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CHAPTER 1
INTRODUCTION
TO PURCHASING
AND SUPPLY
CHAIN
MANAGEMENT
LEARNING OBJECTIVES After reading this chapter you should be able to:

● Appreciate the flows of materials through an organization

● Understand the roles of operations, materials and logistics

● Identify the separate activities of supply chain management

● Review the importance of supply chains and their management

● Describe the role of purchasing as a key element of supply chain management

● Discuss the reasons why purchasing is an important function in every organization

● List the benefits of good purchasing

● Review the development of purchasing as a management function
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THE CONTEXT OF PURCHASING

This book looks at the way that organizations buy their materials. In principle, we
all know what buying means, as we do it every time we go into a shop and hand over
money in exchange for something that we want. But imagine that you had to buy
20 Airbus A380s, or new computer chips that had to be designed especially to meet
your company’s production next year, or transport to move goods regularly from
northern China to the Czech Republic – or any large or complicated purchase.
Purchasing can be very complicated and expensive. This book gives an introduction
to the diverse area of purchasing.

We have to start our look at purchasing by giving some context. For example, we
have to discuss the type of things that organizations buy, exactly how they buy them
and how they move through supply chains. We start this by reviewing the flow of
materials needed by an organization.

Every organization buys materials from suppliers, uses these in operations to
make products and passes the results on to customers (as shown in Figure 1.1).
Materials come in many different forms that include raw materials, components,
equipment, information, utilities, money and other resources – and there are many
types of operations that include manufacturing, serving, transporting, selling,
training, etc. The main outputs are the organization’s products. For example, La
Boulangerie Restaurant uses food, chefs, kitchen, waiters and its dining area; its
operations include food preparation, cooking and serving; the main outputs are
meals, service, customer satisfaction, etc.

It is easiest to imagine these activities in manufacturers like Toyota, Hewlett
Packard, Carlsberg and Bayer that make tangible goods, but the same principles
apply in organizations that deliver services, such as Lufthansa, MasterCard, Voda-
fone and Axa. They all have a core set of operations that take different materials and
convert them into products (Waters, 2002). There was a traditional distinction be-
tween manufacturers and service providers, but you can see that this is rather mis-
leading, as every product is really a complex package that contains both goods and
service. For example, Ford manufacture cars, but they also give services through
warranties, after-sales service, repairs and finance packages. McDonald’s give a
combination of goods (burgers, cutlery, packaging, etc.) and services (when they sell
food and look after the restaurant). HSBC give a banking service, but they also
deliver cash, cheque books, statements, credit cards and a range of other goods.

FIGURE 1.1

The flow of materials
through an organization

Suppliers Materials Operations Products Customers
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A much better picture has organizations making a spectrum of products. At one
end of this spectrum are products that are predominantly goods, such as cars,
washing machines, clothes and furniture; at the other end are products that are
predominantly services, such as education, banking, transport and internet services.
In the middle are products with a more even balance, such as restaurant meals,
hospitals, landscape gardeners and some websites.

We now have a basic view of organizations:

1 Acquiring various types of materials.

2 Using these in operations to make products.

3 Delivering finished products to customers.

We can characterize these three as ‘buying, making and selling’ – in the way that
General motors spends $100 billion a year buying materials, uses these to make ten
million vehicles, and sells them to customers around the world. In this book we
focus on the first of these, discussing the ways that organizations buy – or more
generally acquire – all the materials they need. This is an essential activity in every
organization. But it is only one step in organizing the flow of materials from sup-
pliers and on to customers.

Flow of materials

Every organization has to acquire materials for its operations, whether it is a man-
ufacturer buying parts from suppliers, a retailer with deliveries of goods from
wholesalers, a television news service collecting reports from around the world, a
health service organizing supplies of medicines, a restaurant buying food from
markets, a market research company collecting information from customers – or any
other organization. To be completely general, we describe all these various inputs as
materials. Sometimes these are obvious – for instance, when a power station buys
coal from a mine, a construction company organizes a delivery of concrete, or a
manufacturer buys computer chips. At other times they are less clear, such as a
company buying legal advice, insurance or market information. Everything that an
organization needs for its operations has to be acquired, and this includes raw ma-
terials, components, parts, equipment, spare parts, information, commercial ser-
vices, expertise, consumables, energy, transport, money, utilities – and anything else
you can think of.

You can imagine materials flowing into an organization from different suppliers,
moving through the operations and then on to customers. These flows need careful
management, and the function responsible is logistics (Waters, 2009).

Purchasing as part of logistics

Logistics consists of a series of related activities, each of which contributes to the
overall movement of materials. You can imagine these separate activities by con-
sidering the movement of materials through an organization, which typically in-
volves the following (Waters, 2009).

Purchasing The flow of materials into an organization is usually initiated by a
purchase order sent to a supplier. This means that a purchasing department finds
suitable suppliers, negotiates terms and conditions, organizes delivery, arranges

Materials
Are all the diverse mix of

things that an

organization needs to

perform its operations.

Logistics
Is the broad function

responsible for all

aspects of the movement

and storage of materials

on their journey into,

through and out of an

organization.
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insurance and payment and does everything needed to get materials into the
organization.

Inward transport is responsible for the movement of materials inwards from sup-
pliers to an organization’s receiving area. For this managers have to choose the type
of transport (road, rail, air, etc.), find the best transport operator, design a route,
make sure that all safety and legal requirements are met, get deliveries on time and at
reasonable cost and so on.

Receiving accepts materials into the organization, making sure that materials
delivered match an order, acknowledging receipt, unloading delivery vehicles,
inspecting materials for damage and sorting them.

Warehousing moves materials into storage and makes sure that they are available
quickly when needed. Warehousing also takes care of stored materials, giving the
right conditions, treatment and packaging to keep them in good condition until
needed. This is particularly important for, say, frozen food, drugs, alcohol in bond,
chemicals that emit fumes, animals and dangerous goods.

Stock control designs policies for managing inventory. It considers the materials to
store, stock levels, investment, customer service levels, order sizes, order timing and
so on.

Order processing deals with the orders submitted by customers and ensures that
their deliveries are properly organized. This forms a key link between an organiza-
tion and its customers, and it affects the broad area of customer service.

