CHAPTER 14

Lean and Value-adding Supply
Chains

Learning objectives and indicative content
52 Evaluate the concept of lean supply as a means of achieving Competitive advantage.

) The concept of lean

: The seven types of waste -
. Critique of the lean approach (New and Ramsay 1997) .'
. Alternatives to lean (agility) and hybrid approaches (leagility) i

53 Critically evaluate the concepts of value, added valye and value chain, i

. Concepts of value and added value ':

. The value chain concept h

* Porter's (1985) value chain model i ﬁ

. Critiques of Porter’s model (Hines 1993) I |

. Strategies for adding value; repositioning on the valye chain, value constellations f
Chapter headings
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3 Value-adding strategies
4 Lean supply

5 Agile supply

Introduction

In this chapter we ook at a number of modern concepts: lean supply, agile supply, added valye,
The benefits of these concepts have been widely advocated in the literature, but researchers
have also identified a number of shortcomings. We look at the various ideas in turn with a
Critical eye.
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1

Value and added value

Competitive advantage

Michael Porter argued that competitive advantage comes from the value a company
creates for its customers. Value is the ‘worth’ of the product or service: what it costs the
organisation to produce and what the customer is willing to pay for it. In other words:

: A firm creates value — by performing its activities better, differently or more
efficiently than its competitors.
. Customers purchase value — measured by comparing a firm’s products and

services with those of its competitors.

The term ‘added value’ refers to a product being given greater value or worth as a result
of all the processes that support the product. Customer service is an obvious example,
but it is possible to see the concept of adding value from a number of different

perspectives.

Perspectives on added value

1.3
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According to Porter, the ultimate value a firm creates is measured by the amount
customers are willing to pay for its products or services above the cost to the firm of
carrying out all its value-creating activities (production, service, logistics, marketing and
so on). A firm is profitable if the realised value to customers (what they are prepared to
pay) exceeds the collective cost of the firm’s value-creating activities.

From an accounting perspective, therefore, added value is total revenue minus total costs
of all activities undertaken to develop and market a product or service. This expresses
the amount of economic value that has been added to the organisation’s resources: how
efficiently they are being used and how effectively they are being leveraged. From this
perspective, you can add value either by inducing customers to pay more or by reducing
production costs. Seen from the customer’s perspective, it means selling an equivalent
product at lower prices (while maintaining viable profit margins), or providing additional
product features or services to attract a premium price.

From a marketing point of view, added value resides in defining a product as a bundle of
benefits that offer customers value (Kotler and Armstrong).

. The core product represents the key benefits received directly from purchasing
the product: in the case of a car, transport.
. The actual product is the key elements of the product which differentiate one

product from another. This may include brand name, packaging, features, quality
and so on: in the case of a car, the model, design and performance, say.

. The augmented product, however, may include a range of tangible and intangible
clements which add value (and often differentiate competing products). This may
include: optional extras, warranties, delivery and credit facilities, after-sales service,
installation, the esteem/prestige value of ownership — and the total ‘customer

experience’.
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2.5

2.6

. Marketing and sales are responsible for com

Outbound logistics are concerned with storing, distributing and delivering the

finished goods to customers: warehousing, materials handling, transport planning,
order processing and so on.

munication with the customers to
can purchase the product (as well as an
h, new product development, advertising and
and so on.

provide a means by which they
inducement to do so): market researc
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maintain the value of the product for the customer: installation, repair, training,

ale to enhance or

parts supply and maintenance.

or support, activities operate across the primary activities, as in the case

The secondary,
acquired to aid the primary functions.

of procurement where at each stage items are

. Firm infrastructure refers to systems and assets for planning, finance, quality

control and management.
all the activities involved in recruiting, deploying, retaining

. Human resources are
and developing people in the organisation.
D Technology development activities relate to both equipment, systems and methods

of work organisation: product design and improvement of production processes

and resource utilisation.

: Procurement is — as you know — all activities to acquire inputs for primary

activities.
The key points of the model can be summarised as follows.

es inputs which, after processing,
d by the ultimate customer in the
f values at the end of the value

) ‘Each activity within a value chain provid
constitute added value to the output receive
form of a product or service or as the aggregate O
chain.’ (Lysons and Farrington)

. Activities within the value chain are interdependent: each element can affect the
costs or effectiveness of another in the value chain, forming what Porter called
linkages. These require co-ordination in order to optimise the flow of value. So,
for example, improvement of product design or quality management might reduce
the need for after-sales service. On-time delivery requires integration of
procurement, operations, outbound logistics and service activities.

