Susan, 202
Institute for Supply Management

(ISM), 153, 205
Intellimet, 181, 226
Internet, 1
internships, 205–206
inventory, reducing, 20
inventory management, 167–168
inventory turns, 212
investments, 9–10
ISM, see Institute for Supply

Management
ISSI, 169
Ivanesevic, Goran, 54
Ivey School, 206

Jacobs Manufacturing, 22
Japanese Manufacturing
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Techniques (Richard
Schonberger), 212

Japanese producers
cost management approach of,

186–187
longer view of, 197

J.D. Power Award, 2
JIT, see just-in-time
John Deere & Company, 3–6, 8,

25–26, 34, 205
analytical tools at, 62–63
as Best Practices star, 156, 158
decentralized purchasing at,

56–57
partially decentralized structure

at, 207
parts proliferation at, 66
performance data sources at,

226
Spend Management at, 35–36
supply management positions

at, 47
supply management

reorganization at, 40–42
Johnson and Johnson, 22
Johnson Controls, 67
Johnson & Johnson, 65
just-in-time (JIT), 46

kaizen, 18–21, 23, 41, 48, 198, 247
Kaizen Blitz, The, 21–23
Kamimura, Hiromichi, 187, 223
Kawasaki, 152
Kemp, Robert, 204
Kennametal, 162–164
Ketera, 160–165
kieretsu, 149
Kindel, Jim, 164

Lantech, 20
Latrobe Steel, 164
lean manufacturing, 23

lean transformation strategy,
200–204

loaned executives (Best Practice
#14), 30

Logan Airport, 209–210
Logistics.com, 46–47
long view, 197
Lopez approach, 187
low expectations, 54–55

maintenance and repair
operations (MRO), 56

Manhattan Associates, 46
manufacturing, 242–243
marketing department, 60–62
Maruo, Teruyuki, 189–190, 194,

200
material assets, 178
McEnroe, John, 54
McKinsey, 24, 194
McNeil, 65
Medal of Excellence Award, 158,

247, 248
mental attitude, 55
Mercedes, 189
metrics, 209–234, 248–249

data sources for, 226
of engineering collaboration,

214
financial, 213
operational, 214–216
for procurement performance,

213–214, 217–221
of supplier development,

212–213
Metty, Theresa, 66, 242, 246
Meyer, Dave, 5–6
Michigan State, 206
Microtouch, 22
minimum volume guarantees, 178
mistakes, see common mistake(s)
mix management, 167
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Monczka, Robert, 153
motivator, fear as, 68–69
Motorola, 8, 66, 155–156, 183–185,

246
MRO, see maintenance and repair

operations
MRP, 161

NAPA (National Association of
Purchasing Agents), 253

NAPM, see Institute for Supply
Management

National Association of
Purchasing Agents (NAPA),
253

Nelson, Dave, 202, 251–255
on lean supply chain, 200
on low expectations, 54
on responses to downturns, 2

networking, 203
network optimization, 245
new model development group

(Best Practice #16), 30
new product development, 66–67,

242–243
New York Times, 65
Nippondenso, 67
nontraditional purchasing (Best

Practice #4), 29
North Carolina State, 206
Nypro, 22

objectives, 233
OEMs, see original equipment

manufacturers
Ohio State, 206
OnDisplay, Inc., 171
Open Market, 171
operational metrics, 214–216
operations department, 60–62
order management, 167–168
original equipment manufacturers

(OEMs), 61–62, 165, 172, 177,
179

outsourcing, 7, 149–150
ownership, total cost of, 161

performance tracking, 181–182
pitfalls, see common mistake(s)
Powered by Honda, 247
PR, danger of bad, 65
Pratt & Whitney, 22
Preston, Mark, on cardboard, 45
price, 186–187
Procter and Gamble, 169
procurement

“advanced” level (Phase 4) of,
220–221

“beginners” level (Phase 2) of,
218–219

“experts” level (Phase 3) of,
219–220

maturity phases of, 217
metrics for performance of,

213–214, 217–221
traditional operations (Phase 1)

in, 217–218
see also purchasing

production department, 60–62
production strategy, 186–187
product variety and complexity,

danger of, 66
profiling, B.O.M., 172–174
purchasing

danger of low expectations for,
54–55

decentralized, 55–60
purchasing commitments, 178
purchasing department(s)

and new product development,
66–67

responsibilities of, 8
Purchasing Machine, The (D.