Order picking finds and removes materials from stores and gets them ready for
delivery to customers. Typically materials needed for a customer order are located,
identified, checked, removed from racks, consolidated into a single load, wrapped
and moved to a departure area for loading onto delivery vehicles. Labels and ship-
ping documents can also be prepared at this point.

Packaging is used to make sure that materials are properly protected for their on-
ward movements and are easy to move.

Material handling moves materials through the operations within an organization.
It moves materials from one operation to the next, and also moves materials into
and out of storage. The aim of materials handling is to provide efficient movements,
with short journeys, using appropriate equipment, with little damage, and using
special packaging and handling where needed.

Outward transport takes materials from the departure area and delivers them to
customers (with concerns that are similar to inward transport).

Recycling, returns and waste disposal Even when products have been delivered to
customers, the work of logistics may not be finished. Sometimes there can be pro-
blems with delivered materials – perhaps they were faulty, or too many were deliv-
ered, or they were the wrong type – and they have to be collected and brought back.
Sometimes associated materials such as pallets, delivery boxes, cable reels and con-
tainers (the standard 20 foot long metal boxes that are used to move goods) have to
be returned to suppliers for re-use. Some materials are brought back for recycling,
such as metals, glass, paper, plastics and oils. And some materials cannot be recycled
but are returned for safe disposal, such as dangerous chemicals. Activities that return
materials back to an organization are called reverse logistics.

Reverse logistics
Occur whenever

materials are returned by

customers to their

original suppliers.

4 CHAPTER 1 INTRODUCTION TO PURCHASING AND SUPPLY CHAIN MANAGEMENT

Copyright 2010 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.

Licensed to:



Location Logistics activities are typically spread over many locations – perhaps
with stocks of finished goods held at the end of production, in regional logistics
centres, in local warehouses, in customers’ stores or a range of alternatives. Man-
agers have to find the best location for each activity, with related questions about the
size and number of facilities and their relationships. These decisions set the under-
lying structure of supply chains.

Communication Alongside the physical flow of materials is the associated flow of
information about products, customer demand, materials, movements, schedules,
stock levels, availability, problems, costs, service levels and so on. The Council of
Supply Chain Management Professionals highlights the combination of materials
and information flow in their definition:

Logistics management (is the function) that plans, implements and controls the effi-
cient, effective forward and reverse flow and storage of goods, services and related

LEARNING FROM PRACTICE

Malaheim Kessinger

Malaheim Kessinger is a food wholesaler, delivering to
supermarkets in northern Europe. Although it does not
routinely separate logistics costs, the managers of one
warehouse did some calculations to judge their scale.
They used some estimates, opinions and simplifica-
tions, but feel that they have a reasonable starting
point for further analyses. The following figures show
the costs incurred for each �10,000 of net sales.

a. Cost of sales. �5,800
– being the cost of purchasing
items that are sold-on to
customers, including
administration of the purchasing
office.

b. Transport inwards. �300
– cost of bringing goods from
suppliers and delivering them to
the warehouse

c. Other costs of delivery to
warehouse.

�400

– a general category that covers all
other costs associated with
supplier relations

d. Warehousing and handling. �600
– costs of receiving materials,
checking, sorting, moving to the
warehouse and storing

e. Stock financing �100
– cost of financing stock, including
debt charges.

f. Sales force. �1,200
– including salaries and all other
costs of the sales office.

g. Special promotions. �300
– including presentations, visits
and samples

h. Delivery to customers. �500
– costs of taking goods out of the
warehouse and delivering to
customers

i. Debt financing. �250
– costs of financing plant and
equipment

j. Information processing. �200
– including all aspects of order
processing

k. Returns and recycling. �50
– cost of recovering pallets and
any other materials returned to the
warehouse

These figures are open to interpretation, but an
initial estimate is that transport (b þ c þ h) accounts
for 12 per cent of sales and warehousing (d þ e) a
further 7 per cent.
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information between the point of origin and the point of consumption in order to meet
customers’ requirements (The Council of Supply Chain Management).

In different circumstances, many other activities can be included in logistics, such
as sales forecasting, demand management, production planning, quality manage-
ment, overseas liaison, third party operations and so on. All of these activities must
work together to ensure a smooth and efficient flow of material.

SUPPLY CHAIN MANAGEMENT

We have focussed on the movement of materials through a single organization – but
no organization ever works in isolation. Specifically, each acts as a customer when it
buys materials from its own suppliers, and then it acts as a supplier when it delivers
materials to its own customers. For instance, a wholesaler acts as a customer when
buying goods from manufacturers, and then as a supplier when selling the goods to
retailers. A component maker buys raw materials from its suppliers, assembles these
into components, and passes the results on to other manufacturers.

Then products move through a series of organizations as they travel from original
sources of raw materials through to final customers of finished products. Milk moves
through a farm, tanker collection, dairy, bottling plant, distributor and supermarket
before we buy it. A toothbrush starts its journey at an oil well, and then it passes
through pumps, pipelines, refineries, chemical works, plastics companies, manu-
facturers, importers, wholesalers and retailers before finishing in our bathrooms.

Each organization describes activities in front of it – moving materials inwards
from suppliers – as upstream; those after the organization – moving materials out-
wards to customers – are called downstream. Upstream activities are divided into
tiers of suppliers (shown in Figure 1.2). A supplier that sends materials directly to
the operations is a first tier supplier; one that send materials to a first tier supplier is
a second tier supplier; one that sends materials to second tier supplier is a third tier
supplier, and so on back to the original sources. Customers are also divided into
tiers. One that gets a product directly from the operations is a first tier customer; one
that gets a product from a first tier customer is a second tier customer; one that get a
product from a second tier customer is a third tier customer, and so on to final
customers. Then a manufacturer might have a sub-assembly company as a first tier
supplier, a component maker as a second tier supplier, a materials company as third
tier supplier and so on. It might see wholesalers as first tier customers, retailers as
second tier customers and end-users as third tier customers.

FIGURE 1.2 Activities in a simple supply chain

Initial
supplier

Upstream activities

Organization

First
tier

supplier

First
tier

customer

Final
customer

Third
tier

supplier

Second
tier

supplier

Third
tier

customer

Second
tier

customer

Downstream activities

Upstream
The tiers of suppliers in

front of an organisation

moving materials in.