The value system or value network

2.7
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management. This wider value chain, extended through the supply chain, is known as 2
value system or value network: Figure 14.2.
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The primary activities comprise teams concerned with marketing, materials,
engineering, quality, R & D and design.
The secondary activities are identified as: activity based costing (to enable the
exact cost of products and the benefits of activities to be ascertained);, human
resources management (especially employee development for flexibility and
creativity); total quality management (as a driver of network culture); electronic
data interchange (to facilitate integration and efficient consumer response) and
profit (viewed from the perspective of the entire value chain, and shared equitably

between network members).
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Hines also proposed a ‘macro’ partnership model, which we will discuss under the
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49 Lamming put forward a model of "customer-supplier relationships that illustrates the

characteristics of lean supply: Table 14.2.

1
Table 14.2 Customer-supplier relationships in lean supply

Lean supply characteristics

Factor

Nature of competition Global operation, local presence
Based upon contribution to product technology
Dependent upon alliances/collaboration

The basis of sourcing decisions Early involvement of established suppliers

Joint efforts in target costing and value analysis

Single and dual sourcing

Suppliers providing global benefits

Re-sourcing as a last resort, after attempts to improve

Exchange of information between  True transparency (eg on costs etc)
supplier and customer Two-way discussion of costs and volumes
Exchange of technical and commercial information

Electronic data interchange

Kanban system signalling demand in real time
Regional strategic investments discussed

Synchronised capacity
Flexibility to operate with fluctuations

Management of capacity

Delivery practice True just in time (JIT)
Local, long-distance and international JIT

Price reductions based on cost reduction from order

Dealing with price changes
onwards: joint efforts of supplier and customer

Supplier vetting schemes become redundant

Mutual agreement on quality targets
Continual interaction and improvement (kaizen)

Perfect quality as a goal

Attitude to quality

Collaboration on cost reduction

410 An increase in the proportion of external spending by manufacturers means that many
such companies can be described as ‘low value added’ firms. In other words, the price
paid by the eventual consumer is largely made up of costs charged by suppliers to the
manufacturer: the manufacturer himself adds relatively little value.

4.11 The implication of this is clear. To achieve competitive prices, such companies must focus
on their costs, which increasingly arise outside the boundaries of the firm. Purchasing’s
contribution in reducing costs right along the supply chain, while maintaining and

improving quality, is vital.
4.12 One technique that is relevant here is target costing.

. The traditional model of product pricing starts by analysing the total cost of 2
product. A profit margin is then added to determine a selling price — which may orf

may not correspond to what the market is willing to pay.
. Target costing starts at the other end, with an estimate of the selling price that the

market will be willing to pay for a product with specific features. The members of
the supply chain can then work backward to calculate the costs that must be S8

achieved in order to provide a reasonable profit.
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New and Ramsay also put forward an influential critique of lean supply. From the business
point of view, excessive leanness can create rigidity, with insufficient slack in the system
to take account of fluctuations in demand and disruptions to supply. The costs of
becoming lean may discourage small suppliers from participating in the supply chain,
causing buyers tolose out on potentially optimal suppliers.

New and Ramsay also identify a number of detrimental effects of lean supply for
consumers and wider stakeholder groups.

s Lean chains focus on small supplier bases and partnerships with preferred
suppliers. While this benefits the organisations concerned, it reduces competition:
creating barriers to entry, allowing complacency, increasing margins and generally
eroding the level of efficiency in the market. Unless there is a strong consumer
value focus, consumers may eventually lose out.

. Lean thinking may lead to rationalisation within industries, reducing overall
manufacturing capacity and causing job losses, with potentially significant social and
economic costs in affected areas.

. Lean chains allow producers to satisfy customer demand swiftly. This may have
undesirable effects such as increasing the overall level of consumption (with social
and environmental costs) and overproducing swiftly-obsolescent, disposable goods
(again with potential environmental impacts).

We will now look at alternatives to lean supply.

