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INIBRIEF

Proactive supply management is a frequently used phrase, yet no
agreement exists about its precise meaning. This article argues that
proactive purchasing management is risk management, a perspective
that evolved from case studies of the purchasing function. To better
understand risk management from the perspective of purchasing man-
agement, it is analyzed within the context of transaction cost theory
and the resource dependency model. Evidence is provided from the
case studies that risk management is an appropriate framework for
understanding proactive purchasing management. Examples of risk
management through proactive purchasing activities are presented.

INTRODUCTION

managers are encouraged to be proactive. Spekman and Hill! stated

that purchasing managers need to develop a more proactive strategic
approach, and Rajagopal and Bernard® encouraged a proactive approach
to purchasing planning.

I n this area of quickly changing corporate environments, purchasing

Proactive Purchasing

Insight into the meaning of proactive purchasing management is gained
from an examination of purchasing textbooks. Leenders and Fearon® dis-
cuss five major categories of purchasing strategies:

1. Assurance of supply
2. Cost reduction

3. Supply support

4. Environmental change
5. Competitive edge

They also discuss many specific strategic purchasing opportunities
which could certainly be considered proactive. Examples include back-
ward vertical integration, outsourcing, establishing supplier quality
assurance programs, supplier development, supplier-purchaser data
sharing, and risk-sharing with the supplier. Henritz, Farrell, Giunipero,
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and Kolchin* identify several substantial risks that
occur when purchasing is not included in the
strategic-planning process. These risks include
threats to supply assurance, possibility of improper
supplier selection, problems with environmental
constraints, increased company liability, and
uncertainty of supply and lead time. When these
perspectives are combined, a view of proactive
purchasing begins to emerge. Dobler and Burt®
provide additional insight about the term “proac-
tive”. They contend that the purchasing discipline
is moving from a transaction perspective to a sup-
ply management orientation. As this transition
occurs, two shifts in focus are occurring:

1. From internal processes to value-adding
benefits

2. From tactical management to strategic
management

Burt® highlights the importance of developing
integrated systems for design, procurement, qual-
ity, inventory management, and production in
order to move from a reactive purchasing activity
to a proactive procurement system which will add
value to the firm’s operations. Burt recognizes that
“procurement of material and services is a process
that cuts across organizational boundaries, and
implementation of an integrated procurement sys-
tem results in proactive procurement, as distin-
guished from reactive purchasing.””

Burt and Pinkerton® define proactive procure-
ment management as “the process of profession-
ally and aggressively adding value during the four
stages required for effective procurement.” The
four stages include:

1. Determining what to buy

2.Identifying and developing the appropriate
relationship with the supplier

3. Obtaining the lowest total cost associated
with purchasing and converting the required
material or service

4. Ensuring that the required material or service
is received in a timely manner and that future
supply will be available’

The concept of proactive purchasing management
is also addressed by Carr who defines proactive
purchasing as purchasing’s willingness to take risks
and to effectively use current knowledge to make
decisions about the future. Carr contends that pur-
chasing proaction includes purchasing foresight and
purchasing’s willingness to initiate change. Carr’s
study of purchasing strategy included responses
from 739 purchasing managers. The study shows a
positive correlation between the level of strategic
purchasing and proactive purchasing, but the
strength of the correlation is low. In a second analy-
sis, Carr shows a stronger, and statistically signifi-
cant (0<0.05) relationship between proactive pur-
chasing and management of the supplier
market/base.” The findings lead to the conclusion
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that relationships exist between risk, strong pur-
suit of objectives, early supplier involvement, and
careful management, development, and evaluation
of suppliers. It is important to note that Carr”
views risk as integral to proactive purchasing
management.