Downstream
The tiers of customers

after an organisation

receiving its products.
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Every product has its own unique supply chain. A supply chain in Cadbury’s
starts with cocoa beans growing on farms and ends when hungry customers buy bars
of chocolate. A supply chain for Diesel jeans starts with someone growing a field of
cotton and ends when you buy them in a shop. The supply chain describes the total
journey of materials as they move ‘from dirt to dirt’ (Cooper et al., 1997).

In reality, supply chains come in a huge variety of configurations. Some are very
short and simple – such as a cook buying potatoes directly from a farmer, or a
manufacturer selling directly to final customers. Others are very long and compli-
cated, with a large number of members. Each member of the chain can buy materials
from many different suppliers and sell products to many different customers, so a
supply chain converges on a key organization as raw materials move in through the
tiers of suppliers, and it diverges as products move out through tiers of customers
(illustrated in Figure 1.3). And loops and different types of transaction can make
supply chains surprisingly complicated. For instance, when you buy a jacket it has a
long journey that starts with a farmer growing cotton – but many chains merge as
buttons, polyester, dyes, patterns, packaging and other materials join the main

FIGURE 1.3 Typical supply chain around a manufacturer
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process (each of which can involve its own complex series of manufacturers, mer-
chants, agents, brokers, distributors, transporters, branches, wholesalers, retailers
and other intermediaries).

An organization can work with many – often thousands – of different products, each
of which has its own supply chain. So the French company Carrefour is Europe’s
largest retailer and comes at the end of tens of thousands of supply chains; Mittal’s steel
is used by countless other companies, Microsoft’s systems are used for huge amounts of
information transfer. The supply chain for a product like a car is very complex, span-
ning many suppliers, different types of operations, geographical locations, technology,
types of customers and so on (with Figure 1.4 suggesting a very simplified view).

FIGURE 1.4

Simplified view of the
supply chain for car
assembly
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Different terms

Some people argue that the term ’supply chain’ does not reflect the real complexity,
and they prefer to talk about supply networks or supply webs. This reinforces Peck’s
(2006) view of a complex ‘flow of materials, goods and information (including
money), that pass within and between organizations, linked by a range of tangible
and intangible facilitators, including relationships, processes, activities and in-
tegrated information systems’. People may also describe a supply chain in terms of a
process when they emphasize the operations, a logistics channel when they empha-
size marketing, a value chain when they look at the value added, and a demand
chain when they consider customer satisfaction.

Porter’s (1985) view of a value chain is particularly well-known, and is sum-
marized in Figure 1.5. This considers the series of value-adding activities that leads
to satisfied customers and draws a distinction between primary activities (inward
logistics, operations, outward logistics, marketing, sales and customer service) and
support activities (business infrastructure, human resource management, technology
development and purchasing). Some people argue that a value chain is a broader
concept (as everyone within an organization works in the value chain – but not
everyone works in the supply chain). And the basic model can be criticized for
limiting the role of operations, separating consumer service, excluding key func-
tions, nor reflecting the real flow of materials, focussing on a single organization
rather than a linked network of firms, and so on.

The different terms people use to describe supply chains generally show semantic
preferences rather than real differences of principle. We know that materials move
through a complex series of organizations and operations between original suppliers
and final customers – and in this book we stick to the usual convention of describing
this as a supply chain.

We have said that logistics is responsible for the movement of materials, and this
definition leads to an alternate title of supply chain management. Generally, ‘logis-
tics’ and ‘supply chain management’ refer to the same function and the terms can be
used interchangeably. This is the view of the Chartered Institute of Logistics and
Transport who define logistics as, ‘the time-related positioning of resources, or the
strategic management of the total supply chain’ (Chartered Institute of Logistics and
Transport, 1998–2009).

FIGURE 1.5 Porter’s value chain
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PURCHASING

Any movement of materials through a supply chain needs some trigger to actually
initiate the flow. This is usually given by a purchase order, which is essentially
a message that an organization sends to a supplier, saying, ‘We have agreed terms,
so send us the following materials.’ In response the supplier delivers the materials
requested, and is paid an agreed amount.

Purchasing is the function responsible for issuing purchase orders and initiating the
flow of materials.

We have to be careful with terms here, as many transactions are not simple
purchases, but include rental, leasing, contracting, exchange, gifts, borrowing and so
on. It is really more accurate to talk about the acquisition of materials, or more

LEARNING FROM PRACTICE

Breakfast cereal supply chains

At first sight, breakfast cereal producers have relatively
straightforward supply chains. They buy grains from
farmers, process these into their distinctive products
and pass the results on to customers. But if you look
at the list of ingredients on a typical packet of cereal
you see that the producers need more than cereal.
For instance, Kellogg’s Crunchy Nut lists the in-
gredients as ‘maize, brown sugar, peanuts, sugar,
honey, barley malt flavouring, salt, glucose-fructose
syrup, niacin, iron, vitamin B6, riboflavin, thiamine,
folic acid and vitamin B12 (Kellogg, 2009)’.

Cereal producers also need associated materials,
such as board to make the packets, labels, plastic

wrapping and so on. And they also have to buy all the
services, such as transport, equipment suppliers, fi-
nance, market information and so on. Each of these
has to move through its own supply chain to reach a
Kellogg’s plant, where the cereal is manufactured,
packed and sent to distributors who move the cereals
to retailers and on to end customers.

The result is a surprisingly complex number of
transactions and flows of material, information
and money, a simplified version of which is shown in
Figure 1.6.

FIGURE 1.6 Outline of the supply chain for breakfast cereals

Farmers

Ingredient 
supplies

Manufacturing Packing

Packaging
manufacturers

Raw
materials

Distributors Retail
shops

Customers

Other
supplies

Purchasing
Is responsible for

acquiring all the

materials needed by an

organization. It consists

of the related activities

that organize the flow of

goods, services and

other materials from

suppliers into an

organization.

10 CHAPTER 1 INTRODUCTION TO PURCHASING AND SUPPLY CHAIN MANAGEMENT

Copyright 2010 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.