Agile supply
meaning of agile supply

The concept of agility is an acknowledgement that we operate in an ever-changing world
with constantly changing demands. Agility implies proficiency at dealing adequately with
change or unexpected events — such as recovering from supplier failure. Unplanned
events in the supply chain could be caused by staff shortages, breakdowns, delayed
deliveries or 2 need to expedite an order to a customer who has an urgent requirement

for supply.

The CIPS paper on lean and agile supply describes agile supply as ‘using market
knowledge and a responsive supply network to exploit profitable opportunities in the
marketplace’. An agile organisation, for example, is better able to exploit opportunities
for product modification at any time that the market appears ready for it.

Christopher supports the view that agility resides in the supply chain: ‘the key to agile
response is the presence of agile partners upstream and downstream of the focal firm’.

Achieving agility requires:

. Streamlining the physical flow of parts from suppliers (eg through process
alignment and shared systems, or partnering with suppliers to reduce inbound lead
times)

. Streamlining and synchronising the flow of information (eg through electronic data

interchange, integrated information systems and ICT support for virtual =

collaboration between physically dispersed teams and the rapid formation of supply
chain partnerships).
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Table 14.3 Agile v lean supply

Dimension Agile supply Lean supply
Focus Rapid response to unpredictable Meeting predictable demand efficiently
demand (to minimise stockouts and  (at lowest possible cost)
ehsclete iVenzon) Eliminating waste from the supply chain
Most powerful  Service and customer value Cost and quality are key
when: enhancement are key
Inventory Deployment of buffer or work-in-  Minimal inventory, high stock turn
strategy progress stock to meet demand
Capacity Late-customisation Pull systems (eg JIT)
management
Lead time Invest aggressively in resources for ~ Shorten lead time where compatible
strategy shortest possible lead times with cost reduction
Supplier Based on speed, flexibility plus Based on cost, quality
selection quality
Supplier Fluid ICT-integrated (virtual) Long-term partnerships with
relationships network: rapid/short-term downsized supply base
partnership to seize opportunities
Work Self-management, Standardisation for efficiency
organisation entrepreneurship, flexible response
Performance Customer-facing metrics (eg on- World class measures (eg quality,
measures time-in-full deliveries) productivity)

Hybrid lean-agile systems (leagility)

58 It is possible to combine the benefits of lean and agile in a hybrid system, where lean
principles can be applied up to a certain point — but where fluctuating demand and the
need for customisation require agile responses at a later stage of the manufacturing
process. This is the role of late customisation, for example.

59 The business processes are separated (or ‘decoupled’) at a particular point: in this case,
the point in the supply chain where the customer order penetrates the system.
Processes upstream of this point (the manufacture, storage and marketing of modular
products, subassemblies or components) are planned on lean principles, to maximise
operational efficiency. Processes downstream of this point (configuration, assembly and
supply of finished products to customer specification) are planned on agile principles, for
swift and flexible responsiveness to customer requirements.

510 A key challenge of such hybrid systems is forecasting and demand management, in order

to keep the upstream process genuinely lean (not overproducing stock of

components/subassemblies) and to keep the downstream process genuinely flexible
(producing sufficient stock of components/subassemblies to enable swift customisation

and delivery).
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L Self-test questions

Numbers in brackets refer to the paragraphs where you can check your answers.

1 Distinguish between the core product, the actual product and the augmented product.
(1.5)

What are the five primary activities in Porter’s value chain? (2.4)

List the problems of Porter’s value chain model identified by Hines. (2.10)

’. s 'r_, What is a ‘value constellation’? (3.11)

e According to CIPS, what are the five key principles to lean thinking? (4.3)
List the seven wastes identified by Ohno. (4.6)

Describe Lamming’s model of customer-supplier relationships in 2 lean supply
environment. (4.9)

Describe the technique of target costing. (4.12)
List limitations of the lean supply model. (4.17)

[0 Inventory is more likely to be tolerated in a lean environment than in an agile
environment. True or false? (5.5)

[l Whatis ‘late customisation’? (5.6)

Further reading

Most of your recommended reading list goes no further than we've already done here. If you
have extra time, it may be worth browsing the index of Johnson and Scholes for their coverage
of value (in a range of contexts). Christopher also contains some more detailed material on

agile supply.