Reactive Purchasing

To understand proactive purchasing management,
reactive purchasing management must be consid-
ered. One way to view reactive purchasing man-
agement is to think of the purchasing function as
only reacting to internal customers.”* This is the
traditional approach in which the purchasing
department receives a purchase order from some
other department and proceeds to place that order
with a supplier. The purchasing department then
follows the purchasing process to assure that the
order is placed and that the goods are received in a
timely manner. If goods are not received on time, a
crisis may develop to which purchasing must
react. In this situation, the purchasing department
is largely a transaction-oriented, clerical function
that services other functions within the company
and generally has low status in the firm.”* More
time is spent expediting than planning.

The reactive purchasing function is largely eval-
uated on two criteria: administrative costs and sav-
ings on material expenditures. Typical metrics are
requisitions filled per employee, cost per requisi-
tion or total number of employees per dollar spent,
and cost reductions accomplished by the purchas-
ing group. The focus is on controlling administra-
tion costs and on negotiation skills that result in
reduced contract costs. Adversarial relationships
with suppliers may be encouraged.

Risk Management

The position presented here is that proactive sup-
ply management is qualitatively different from
reactive supply management. Also, it is more than
integrative procurement management and more
than strategic purchasing management. Proactive
supply management is concerned with a signifi-
cant additional issue: risk management.

This hypothesis regarding the relationship
between risk management and proactive purchas-
ing management evolved during a qualitative
research project. The objective of the original study
was to analyze the factors that contribute to pur-
chasing management’s influence on strategic deci-
sions. As frequently occurs with qualitative
research, findings or relationships emerge other
than those initially anticipated.”

Building on this research, risk management is
explained in the context of two theoretical concepts:
transaction cost theory and resource dependency
model. After these two concepts are reviewed, the
results of the case studies are reviewed and evidence
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presented that proactive supply management is risk
management.

RESEARCH PROCEDURES

Qualitative Methodology

This research was clearly exploratory so case study
methodology was appropriate.” The study was
conducted using generally accepted qualitative
techniques.™ Information was first obtained from
key individuals using a semi-structured interview
format. During the first interview within a com-
pany, a list of other key individuals was developed
and information such as organizational charts,
mission statements, product portfolios, and busi-
ness plans were obtained.

As a first step, three pilot case studies deter-
mined the general strategy for obtaining coopera-
tion from the host organizations and the type of
information desired. However, with qualitative
procedures, the type of information obtained
evolves as the study proceeds. When case study
methodology is used, it is important that bias does
not develop toward the criticality of information.
Consequently, the frequency with which words,
phrases, and trends were mentioned was recorded
and their relative emphasis noted.™

The manner in which employees refer to other
groups and functions within the organization is
also important. Special attention was given to
employees’ stories and metaphors as these repre-
sent employees’ perceptions and interpretations of
their organization.

The case studies were continued until saturation
developed. However, saturation was difficult in
this study because of the complexity of the issues
addressed. Each case seemed to develop new sub-
tleties until after the 24th case, when it was con-
cluded that the significance of additional insights
did not justify additional time and expense.

Validity and reliability are difficult to measure
precisely in qualitative research. Qualitative assess-
ment is largely the product of the interaction of the
researcher with the phenomenon. Both validity and
reliability lie in the qualification of the researcher.”
The researchers on this project were qualified by
virtue of having conducted several funded research
projects, published a number of articles, and made
academic presentations on this methodology.

Research Sample

The goal when using the case study method is to
obtain cooperative participants that will allow
access to extensive, relevant information. For this
study, opportunistic sampling was used to gain
access to cooperative organizations.” Although
random selection was not feasible, several criteria
guided selection of participants. First, the com-
pany had to exceed $250 million in annual

revenues. It was believed that a smaller company
might be inordinately influenced by one factor.
Second, the company could not have been
acquired within the past four vears, nor could it
have acquired a similar-sized entity. Third, the
company had to be willing to allow access to
employees at various organizational levels. Fourth,
the purchasing executives had to be willing to pro-
vide the names of individuals who might not be
“friends” of the purchasing function so that differ-
ing perspectives could be compared. Fifth, the ini-
tial contact and all subsequent contacts within the
companies were told that all information would
remain confidential. However, the company had to
be willing to disclose any information the
researcher considered pertinent to the study.