Nelson, P. Moody, and J.
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Stegner), ix, 4, 156
Purchasing magazine, 65, 158, 247
purchasing systems (Best Practice

#20), 31
Purdue University, 253

Quaker Oats, 46
Quantum Corporation, 169, 171

regulations, 177–178
resources, 161
respect, 190, 198–199
Respironics, 34, 44–46, 244
Revlon, 169
Richter, Gene, x, 66, 243
risk, 10–12
risk management, 221
Rockwell Automation, 22
Ropeik, David, 68
Rowe, Marilyn

on alignment, 202
on cascade networking, 203
on communications, 201–202
on intern diversity, 206
on involvement, 202
on leadership, 202–203

Runkle, Donald, 188

Sarbanes-Oxley Act, 177–178
savings levels, 17–19
Schneider National, 245
Schonberger, Richard, 212
second-tier suppliers, 55
Section 401(a) disclosures, 177
sensei, 189–191, 203–204
Serus, 160, 166–170
Shainin, Dorian

on data, 248
on numbers, 231

Shaw, George Bernard, on starting
over, 253

Shingo Prize, 23, 248

simple systems, using, 5–6
Six Sigma, 27
skills development, 204–207
Smith, Nancy Q.

on agile culture, 206–207
on knowing the group, 203
on skills development, 

204–205
on strategic planning, 204
on transition at Delphi, 201

SmithKline Beecham, 156
SMPD (Supply Management

Professional Development)
Network, 205

software, 160, 245
flexibility of, 179–180
Fogbreak, 170–177
Ketera, 160–165
performance-tracking, 181–182
and Sarbanes-Oxley Act,

177–178
Serus, 166–170
spreadsheet, 178
supplier-evaluation, 180–181
Tradec, 165–166

Sony, 205
Spend Management, x–xi, 8,

34–35, 157, 180
exponential savings from, 18–19
and getting the big picture,

12–14
at John Deere, 35–36
and optimization of supply

chain, 36–39
potential benefits of, 9

spend visibility, 161
spreadsheets, 178
staffing up, 4
Stallkamp, Thomas, 159, 193
standards, high, 195–196
Stegner, (Delphi leader), 202
strategic planning, 227–231
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strategic planning and
administration (Best Practice
#18), 31

strengths, building on your, 53
Stuart, Tom, 223–225

on cost models, 225
on data for cost management,

224
on new product costs, 224
on supplier selection, 224–225

Sun Microsystems, 4, 156
supplier conference (Best Practice

#8), 29
supplier development, 228–231

absence of, 67
as Best Practice #2, 28
at Honda, 245
metrics of, 212–213

supplier enablement, 161
supplier evaluation, 180–181
supplier information sharing (Best

Practice #7), 29
supplier performance reporting

(Best Practice #9), 29
supplier quality circles (Best

Practice #5), 29
suppliers

proliferation of, 63–64
second-tier, 55

supplier support (SWAT) team
(Best Practice #13), 30

supplier surveys (Best Practice
#10), 29

supply chain management
evaluation of competence and

maturity of, 50–52
financial returns from, 8–9
manufacturing/new products

in, 242–243
and optimizing the supply

chain, 36–39
supply chain managers

responsibility and contributions
of, 7–8

risk management by, 11–12
supply chains, 3, 4
Supply Management magazine, 65
Supply Management Professional

Development (SMPD)
Network, 205

tactical focus, danger of short-
term, low-level, 64–65

10X Project, 153–155
10X yields, 150–151, 156–159
Three Joys, 190
3 percent factor, 36–39
time, implementation, 161
time frame, 236
Timken, 164
tool and technical assistance

centers (Best Practice #12), 30
Toyota, 2, 18, 33, 39

cost management at, 187, 223
lean manufacturing at, 206
performance tracking at, 182
and proximity of suppliers,

188–189
sales at, 212

Tradec, 160, 165–166
training (Best Practice #6), 29
trickle-down networking, 203
TRW, 251, 254
Tylenol poisoning case, 65

United Technologies, 9
universities, 205–206
University of Western Ontario, 206
US Robotics, 22

value analysis (Best Practice #3),
28

Valuedge, 181, 226
value stream mapping, 245
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variety, product, 66
verify, track, and control (VTC), 222
visibility, 161, 179
volume guarantees, 178
VTC (verify, track, and control), 222

Western Michigan, 206

Whirlpool, 156
Wiremold, 22
written strategy for every supplier

(Best Practice #17), 30–31

Yoshino, Hiroyuki, 193
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