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Learning Objectives of the Session

1. Roles of Outsourcing and Procurement in the supply chain
2. Make or Buy decision

3. When to Outsource?

4. Procurement Strategies
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Introduction

- Outsourcing components have increased progressively
over the years
- Some industries have been outsourcing for an extended
time
- Fashion Industry (Nike) (all manufacturing outsourced)
- Electronics Industry
Cisco (major suppliers across the world)
Apple (over 70% of components outsourced)



Make Or Buy



Benefits of Outsourcing

- Economies of scale

+ Risk pooling

- Reduce capital investment
- Focus on core competency

- Increased flexibility
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Conflicting Objectives

- Demand Issues
1. In a good economy
i. Demand is high
ii. Conflict can be addressed by buyers who are willing to
make long-term commitments to purchase minimum
quantities specified by a contract
2. In a slow economy
i. Significant decline in demand
ii. Long-term commitments entail huge financial risks for the
buyers
- Product design issues
1. Buyers insist on flexibility
2. Suppliers focus on cost reduction



Outsourcing Problems: IBM

-+ PC market entry in 1981

+ Outsourced many components to get to market quickly

+ 40% market share by 1985 beating Apple as the top PC
manufacturer

- Other competitors like Compaq used the same suppliers

« IBM tried to regain market by introducing the PS/2 line
with the 0S/2 system
- Suppliers and competitors did not follow
+ IBM market share shrunk to 8% in 1995
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Framework for Make/Buy Decisions

+ How can the firm decide on which component to
manufacture and which to outsource?
- Focus on core competencies

« How can the firm identify what is in the core?
- What is outside the core?
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Two Main Reasons for Outsourcing

- Dependency on capacity

1. Firm has the knowledge and the skills required to produce
the component
2. For various reasons decides to outsource

- Dependency on knowledge

1. Firm does not have the people, skills, and knowledge
required to produce the component
2. Outsources in order to have access to these capabilities
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Outsourcing Decisions at Toyota

+ About 30% of components in-sourced
- Engines

« Company has knowledge and capacity
- 100% of engines are produced internally

« Transmissions

+ Company has the knowledge

- Designs all the components

- Depends on its suppliers’ capacities
+ 70 % of the components outsourced

- Vehicle electronic systems

« Designed and produced by Toyota's suppliers
- Company has dependency on both capacity and
knowledge

10



Outsourcing Decisions at Toyota contd..

- Toyota seems to vary its outsourcing practice depending
on the strategic role of the components and subsystems

« The more strategically important the component, the
smaller the dependency on knowledge or capacity

1
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Framework for Make/Buy Decisions

Product Dependency on knowledge | Independent for knowledge, | Independent for knowledge
and capacity dependent for capacity and capacity
Modular | Outsourcing is risky Outsourcing is an opportunity Opportunity to refjuce cost
through outsourcing
Integral | Outsourcing is very risky Outsourcing is an option Keep production internal

13



Hierarchical Model for Outsourcing Decisions

- Customer Importance
- Component Clockspeed
- Competitive Position

- Capable Suppliers

- Architecture

14



Examples of Decisions

Criteria Example 1 Example 2 Example 3 Example 4
Customer Importance | Important Not important | Important Important
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Competitive Position

Competitive Advantage
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Capable Suppliers X X
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Architecture X X Key variable to decide
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Examples of Decisions

Criteria Example 1 Example 2 Example 3 Example &4
Customer Importance | Important Not important | Important Important
Clockspeed High Slow High Slow

Competitive Position

Competitive Advantage

No advantage

No advantage

No advantage

Key variable to decide

Partnership

Capable Suppliers X X
P P strategy
Architecture X X Key variable to decide
strategy
Inhouse, Acquire supplier Outsource with modular;
DECISION Inhouse Outsource »ACq pptier Inhouse or joint development

with integral.

15
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Procurement Strategies

- Impact of procurement on business performance 2005
profit margins for Pfizer (24%), Dell (5%), Boeing (2.8%)

Reducing procurement cost by exactly 1% of revenue
would have translated directly into bottom line, i.e., net
profit.
- To achieve the same impact on net profit through higher
sales

- Pfizer would need to increase its revenue by 417

(0.01/0.24)%

- Dell by 20% and Boeing by 35.7%
+ The smaller the profit margins, the more important it is to
focus on reducing procurement costs.

16
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Appropriate Strategy

- Depends on:
- type of products the firm is purchasing
- level of risk
- uncertainty involved

* Issues:
+ How can the firm develop an effective purchasing strategy?
« What are the capabilities needed for a successful
procurement function?
- What are the drivers of effective procurement strategies?
« How can the firm ensure continuous supply of material
without increasing its risks?

17
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Kraljic's Supply Matrix

« Firm’s supply strategy should depend on two dimensions
- profit impact: Volume purchased/ percentage of total
purchased cost/ impact on product quality or business
growth
« supply risk: Availability/number of suppliers/competitive
demand/ make-or-buy opportunities/ storage risks/
substitution opportunities

18



Kraljic's Supply Matrix

High
Bottleneck Items Strategic Items
* Ensure supply * Form partnerships
~
N
&
2
o
a
@ Leverage Items
Non-Critical Items . .
il ¢ Exploit purchasing
* Simplify and i
power and minimize
automate
cost
Low
Low Profit Impact

High

Figure 1: Kraljic's supply matrix
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Fisher's Supply Chain Matrix

Product Nature
Functional Innovative

Supply Chain Strategy

Efficiency Mismatch

Responsiveness Mismatch

Source: Fisher (1997)

Figure 2: Fisher’'s Framework
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- Component forecast accuracy
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- Component financial impact
« Component clockspeed
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Qualitative Approach to Sourcing Strategy

« Not Necessarily same as finished goods forecast accuracy

+ Strategic, leverage, bottle neck or
non-critical items

Possible Decisions:

+ Dual Sourcing

Long Term Contracts
Maximize Flexibility
Minimize Lead Time
Minimize Total Landed
Cost

Option Contracts
Portfolio Approach
Strategic Partnering

D

+ The speed that componen  t’s technology
changes relative to other  components in the system

Figure 3: A qualitative approach for evaluating component sourcing
strategy
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Summary

- Qutsourcing has both benefits and risks
- Buy/make decisions should depend on multiple aspects

- Procurement strategies vary from component to
component

- Four categories important in selecting suppliers:
component forecast accuracy, clockspeed, supply risk,
and financial impact

26
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