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Reducing Costs through Collaborative Working in the Supply Chain

by Martin Christopher

UK-based supply chain thought leader Martin Christopher will be in South
Africa in October to participate in the Chartered Institute of Logistics and
Transport: South Africa’s ‘Meet The Gurus — Global Supply Chain Update’,
taking place on 22 October in Cape Town and on 24 October in Sandton,

Johannesburg.

In these uncertain times, with many economic challenges ahead, the need to contain costs
across the business is as strong as ever. As the world emerges from recession, there are
worrying signs that input costs, particularly raw materials, are on the rise again. Against this

backdrop, the search for cost reduction opportunities is intensifying.

The problem is that after many previous programmes to ‘lean down’ the business, there are

fewer low hanging fruit left.

However there still remains one last major opportunity to take out costs — not from inside
the business per se, but rather from the interfaces with other partners in the supply chain.
The rationale behind this assertion is that for most of their existence, firms have focussed

on seeking internal efficiency improvements and have often failed to recognise the
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significant layer of cost that exists at supply chain interfaces — a cost that is there because

those interfaces have not been well managed in the past.

Supply Chains Compete — Not Companies

It has often been the case that relationships with suppliers, and even customers, have been
at best arm—length and at worst adversarial. It is still the case today that some companies
will seek to achieve cost reductions or profit improvement at the expense of their supply
chain partners. Companies such as these do not realise that simply transferring costs
upstream or downstream does not make them any more competitive. The reason for this is
that ultimately all costs will make their way to the final marketplace to be reflected in the
price paid by the end user. Smart companies recognise the fallacy of this conventional
approach and instead seek to make the supply chain as a whole more competitive through
the value that it creates and the costs that it reduces overall. They have realised that the
real competition is not company against company but rather supply chain against supply

chain.

Where precisely do these cost reduction opportunities lie and how can they be exploited?

There are three key drivers of costs, albeit related, at most supply chain interfaces — all of

which can be eliminated, by collaborative working. These costs might be labelled:

= Transaction costs
=  Process costs

= Uncertainty costs

1. Transaction costs

These are the costs of placing orders, progress chasing, raising invoices, confirming delivery
arrangements, handling queries and all the myriad of other activities that are involved when
companies do business with each other. Many of these costs are hidden and not easy to
guantify and yet they can be significant. However in many cases they can be dramatically
reduced by the adoption of collaborative working arrangements supported by modern B2B

e- commerce tools. Today’s information and communications technology has made it
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possible to connect supply chains from one end to the other and the availability of Software
as a Service (SaaS) over the web means that the costs of communication across networks

are relatively low.

The barriers to improving supply chain collaboration to reduce transaction costs are not
actually to do with technology — rather they are to do with “mindsets”. In other words,
there is still often a reluctance to work as partners and hence to share information across
the network. Research has highlighted the significant benefits of reduced transaction costs,
shorter cash-to-cash cycles and improved supplier/customer relationships that can be

achieved if the barriers to collaboration can be removed.

2. Process costs

These costs arise because suppliers’ processes do not always align with those of their
customers. Thus there are often considerable inefficiencies at the point of contact.

At the extreme case if the different parties use different product codes or have different
unitisation requirements (e.g. different pallet sizes), then there will obviously be additional
costs. However the lack of process alignment generally means that there will be
discontinuities and duplication e.g. having to re-enter data several different times as orders
and products flow from one supply chain entity to another. As well as the time involved the

opportunities for errors to creep in are increased leading to further cost in the supply chain.

Closer process alignment can be achieved through the creation of joint process teams with
members drawn from both sides of the customer/supplier interface. Many good examples
exist in the consumer packaged goods industry where manufacturers and retailers have
created teams to implement Collaborative Planning, Forecasting and Replenishment (CPFR)

initiatives.

3. Uncertainty costs

These costs arise because there is often a lack of confidence in forecasts and a lack of
knowledge about customers’ precise requirements. Hence, as a result buffers of inventory

are created at the interfaces between supply chain entities. Safety stocks are necessary
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because of uncertainty and/or lack of confidence in a forecast on the one hand and the

supplier’s ability to supply on the other.

As a result of this uncertainty it is quite common to encounter a high degree of duplication
of inventory. In other words the supplier is holding inventory because they are not sure
when the customer’s order is coming or the size of that order. At the same time the
customer is holding inventory of exactly the same material/product because they know
from past experience that they cannot always rely on the supplier to deliver what they

want, when they want it.

The true costs of inventory are much higher than most managers believe. Because inventory
is a part of the total asset base of the business it has to be financed just like any other
capital element. Given the current problems many companies have raising capital — be it
from banks or investors — it must also be recognised that the opportunity cost of locking up
working capital in the form of slow-moving inventory does not make sense. Furthermore in
today’s turbulent marketplace and ever-shortening product lifecycles, the risk of
obsolescence is high — meaning that markdowns or even write-offs are more likely. Combine
all these costs with the more obvious costs of storing, handling and managing inventory and
it is not unusual to see the real cost of holding inventory approaching or exceeding 25%p.a.
of its value. Thus holding an item of even just moderate value inventory for only a month or

so can be enough to wipe out the margin on its sale.

The key to reducing these unnecessary buffers of inventory is clearly improved
supplier/customer communication. The old cliché ‘substitute information for inventory ‘ has
never been more apposite in today’s business environment. Those companies that have
created improved visibility by giving suppliers information on their rate of usage/sales of a
product in as close to real-time as possible thus enabling Vendor Managed Inventory (VMI)

have been rewarded with a significant reduction in inventory and hence cost.

About Martin Christopher

Martin Christopher has been at the forefront of the development of new thinking in logistics

and supply chain management for over thirty years. His contribution to the theory and
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practice of logistics and supply chain management is reflected in the many international

awards that he has received.

For more information on CILTSA’s ‘Meet The Gurus’ Global Supply Chain Update, contact
Catherine Larkin at CILTSA on 011 789 7327/787-9127 or e-mail cvlarkin@ciltsa.org.za.
Facebook: www.facebook.com/ciltsa Follow us on Twitter - https://twitter.com/ciltsa

LinkedIn — www.linkedin.com/ciltsa

Martin Christopher was one of the first to recognise that the real competition is between supply chains
not companies and he has sought to identify ways in which supply chain excellence can be achieved and
sustained.

Martin Christopher’s work in the field of logistics and supply chain management has gained
international recognition. He has published widely and his recent books include Logistics
and Supply Chain Management and Marketing Logistics.
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About CILTSA

The Chartered Institute of Logistics and Transport (CILT) is the pre-eminent, independent,

international professional body for logistics, transport and supply chain management professionals.

With a network of National Councils and Sections in over 30 countries, CILT services the interests of

over 30 000 members. As your ‘Life-long Career Partner in Logistics and Transport’, the institute is

committed to the advancement of logistics and transport.

CILT established a section in South Africa, known as CILTSA, in December 2002 which draws together

stakeholders in logistics, transport and supply chain management in a common networking forum.

Here, the dynamic players of today’s industry mix with the leaders of tomorrow. Not only are

important decisions made at CILT but also invaluable relationships are forged for year to come.

For more information about CILTSA, please contact Catherine Larkin.

E-mail: cvlarkin@ciltsa.org.za

Tel: 011 789 7327/011 787 9127

Website: www.ciltsa.org.za
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