Licensed to:



commonly procurement. Some people argue that purchasing describes the actual
buying, while procurement has a broader meaning which includes different types of
acquisition (leasing, rental, contracting, etc.) as well as the associated work of
identifying and selecting suppliers, negotiating, agreeing terms, expediting, mon-
itoring supplier performance, analysing orders, material administration, developing
purchasing systems and so on. But these differences are largely semantic – and we
are interested in the principles rather than drawing artificial boundaries around
functions. Here we follow the usual custom of using ‘purchasing’ and ‘procurement’
interchangeably as including all the activities needed to acquire materials.

Purchasing organizes the transfer of materials and arranges the change of own-
ership and location, but another function – usually transport – actually delivers
them. So procurement is largely concerned with processing information – it passes
information backwards to describe what customers want, and it passes information
forwards to say what suppliers have available. It forms the key link between buyers
and sellers, making sure that organizations get ‘the right materials, from the right
suppliers, in the right quantity, in the right place, at the right time, with the right
quality’. To achieve this, purchasing departments need a range of skills that start
with assessing the needs of internal customers, move through all the detailed trans-
actions of acquisition, and finish with follow-up after delivery. We discuss these
skills in the rest of the book.

Strategic purchasing

The basic activities of purchasing often seem to be shorter-term rather than strategic.
This has been the traditional view, but it is misleading as procurement has a major
impact on an organization’s long-term performance and even its survival. Imagine a
village garage that finds it can only buy supplies of petrol from its wholesaler for 5
per cent more than a local supermarket is selling it to customers – put simply the
village garage does not have much future in selling petrol. In the same way, planning
the way that materials are acquired, ensuring availability of scarce resources,
developing relations with suppliers, designing systems for material acquisition,
supporting the organization’s broader strategies, moving to global sourcing, in-
troducing e-business and a host of other activities all have a strategic impact.

LEARNING FROM PRACTICE

Girot’s Fish Restaurant

Marcel Carpentier is the owner and chief chef at Gir-
ot’s Fish Restaurant in Marseilles. Every morning he
goes to the fish market to see what is looking good,
and then plans the menus he will feature in the eve-
ning. These menus need a range of other ingredients,
particularly fresh vegetables. Marcel has a program on
his computer that allows him to select recipes and the
number of servings needed, and then it lists the in-
gredients to buy. In the past, Marcel would take this
list to his suppliers, select the produce, discuss

conditions, pay in cash and take the ingredients back
to his restaurant. Now the program connects to his
regular suppliers’ websites and allows him to submit
orders automatically. When the suppliers receive
Marcel’s orders, they understand his requirements
and deliver ingredients late in the afternoon. In the very
few instances that there have been problems, this
gives Marcel enough time to get replacements. His
account with the suppliers is automatically paid at the
end of every working week.
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The recognition that purchasing is not just an administrative task, but has a
strategic impact has been at the heart of purchasing development in recent years.
Some people have felt that the old term of purchasing is inadequate to describe this
new trend, and prefer to use supply management, which the Institute for Supply
Management defines as, ‘The identification, acquisition, access, positioning and
management of resources and related capabilities an organization needs or poten-
tially needs in the attainment of its strategic objectives (Flynn et al., 2006).’ Un-
fortunately, this term can be rather confusing, so we will generally avoid it.

WHY PURCHASING IS IMPORTANT

The main argument for the importance of purchasing is clear – every organization
needs a supply of materials; purchasing is responsible for organizing this supply; so
purchasing is an essential function within every organization. To put it simply,
purchasing forms an essential link between organizations and gives the trigger for
moving materials through supply chains.

This leads to the second argument for the importance of purchasing, which says
that it affects broader organizational performance. If purchasing is done badly, ma-
terials do not arrive, or the wrong materials are delivered, in the wrong quantities, at
the wrong time, with poor quality, at too high price, low customer service and so on.
If it is done well, purchasing can give a significant competitive advantage. A former
vice president of AT&T summarized this view by saying that, ‘Purchasing is by far the
largest single function at AT&T. Nothing we do is more important (Tully, 1994).’

Many features of an organization’s products originate with their purchase of
materials. For instance, the features of a Dell computer depend on the efficient
purchase and delivery of Intel chips, Seagate hard drives, Radeon video cards, Mi-
crosoft software, Canon scanners and so on. If purchasing were done differently,
Dell’s products would also be different. Unfortunately, Coca-Cola noticed this effect
in 1998 when some of its production from a Belgian bottling plant was

LEARNING FROM PRACTICE

General Electric

General Electric (GE) is one of the world’s largest
corporations, and is a major supplier of aircraft jet en-
gines. In 2004, a British Airways Boeing B-777 aircraft
taking off from Houston’s George Bush Inter-
continental Airport experienced an in-flight emergency
when an engine manufactured by GE caught fire. Ac-
cording to GE and National Transportation Safety
Board (NTSB) documents, the cause of the malfunc-
tion was a fatigue crack in a high-pressure turbine
blade. The failed blade caused a severe vibration in the
engine, which ultimately damaged an oil seal, allowing
engine oil to enter air lines. Subsequently, the plane’s
cockpit and passenger cabin were filled with smoke

and fumes. The flight crew declared an emergency
and made an immediate landing back in Houston.

The problem arose because a casting for the tur-
bine blade had been misidentified with an incorrect
part number. Because of this mistake, the turbine
blade remained in service far beyond its specified
limits, allowing the fatigue crack to appear. And GE’s
in-plant inspections designed to prevent such an error
were found to be inadequate. An internal investigation
showed that employees had failed to notice the error
when they processed the part and cleared it for in-
stallation. The error ultimately cost GE $8 million and
made it the subject of an NTSB investigation.
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contaminated (Deogun, 1999). Their chief scientist said that the problem was
quality lapses at the plant that allowed contaminated carbon dioxide to enter final
products. Coca-Cola did not test the gas when it arrived, assuming that the supply
was pure; the supplier did not test the gas, as Coca-Cola had not asked for an
analysis to verify the quality. A mistake in purchasing had serious effects on final
product quality. A similar problem occurred with a consignment of heparin (used to
thin the blood and prevent clots after surgery) which has been linked to four deaths
and 350 allergic reactions in the USA (Fairclough and Burton, 2008). Baxter In-
ternational bought the heparin from Scientific Protein, who in turn bought it from
small suppliers in China, where there was difficulty in monitoring product quality.