In case study research, it is essential to obtain
information from a wide array of companies and
make inferences from these data points. As an initial
step in the sample selection, it was necessary to
identify those organizations in which the purchasing
function could be considered influential in the cor-
porate strategic planning process. To identify these
companies, an inquiry was sent to participants of the
Center for Advanced Purchasing Studies (CAPS)
1996 North American Executive Purchasing Round-
table. Because of the financial commitment required
to attend the Roundtable, the assumption was that
the more progressive U.S. companies would attend.
In turn, it was assumed that these individuals were
likely to be knowledgeable about other progressive
purchasing organizations.

Sixty-six letters were sent to Roundtable partici-
pants and 22 responses were received. In these 22
responses, 14 companies were identified more than
twice. Identification of a company as progressive by
more than two respondents served as a criterion to
select organizations for the study. In addition, the
participants of a small-group discussion at an
annual North American Roundtable were asked to
identify companies that were most involved in cor-
porate strategic planning. These two sources served
to identify highly progressive organizations.

Other sources were drawn on the basis of indus-
trial representation. The ideal was to have at least
two representatives from major industries so com-
parisons could be make within an industry. The
first 24 case studies were drawn from these indus-
tries as shown in Table L.

Emergence of Risk Management

In a case study, much of the information develops
a holistic picture so it is difficult to separate vari-
ables. The research reported here is part of a larger
research project analyzing the integration of corpo-
rate and purchasing strategy. However, between
the ninth and twelfth interview, the importance of
risk management in purchasing became obvious.
Accordingly, risk management became a focus
with the larger study.
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INDUSTRY REPRESENTATION

Financial Services 2
| Mining 2
Engineering 1
Financial Services 3
| High Technology Manufacturing 2
Hospitality 2

The importance of risk management was
revealed by a number of comments from purchas-
ing strategy discussions. For instance, one pur-
chasing vice-president stated, “Five years ago we
(purchasing) could make few mistakes. But today,
we have to be aware of the potential downside of
our initiatives.” Another vice-president, whose
operation was taking on extensive outsourcing,
said, “Part of our analysis must include the poten-
tial danger associated with outsourcing.” In still
another company, the chief purchasing officer had
recently made a presentation to the executive com-
mittee. One of the slides included the title, “Opti-
mizing Opportunities While Minimizing Errors.”
When discussing the presentation, risk manage-
ment was mentioned several times.

Probably one of the most revealing discussions
occurred when a purchasing director described
purchasing’s initiative with quality. He made it
clear that purchasing convinced the CEO that
product quality would be dramatically improved
if a manager of purchasing quality was hired. The
company had previously been reluctant to use out-
side expertise and the CEQO believed that purchas-
ing would be putting the company at risk by
involving suppliers early in a product re-design
initiative. However, the CEO agreed to hire a pur-
chasing manager responsible for quality, who was
tasked with managing early supplier involvement
in new product design.

THE ROLE OF RISK MANAGEMENT

As the concept of risk emerged during the case
studies, it was necessary to develop a clear under-
standing of risk. According to the research litera-
ture, decisions are defined as having higher risk to
the extent that (a) their expected outcomes are
more uncertain, (b) decision goals are more diffi-
cult to achieve, or (c) the potential outcomes set
includes some extreme consequences.”

To better understand risk in the context of sup-
ply management, two theoretical perspectives are
discussed: resource dependency theory and trans-
action cost theory. First, the risks inherent in two
types of purchasing situations are examined. To
demonstrate the first situation, the typical admin-
istrative support cycle for purchasing is shown in
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Figure 1. Many tasks associated with this cycle are
viewed as routine or clerical.