A firm’s operations can also depend on the services offered by suppliers. For
instance, a supplier that guarantees fast delivery of materials can reduce a product’s
lead time and increase availability – while an unreliable supplier makes it difficult to
deliver products as promised. And when there is co-operation between firms and
their suppliers, there can be dramatic improvements to product designs. For in-
stance, when purchasing managers are involved in the design of new products they
can suggest standard components rather than specially tailored ones, more readily
available materials, materials with shorter lead times and cheaper alternatives that
reduce costs. Empirical evidence suggests that companies which involve purchasing
managers early in their new product development plans reduce material costs by 20
per cent, improve material quality by 20 per cent, and reduce product development
time by 20 per cent. Car makers have noticed this effect, where surveys in the 1980s
suggested that better management of supplies gave Japanese car makers an ad-
vantage of $300 to $600 a car over their US counterparts (Taylor, 1994) – and
surveys some 20 years later found that Japanese companies still pay much more
attention to supplier relations and gain a significant cost advantage (Verespel, 2005).

Despite other benefits, the suggestion that better purchasing gives lower costs is still
a dominant factor for many managers. Surveys suggest that in a typical manufacturer
50 per cent of the cost of goods sold is spending on material (Industry Week, 2007) –
and this often rises high as 70 per cent (Lysons, 2000). Raw materials are becoming
relatively more expensive and manufacturers outsource more of their operations, so
the amount they spend with suppliers is steadily rising. As a result, a relatively small
improvement in purchasing costs can give a substantial benefit. Suppose that a com-
pany buys raw materials for �60, spends �40 on operations and then sells the product
for �110. It clearly makes a profit of 110 – (60 þ 40) ¼ �10 a unit. Now suppose that
procurement negotiates a 5 per cent discount on materials. Materials now cost 60 �
0.95 ¼ �57, and with the same selling price the �3 saving goes straight to profit. The
profit on each unit now jumps to �13 – with a 5 per cent decrease in materials costs
raising profit by 30 per cent. Using the same reasoning, Philips Electronics found that
a 2 per cent reduction in their purchasing expenditure increased their return on assets
by almost 16 per cent (Philips Electronics, 1999).

Benefits from good purchasing

We know that purchasing is an essential function and have reviewed some benefits
from doing it well. Before moving on we can summarize these benefits and say that
good purchasing:

● Provides an efficient service to internal customers (who are all the internal users for
whom materials are acquired)

● Gives a reliable flow of materials into an organization, ensuring that they are available
when needed
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● Identifies and selects the best suppliers and develops good relations with them

● Encourages product innovation and improvement, through co-operation with suppliers

● Improves product quality, by using the best available suppliers and materials

● Negotiates good terms that reduce the unit cost of purchased materials

● Encourages the use of standard and readily available materials, again reducing costs

● Reduces the amount of stock needed to cover for uncertainty

● Gives fast flow of materials through supply chains, again reducing stock

● Allows more flexible operations and better service to customers

● Co-ordinates purchasing of different materials and reduces the overall effort

Clearly, there may be other benefits to consider, but the message is already clear –
good purchasing brings major benefits.

CHANGING ROLE OF PURCHASING

In recent years the role of purchasing has changed considerably. It used to be viewed
as a clerical job of buying the materials requested by users. Now it is recognized as
an important management function in its own right, with a strategic impact on
organizational performance. Commentators have suggested that purchasing has
changed more in the past 15 years than the previous 150. There are many reasons for
these changes. Some are related to changing patterns of purchasing – with more
outsourcing, growth of e-business, global sourcing, strategic alliances and partner-
ships, use of fewer suppliers, more demanding customers and so on. Other changes
are responses to movements in the business environment – with increasing compe-
tition, varying prices for raw materials, increasing technology, economic un-
certainty, changing power in supply chains, deregulation and so on. The following
list gives some factors that have influenced changes in purchasing (Waters, 2007).

WORKED EXAMPLE

Last year Jumail Alhama Limited had total sales of �54
million. Their direct costs were �29 million for materi-
als, �14 million for employees and �6 million for over-
heads. What is the effect of reducing the cost of
materials by 1 per cent? If material costs are not re-
duced, how much would sales have to increase, or
overheads fall, to get the same effect?

Solution

The actual profit last year was 54 � (29 þ 14 þ 6) ¼ �5
million.

If the cost of materials drops by 1 per cent, it falls to
29 � 0.99 ¼ �28.71 million, saving � 0.29 million. The
profit rises to 54 � (28.71 þ 14 þ 6) ¼ �5.29 million.
A 1 per cent decrease in materials costs increases
profits by 5.8 per cent. Profit as a percentage of sales
rises from 9.3 per cent to 9.8 per cent.

If material costs do not change, and assuming that
other costs remain the same proportion of sales value,
then sales would have to rise by 5.8 per cent to �57
million to get the same increase in profit.

To get the same extra profit the overheads would
have to fall by �0.29 million or 4.8 per cent.
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Changing management attitudes
● Recognition that purchasing is an essential function that has a strategic impact and

must be managed properly

● Identification of the high costs of procurement – with improvements bringing
significant benefits

● Increasing concerns about risk to extended supply chains and their vulnerability to
accidents

LEARNING FROM PRACTICE

John Deere

John Deere is a manufacturer of farm and construction
equipment with headquarters in Moline, Illinois. The
company puts a lot of emphasis on the efficiency of its
purchases, as you would expect in a company with
sales of $30 billion and material purchases that amount
to 70 per cent of production costs. Their Achieving
Excellence Programme is ‘a significant part of the pro-
cess in our supply management strategies’ with an
objective ‘to drive continuous improvement and provide
mutual benefits to both John Deere and our suppliers’.

But purchasing was not always so efficient, and in
the 1980s they had problems with long lead times that
could leave customers waiting up to 6 months for
equipment. Competition from more nimble companies
meant that such delays were no longer acceptable,
and the company urgently looked for ways to speed
things up.

A new management team soon realized that a key
step was to reduce the number of suppliers. The
company had moved heavily towards outsourcing
non-core operations, and was buying from more than
14,000 suppliers, with more than 80,000 in their da-
tabase. Each business unit within the company did its
own purchasing, with little co-ordination of effort.