In this figure, assume that production tells the
purchasing group about production material
needs, specifications, and desired timetables. Pur-
chasing, acting in a reactive manner, then prepares
requests for quotes and selects a supplier. A pur-
chase order is issued, materials received, and the
invoice paid. Purchasing is responsible for rela-
tively routine procedures, but several risks and
potential consequences still exist that can damage
the firm’s ability to satisfy the internal customer.
Some of these risks and consequences are illus-
trated in Table II (see page 42). The major risks for
the purchasing function are those of clerical errors
and poor judgement in supplier selection. Poor
judgement in supplier selection can lead to late
deliveries and missed shipments, but the requisi-
tioning department bears responsibility for qual-
ity, timing, and specifications; so purchasing’s
responsibility for strategic decisions is not high.

Now consider a situation where purchasing is an
integral member of a new product team. Figure 2
(see page 43) helps demonstrate this process. Pur-
chasing is responsible for materials availability
and cost in the new product so it works closely

FIGURD § o s s Saa st S o o e s

THE ADMINISTRATIVE SUPPORT CYCLE FOR
PURCHASING ACTIVITIES

Need arises

Accoynts payable yotes

Suppligf chosen

ase order issued
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RISKS AND CONSEQUENCE ASSOCIATED WITH THE CYCLE OF ADMINISTRATIVE SUPPORT
ACTIVITIES IN PURCHASING

Activity Administrative Action Risks or Consequences

Need recognition Need is recognized too early. Need may not be well understood.
Appropriate material or technology is
not available to fulfill need.

Need is recognized too late. Market is missed entirely or market
share is lost.
Profitability is affected
Purchase requisition Not enough will be requested. Production will be delayed.
Too much will be requested. Orders will not be filled on time.

Carrying cost and cost of obsoles-
cence will be incurred.

Request for quotations Requirements over-specified. Possible improvements to process or
" product overlooked.
Requirements not well specified. RFQ respondents are misled.
Too-many quotes will be received. Not enough time for proper analysis.
Too few quotes will be received. Best supplier may not reply.
Supplier chosen Supplier will not be capable of Production delays.
meeting requirements for quantity, Poor quality products.
quality and delivery. Unfilled orders.
Supplier uses knowledge of your Lost customers.
product to become your competitor. Loss of market share.
Purchase order issued Negotiated terms may not be favorable.  Delivery mode may be inappropriate.
Clerical errors may result. Payment terms may be non-motivating
to supplier.
Supplier does not commit enough Some portion of the order is wrong.
capacity to the order. Wrong quantity, items, price, delivery
Supplier is not capable of performing terms.
the statement of work. Supplier cannot deliver on a timely basis.
Supplier accepts order but gives other Poor quality goods or services are
contracts priority. received.
Inadequate supply is produced.
Invoice/Order received Order incorrect, incomplete, or late. Production delays.
Backorders or rework must be
completed.

More supplier cost incurred.

Time devoted to resolution of error or
to expediting the order.

Iltems must be returned.

Supplier may incur delivery penalties.

Receiver report not completed on Supplier not paid on timely basis.
timely basis. Errors may occur in the report.
Receiver not properly matched Delays in payment to supplier.

with invoice. Supplier time devoted to resolution.
Invoice incorrect. Time devoted to resolution.

Incorrect amount may be paid.
Damage to supplier/buyer relationships.

Payment made Iltems and service will be paid for that Higher costs, lower profits.
are not received. Supplier does not desire future
Supplier will be underpaid. business from buyer.

Proactive Supply Management: The Management of Risk
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with potential suppliers during the early develop-
mental stage. Subsequently, purchasing works
with a selected supplier to develop a long-term
alliance in which material development risk will
be shared. Concurrently, a make-buy analysis may
conclude that another component of the new prod-
uct should be totally outsourced. Purchasing is
responsible for both the analysis and the manage-
ment of the outsourcing effort. Throughout this
process, changes are being made as the product is
tested and revised. In this case, purchasing is
responsible for non-routine activity and thus
incurs higher risk than when it had less strategic
involvement. The consequences of poor judge-
ment, poor timing, and poor quality can be laid
squarely at purchasing’s door. However, for the
organization as a whole, risk is now shared with
the supplier.

A review of transaction cost theory and the
resource dependency model helps explain why
many purchasing functions are not proactive.

Transazction Cost Theory

This theory views negotiating, monitoring and
enforcing contracts as transactions, all of which
have associated costs. By reducing the number of
transactions, management can reduce the associ-
ated costs.”

In addition to transaction costs, each transaction
also incurs an associated risk of opportunism.
Opportunism is defined as “self-interest seeking
with guile.” This includes, but is not limited to,
lying, stealing, and cheating. More commonly,
opportunism is the incomplete or distorted disclo-
sure of information in a transaction, especially in
calculated efforts to mislead, distort, disguise,
obfuscate, or otherwise confuse.” All transactions
carry the risk of supplier opportunism. Again, by
reducing the number of transactions, the risk of
opportunism can be reduced.

The definition of risk also states that with risky
decisions, goals are more difficult to achieve.
When transactions can be minimized or rou-
tinized, goals are easier to achieve. Thus, there is
an incentive for purchasing to remain with admin-
istrative activities that avoid risk for its own
department. Or in terms of proactive purchasing
management, transaction theory explains why
purchasing would attempt to avoid proactive
endeavors.

Resource Dependency Theory

This theory also helps with understanding why
purchasing management may wish to avoid high
risk proactive activities. Resource dependency the-
ory attempts to explain how organizations adapt
to their environment. In the most simplistic form,
it states that for an organization to survive, it must
not become dependent on other organizations.”®
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Organization dependency is high risk because it
leads to more uncertain outcomes. This implies
that the more critical the resources to the organiza-
tion, the more the organization wishes to control
these resources and the less it wishes to have those
resources controlled by other organizations.

Some proactive purchasing management prac-
tices may be considered contrary to resource
dependency theory because they create greater
risk. For example, when an organization reduces
its supplier base, it relies on fewer suppliers for
critical materials, possibly increasing the risk of an
interruption of supply. Also, when major compo-
nents or activities are outsourced to suppliers,
dependency on those suppliers is increased, creat-
ing, it would seem, higher risk for purchasing and
the entire organization.

In summary, dependency creates risks, making
goals more difficult to achieve, and increasing the
potential for extreme consequences.

CONDITIONS NECESSARY FOR
PURCHASING TO MANAGE RISK

Thus far, based on transaction cost theory and
resource dependency theory, a case could be made
that proactive purchasing management creates
higher risk for the purchasing function and the entire
organization. However, our case studies provide evi-
dence to the contrary. Proactive purchasing manage-
ment is the management of risk — it actually miti-
gates risk and, at the same time, provides a higher
return. An analogy to reducing risk and increasing
returns can be made with increasing quality while at
the same time increasing profits. Forward thinking
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firms are learning that risk reduction for the entire
organization, through proactive purchasing, can
increase returns.

Proactive purchasing management includes activi-
ties that are beyond the traditional administrative
purchasing cycle. For example, reducing the supplier
base, developing long-term alliances, achieving early
supplier involvement, and outsourcing are activities
that are beyond the traditional administrative pur-
chasing activities diagramed in Figure 1.

The current purchasing trend is obvious. These
trends have the potential to increase risk for the
purchasing group and the organization. The brief
review of transaction theory and resource depen-
dency theory establish a perspective for this argu-
ment. These theoretical perspectives would tend to
indicate that purchasing management has little
incentive to be proactive. However, if purchasing
manages these risks, the return to the entire orga-
nization will be greater. But if purchasing does not
manage proactively and minimizes its risks by
engaging only in traditional administrative activi-
ties, the overall return for the organization is likely
to be diminished.