Then in 2000 the company spent $7 million on a
drive to develop long-term relationships with a small
number of core suppliers. And senior managers could
soon report that, ‘The hard dollar return was $22 mil-
lion. There’s also a big soft-dollar return on things like
lower inventory and reduced floor space. But the most
important benefit is the building of deep, loyal trust
with suppliers.’

John Deere improved its purchasing procedures,
with specialists analysing purchases for the whole

company and assigning items to one of four cate-
gories – unique items, critical items, generics and
commodities. Then the best procedure was designed
for purchasing each item. For example, local sites
could buy items that are only used at their location,
while company teams would co-ordinate purchases of
items that were used more widely.

An increasing emphasis on costs meant that
managers could identify a supplier with higher than
expected costs – and then send a team to improve
performance. Other improvements looked at educa-
tion, training and development of e-procurement. The
early initiatives developed into an Achieving Excel-
lence Programme, with an emphasis on continuous
improvement. The objectives of this programme can
be summarized as:

● Developing mutually beneficial and profitable
relationships with suppliers that allow the company
to achieve its mission

● Using quality improvement and cost management
to control total spending

● Providing objective measures that can be used for
strategic sourcing decisions

● Presenting accurate and timely information about
performance – and recognizing suppliers that give
outstanding performance

● Encouraging continuous improvement – sharing
resources whenever necessary

● Strengthening communications between John
Deere and their suppliers, assisting with technical
support, innovation and expertise

● Integrating supplies to all John Deere processes
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● A movement away from confrontational relationships and towards increasing
co-operation through alliances, partnerships, collaboration and other arrangements

Changes in the nature of markets
● Fiercer competition forcing organizations to take every opportunity to improve operations

● Global operations meaning that new competitors are continually entering established
markets – a trend that is encouraged by free trade areas such as the European Union
(EU) and North American Free Trade Area

● Power in the supply chain moving downstream to retailers and customers

● Concentration of ownership meaning that a few large companies with economies of
scale dominate many industries

Other changes in retail markets, such as 24-hour opening, home deliveries, out-of-
town shopping malls, retail parks, telephone and on-line shopping

Changes in the nature of customers
● Growing emphasis on customer satisfaction – and recognition that this depends

on purchasing

● More knowledgeable customers who can use new technology like the web to
compare products offered by widely dispersed suppliers

● More demanding customers who want higher quality, lower costs, faster delivery
and generally better service

● More diverse customers who use advanced communications to state clear and
precise requirements

Changes in business operations
● New types of operations – such as just-in-time, lean operations, time compression,

flexible manufacturing, mass customisation, virtual operations, etc.

● Improved communications allowing electronic data interchange (EDI), electronic fund
transfer (EFT), e-commerce, bar coding, radio frequency identification (RFID), improved
contacts with trading partners, electronic point-of-sales-data (EPOS), global positioning,
satellite navigation and so on

● Broader effects of technology giving improved vehicle design, automated
warehouses, driverless vehicles, new materials for packaging, etc.

● Organizations focussing on their core operations and outsourcing peripheral
activities to third parties

Changing views of society
● Growth of the service – and information – economy at the expense of traditional

manufacturing

● Changing attitudes towards transport, with growing concerns for road congestion,
air pollution, climate change, environmental damage, waste disposal, road
construction, safety and a host of other green issues

● Deregulation of transport to increase customer choice and competition

This may seem like a long list, but it is by no means comprehensive and only begins
to describe the pressures for changes to purchasing. Other pressures include eco-
nomic uncertainty, uncertain market conditions, political changes, deregulation of
business, rising costs, shortage of skilled staff, fluctuating exchange rates, industrial
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disagreements, potential accidents, wars, change of ownership and a whole host of
other factors.

Development of purchasing

Purchasing managers have to respond to these pressures, or else more entrepreneurial
competitors gain an advantage. The main thrust of the change is that purchasing has
moved from an essentially administrative or clerical task to a core management
function. Historically, people working in purchasing had an ordered and predictable
life; when someone in their firm wanted materials they came to the purchasing de-
partment and asked them to send out orders. For larger orders the purchasing de-
partment asked a shortlist of suppliers to submit competitive tenders, and then they
generally accepted the cheapest bid. This routine approach worked until innovative
competitors began to introduce new ideas that were based on worldwide searches for
the best suppliers, closer relationships with chosen suppliers, long-term contracts,
supplier participation in product development, sharing information with trading
partners, integration of activities along supply chains and a host of other ground-
breaking ideas. These brought dramatic reductions in cost, improvement of quality,
reduced lead times, better reliability and other related improvements.

Senior managers soon recognized that purchasing could be dramatically improved,
so they began to demand changes – with efficient procurement not seen as a luxury,
but as an essential part of normal operations. These new requirements changed both
the type of people working in procurement and the methods that they use.

Of course, our suggestion that purchasing had a stable and unchanging history is a
gross simplification, and we should give a brief review of its evolution. This goes back
to very early roots, where the need to acquire materials has been around throughout
history, and the purchasing transactions were formalized with the introduction of
money. However, our interest really starts much later, perhaps with Charles Bab-
bage’s reference in 1832 (Babbage, 1832) to the importance of purchasing and his
description of a ‘materials man … who selects, purchases, receives and delivers all
articles required’. By 1887 an early book on purchasing – ‘The handling of railway
supplies; their purchase and disposition’ – was written by the Comptroller of the
Chicago and Northwestern Railroad (Fearon, 1968; 1989). He discussed purchasing
issues that are still relevant today, such as the importance of buyers having technical
knowledge and the need to centralize purchasing in a single department.

By 1905 ‘The Book on Buying’ (Fearon, 1968; 1989) outlined the broad principles
of procurement, and organizations gradually gave more attention to the subject over
the first half of the 20th century. There was additional impetus during the Second
World War when organizations struggled to obtain the scarce resources that they
needed. However, this progress was not universal and in 1953 Hill noted that, ‘For
many firms, purchases were simply an inescapable cost of doing business which no one
could do much about … the purchasing function has not yet received in full measure
the attention and emphasis it deserves (Hill, 1975).’ In 1964 Henderson could still say
that executives neglected procurement as they did not consider it important for
mainstream problems, and they found it hard to imagine a company being successful
through good procurement. He summarized the position by saying that, ‘Procurement
is regarded as a negative function; it can handicap the company if not done well but
can make little positive contribution (Henderson, 1964).’ Many organizations cer-
tainly improved procurement as a way of reducing costs, but there is no doubt that
other functions such as marketing and finance overshadowed purchasing.

The early 1970s brought economic disruption with the price of oil tripling, wide-
spread shortages of products and inflation reached historically high levels. There were
shortages of raw materials for manufacturers, national economies moved into
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recession and there was widespread disruption of industry. These conditions en-
couraged new interest in procurement as firms struggled to find the materials they
needed to keep working – and a distinct function of purchasing emerged. For the first
time this had agreed responsibilities and objectives, and it brought efficiencies by
focussing on multiple sourcing, competitive bidding, forceful negotiation of conditions,
tendering based on price, arm’s-length relationships with suppliers and short-term
contracts. However, these practices that dominated in the 1970s could not cope with
conditions that emerged in the 1990s, and purchasing had to deal with the pressures
for change that we listed in the last section. The main response has been towards a
strategic, integrated view of the flows of materials, money and information. Purchas-
ing became a part of an integrated logistic function with an aim of contributing to
broad organizational objectives. Ammer (Ammer, 1974) felt that purchasing could
only be taken seriously when it actively contributed to broad organizational objectives,
with purchasing managers playing a part in non-purchasing decisions.

More specifically, relationships with suppliers moved from adversarial to co-
operative, recognizing that all members of a supply chain want long-term, mutually-
beneficial trading arrangements. This in turn led to supplier development, supplier
involvement in product design, full-service suppliers, total cost procurement, stra-
tegic alliances, e-procurement, collaborative forecasting and planning, information
sharing and a host of other initiatives.

Current position

We can draw three important conclusions from this review of changes to purchasing.

1 Purchasing has continually evolved in response to changing conditions. It has
developed new methods and moved into new areas to give an essential service that
works within the supply chain of every organization. This innovation is continuing in
response to changes in the business environment.

2 The importance of purchasing is growing. It is increasingly seen as a strategic function
with a major impact on organizational performance and success.

3 Purchasing is becoming a more integrated part of logistics, and a core function for the
operations within an organization.

Future changes

Of course, nobody knows exactly what will happen in the future, but we can assume
that some of the current trends in purchasing will continue. There are far too many
of these trends to look at in detail, but it is reasonable to expect that:

● The role of purchasing will continue to expand as it responds to changes in the business
environment

● Performance will improve continuously, in terms of lower costs, faster response, higher
quality products, more customers satisfaction and so on

● The strategic role of procurement will become clearer, as it gives competitive
advantages in more organizations

● Purchasing will become more integrated with other functions, as firms focus on the
overall process of achieving customer satisfaction

● The organizational structure of the purchasing function will continue to evolve

● Relationships with suppliers will become more important as firms use long-term
contracts with a few key sources
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● More non-core activities will be outsourced, putting greater demands on their
procurement

● The skills needed by purchasing staff will continue to change – and attracting,
developing and retaining people with these skills will become more important for
organizational success

● E-commerce will continue to grow, with more efficient communications and information
systems

● New methods will be used for measuring the performance of purchasing and its suppliers

We could continue with a long list to show what purchasing will probably look
like in the future, but you can already see that it is a rapidly changing function. We
describe its progress in the rest of the book.

LEARNING FROM PRACTICE

Trelawney Garage

Brian Trelawney was the third generation of his family
to run the village garage near Truro in Cornwall. Brian
earned his income from the traditional mix of motor
repairs and maintenance, petrol sales, a forecourt
shop and sales of a few second-hand cars. The gar-
age had generated reasonable, but variable, returns
for over 80 years.

In 2006 a new supermarket opened in Truro, in-
cluding a service station. Within the first week, Brian
noticed that his petrol sales had fallen to almost
nothing, and with less passing trade the sales of his
forecourt shop were also hit badly. The basic problem
was that the supermarket was selling petrol at a lower
price than Brian was paying his wholesaler.

Brian rang the wholesaler to see what was hap-
pening, and particularly if the supermarket was running
a loss-leader that would soon finish. The wholesaler
replied that, ‘No, the supermarket is not selling petrol at

a loss. They buy in huge quantities and negotiate very
good terms from the refinery. They buy straight from
the refinery, and avoid wholesalers and other inter-
mediaries. They have efficient operations and work with
small profit margins.’ Brian was understandably wor-
ried and asked the wholesaler about negotiating a new
agreement. The reply was not encouraging. ‘The su-
permarket buys petrol from the refinery cheaper than I
can. Then I have to cover all my costs. Believe me, I
want you to sell as much petrol as possible to increase
my own sales, but I just cannot make any more sav-
ings, and I don’t see how we can compete on price.’
Brian could not think of any way of competing, parti-
cularly as the supermarket’s service station was open
24 hours a day and was easier for customers to get to.
Three months later he was very pleased to accept an
offer for his whole site from a developer who demol-
ished the garage and built an estate of new houses.

CHAPTER REVIEW

● All organizations can be viewed in terms of buying
materials from suppliers, doing operations to add
value, and then distributing products to customers.
This suggests three core functions of ‘buying,
making and selling’

● Materials are all of the things needed by an orga-
nization’s operations, ranging from tangible raw
materials through to intangible information
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● Logistics is the function responsible for all move-
ment and storage of materials on its journey from
original suppliers through to final customers

● Purchasing forms part of the broader logistics func-
tion and is responsible for acquiring all materials. It
initiates the flow of materials through supply chains,
and includes all the related activities that organize
the acquisition of materials from suppliers

● Purchasing is an essential function in every orga-
nization. The way that it is done has a direct effect

on organizational performance, ranging from pro-
duct quality to delivery reliability. It is particularly
important in financial performance, typically ac-
counting for half of an organization’s costs

● Despite its importance, purchasing has not always
had its fair share of attention. Interest only really
grew towards the end of the 20th century – and it
has mushroomed in the past few years. Purchas-
ing has now developed into a key management
function that is continuing to grow in importance

DISCUSSION QUESTIONS

1 Is it true that every organization supplies products to
meet customer demand?

2 What are the core activities in every organization?

3 What is logistics? Why is its importance as an
integrated function increasing?

4 Is there any real difference between a supply chain
and a value chain?

5 Porter’s model of a value chain describes purchasing
as a support activity. What exactly does this mean?

6 Where does purchasing fit into the broader area of
logistics or supply chain management?

7 Why has purchasing become increasingly important
in recent years?

8 How can good purchasing affect the success of an
organization?

9 What skills do you think people working in
purchasing need?

10 What other areas in an organization benefit from
purchasing involvement?

11 Purchasing continues to develop as a key
management function. What challenges do you think
it will face in the future?
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keting, have some articles that cover specific aspects of pur-
chasing. It is useful to do a search for related articles – and if you
search the web for ‘purchasing’ you get about a billion matches.
Some useful articles to get started are:

Anderson M. G. (1998) Strategic sourcing, International Journal
of Logistics Management, 9(1): pp 1–13.