If purchasing manages organizational risk and
increases organizational return, the function will
be more valuable to the organization. As a result,
the purchasing function should then have greater
prestige and status within the organization.

The question arises as to how purchasing can
pursue strategies that appear to create more risk,
while at the same time, actually reduce the risk to
the organization. An analysis of the cases reveals
how this is accomplished.

At the group level, organizations that employed
more qualified purchasing employees reduced risk
because purchasing had the required competencies
to manage the risk. Examples come from companies
that had strong supplier certification programs.
These companies were able to reduce the supplier
base (a potentially risky endeavor) because the
purchasing group knew how to develop quality
certification programs and audit the suppliers to
assure they met standards. These activities essen-
tially reduced the risks of poor judgement in sup-
plier selection.

Other examples that emerged in the case studies
were from firms that had long-term alliances. A
long-term alliance makes an organization depen-
dent on one supplier, hence potentially increasing
risk. However, with highly qualified purchasing
managers working with the supplier to maintain
and improve the desired technology and remain
cost competitive, the risk is managed. The supplier
also has an incentive to remain committed to the
relationship. It is evident that the first condition
necessary for purchasing to manage risk is the
assignment of responsibility to competent employees.

At the organizational level, it was important that
top management allow purchasing the freedom to
pursue potentially risky endeavors. However,
proactive strategies such as outsourcing and long-
term alliances can greatly increase the risk for the
whole organization, not just purchasing. Manage-
ment must be willing to incur risks as purchasing
becomes proactive. Thus, a second condition for
purchasing to manage risk is the willingness of top
management to bear the risk.

During the case studies, the nature of problems
requiring risky endeavors illuminated some inter-
esting relationships. If a problem was at the core of
the business and the business was having financial
hardships, the company was more tolerant of risk.
This situation is supported by prospect theory.
This theory simply states that how a situation is
framed will determine the level of risk pursued. A
situation may be framed such that it is not seen as
high risk because it is necessary to take that action
to survive. This situation arose in seven cases
involving companies in economically depressed
industries. Alternatively, an action may not be
seen as high risk because the employees are quali-
tied to manage it effectively. This situation was
present in 12 of the cases.

The most important conclusion from the cases is
that proactive purchasing can manage risk with
highly competent purchasing professionals. These
employees manage proactively by pursuing such
activities as supplier certification programs, devel-
opment of target costing with partners, outsourc-
ing, and implementation of quality management
programs. In addition they work to reduce routine
administrative activities with such tactics as
procurement cards and decentralization of routine
tasks.

RESEARCH IMPLICATIONS

Several interesting research implications evolved
from this study. First, the term proactive purchasing
management is frequently used. A broader study
could examine how and why purchasing managers
use this term. Also, in these case studies the concept
of integrating functions did not relate closely with
risk, even though integration is recommended in
the literature. It would be valuable to pursue the
relationship between risk and integrating activities.
Second, the concept of proactive management as it
relates to risk management evolved during this
study. Although it was not the focus of the research,
the concepts could lead to a study investigating the
conditions under which top management allows
purchasing to manage risk.

MANAGERIAL IMPLICATION

Qualified, well-trained purchasing employees are
able to manage proactively so that inherent risk is
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reduced and return improved. Proactive purchas-
ing management is risk management. Those pur-
chasing groups that do not manage risk will not
add as much value to the organization, and, as a
result, they will not have high levels of organiza-
tional prestige and credibility.

If upper management has not empowered the
purchasing function with strategic involvement,
directors of purchasing can still take steps to
proactively manage risks in the administrative
support cycle. Process improvements in the pur-
chase requisition, RFQ, and supplier selection
stages can pay noticeable dividends and attract
credibility. If purchasing is able to manage risk
well, its usefulness and prestige within the organi-
zation will increase, as will its involvement in
strategic issues. Top management has the respon-
sibility to involve purchasing at strategic levels
and hire well-trained purchasing professionals to
manage risk and increase returns.
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