Ellram L. M. and Carr A. (1994) Strategic purchasing: a history
and review of the literature, International Journal of
Purchasing and Material Management, 30(2): pp 10–20.

Giunipero L., Handfield R., and El Tantawy R. (2006) Supply
management’s evolution, International Journal of Production
and Operations Management, 26(7): pp 822–844.

Gonzalez-Benito J. (2007) A theory of purchasing’s contribution
to business performance, Journal of Operations
Management, 25(4): pp 901–917.

Harrington L.H. (1997) Buying better, Industry Week, July 21,
pp 74–80.

Larson P. D. (2002) What is SCM? And where is it? Journal of
Supply Chain Management, 38(4): pp 36–44.

Narasimhan R. (2001) An empirical examination of the underlying
dimensions of purchasing competence, Production and
Operations Management, 10(1): pp 1–15.

Rozemeijer F. A., van Weele A. and Weggeman W. (2003)
Creating corporate advantage through purchasing, Journal
of Supply Chain Management, 39(1): pp 4–13.

Sprague L.G. (2007) Evolution of the field of operations
management, Journal of Operations Management, 25(2): pp
219–238.

There are also a number of books on procurement, and you
might like to look at, such as:

Baily P., Farmer D., Jessop D. and Jones D. (2004) Purchasing
principles and management, London: Financial Times
Prentice Hall.

Burt D. and Dobler D. and Starling S. (2002) World-class supply
management (7th edition), New York: McGraw-Hill.

Carter R.J. and Kirby S. (2006) Practical procurement, Liverpool:
Liverpool Academic Press.

Emmett S. and Crocker B. (2008) Excellence in procurement:
how to optimize cost and add value, Liverpool: Liverpool
Academic Press.

Lysons K. and Farrington B. (2005) Purchasing and supply chain
management (7th edition), London: Financial Times Prentice
Hall.

van Weele A. (2004) Purchasing and supply chain management
(4th edition), London: Thomson Learning.

Leenders M., Johnson F., Flynn A. and Fearon H. (2005)
Purchasing and supply chain management (13 edition), New
York: McGraw-Hill.
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CASE STUDY

Purchasing in Warmionsko Powiat

Warmionsko Powiat is a county in the industrial north
of Poland. Public services in Poland have traditionally
been bureaucratic, with standard procedures and in-
flexible regulations passed down by higher levels of
government. Although conditions have changed since
the political reforms of 1989, and particularly since
Poland joined the EU in 2004, purchasing in
Warmionsko Powiat council still tended to be a cle-
rical, paper-based activity. Then in 2007 they ap-
pointed a new Procurement Director who wanted to
introduce contemporary, entrepreneurial ideas about
purchasing. The Director outlined his aim by saying,
‘The main thrusts of our purchasing department
should be to use technology to simplify and automate
repetitive activities, to improve communications and
flows of information, to provide a centralized and
trusted service for our customers, to design efficient
systems, to add value and lower costs and to develop
strategic alliances with leading suppliers.’

In the past, purchasing was typically initiated by an
internal customer who would choose a product and
supplier, and then ask the purchasing department to
send out an order. The process was almost entirely
manual, based on hand-completed paper forms and
the postal service. Larger purchases needed three
competitive bids, but some people thought that this
was just a bureaucratic hindrance to introduce un-
necessary delays. The new Procurement Director
found that purchasing staff were experienced and
skilled at administering the existing procedures, but
they were swamped with paperwork. They clearly
needed more efficient systems – and ironically, they
often knew what was needed, but had no time to
develop their ideas.

The Director’s first step was to prioritize their ob-
jectives and establish ways of achieving them. In
particular, he found ways of quickly reducing their
current workload so that they could divert attention to
designing more efficient procedures. After 6 months,
they had made significant progress, including an in-
teractive website for internal customers. This elimi-
nated many paper forms manual entry of information,
tedious manual transfers of data between different

forms and most of the associated errors. The staff also
developed a list of approved suppliers who had direct
links to their website, eliminating time-consuming
searches for suppliers of basic products. A parallel
suppliers’ website gives complete information on how
to do business with the council and entry forms for
relevant processes.

The system is increasingly popular with internal
customers who are changing from their traditional
view of, ‘We know what we want, so why do we need
central purchasing?’ And the purchasing department
can now consolidate separate orders, remove incon-
sistent prices, use their buying power, negotiate better
terms, eliminate duplicate spending and improve the
management of service contracts. A small illustration
of these benefits comes from snack vending ma-
chines around the buildings. Previously, eight depart-
ments had each installed machines at different times
and from different suppliers. The new system resulted
in 26 machines being rented from a single supplier,
who reduced prices and returns a share of profits to
the council.

The council now has three categories of purchase:

1 Automated buying – where customers
purchase material directly from a designated
supplier, such as office supplies.

2 Competitive bidding – where the purchasing
department has to research and evaluate
alternative bids, such as computer systems.

3 Contracted services – where the council and
suppliers work together to find the best
solutions, such as dining services.

These arrangements all need different – but close –
relations with suppliers. The Procurement Director is
developing these with a set of guidelines to:

● Look for collaboration and teamwork rather
than conflict, emphasising that both sides can
benefit from the trades

● Establish long-term relationships with the best
suppliers
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● Actively work together to improve operations in
both the council and suppliers

● Create common goals, procedures, commu-
nication systems and measures of
performance

● Use clear contracts which show who is re-
sponsible for even the most basic actions

Questions

● What do you think were the main features and
problems with the old purchasing systems?

● How has the new system overcome these?

● What other changes would you expect to see in
the future?
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