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PREFACE

Supplier performance management (SPM) has become an area of increasing
interest as supply chains have become global and supply risks have increased.
Companies are aware that the more insights they have into their suppliers’ per-
formance, the better decisions they can make regarding which suppliers are meet-
ing their requirements, which suppliers need to improve and have the potential to
do so, and which suppliers should be disengaged. Awareness is the first step. But
an evaluation and performance measurement process without action is ineffective
and does not last.

WHY THIS BOOK WAS WRITTEN

When companies describe their efforts to evaluate suppliers and improve their
performance, I find that the majority are measuring supplier performance in
some fashion, but few are satisfied with how they are doing this and the results
they are getting. Many firms are unclear about what and whom to measure and
how to effectively use the measures they do collect. Procurement, quality, and sup-
ply management professionals understand how critical supplier performance is to
their firms, but many find that making a compelling business case to senior man-
agement and gaining support and resources are challenging. They know it’s a
good thing, but they have trouble selling goodness to senior management in a way
that senior management can support. The problem is that many companies do
not know how to develop a good SPM process, especially one that gets measura-
ble results and shows return on investment.

There has been a dearth of information in the literature that explains how to
put a good supplier performance management process in place—one that can be
tailored to work effectively in a particular company’s environment. Some articles
and research describe programs or approaches at specific companies, while others
offer generic and theoretical models that are difficult to apply. Many books and
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articles are focused on the quality function and offer detailed information on
auditing and conformance to quality standards. The technical nature of this infor-
mation and level of detail is not easily accessible to management or to functions
outside of quality. While the quality literature adds valuable insights, techniques,
and ideas, this information can be difficult to utilize outside the quality function
and doesn’t take into account procurement and supplier management issues.

Another impetus for writing this book was my work with companies who
wanted to implement a software solution to support SPM and were challenged by
the business issues and processes that they needed to address in order to ensure a
successful software implementation. The need for a practical book on this subject
has become clearer with the increasing attention to some of the more spectacular
and visible supply chain risks and failures, such as the pet food poisoning scandal
and the lead paint found on children’s toys, both attributable to supplier perform-
ance management issues. Warnings about supply chain risks and disasters abound,
but approaches to reduce those risks are scarce. Corporations have begun to put
supply chain management higher on their lists of important areas to pay attention
to and are eager for real tools and techniques to avoid and mitigate these risks.

And last, I recognized the need for a book on supplier evaluation and per-
formance management to help senior management and practitioners understand
and develop an effective process that really works in their firms. This became clear
from the many questions that companies have been asking me about the supply
management challenges that they are facing, and the increasing interest in the
topic of supplier evaluation and performance management at my various speak-
ing engagements.

HOW THE BOOK IS ORGANIZED

The book is organized according to the flow of the supplier evaluation and per-
formance management process from development to implementation. It starts
with creating the business case and getting management support, including how
to link organizational goals and strategies to the supplier evaluation and perform-
ance management process. It describes how to create the team and develop the
plan for defining, developing, and implementing the evaluation process. The book
then outlines an approach for developing a supplier evaluation strategy, including
how to segment the supply base for evaluation and choose which suppliers to
evaluate.

Next, the book addresses how to determine what to measure by developing
supplier performance expectations and evaluation criteria aligned with overall
company goals and specific supply management and quality objectives. In deter-
mining what to measure, the book covers how to get from evaluation to specific
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outcomes and actions. The book outlines advantages and disadvantages of differ-
ent evaluation approaches, including ways to understand supplier capabilities and
capacity for future performance and how to choose approaches that are most suit-
able in your environment. The role of technology in supporting the evaluation
process is discussed.

The book then describes how to design an effective supplier evaluation and
performance management process and how to build evaluation tools, such as sur-
veys and scorecards. How to develop a process to communicate with suppliers
about performance, including how to give feedback, is described. Next in the
process is how to recognize and reward good performers, including how to plan
and run a successful supplier conference. The book also covers supplier certifica-
tion, including the benefits of it and how to create a supplier certification process
or program. Finally, the chapter on supplier development describes approaches
for working effectively with suppliers to get from measurement to improvement
and to achieve a return on investment.

FEATURES

Some of the practical features in the book include the following:

• How to structure a supplier performance management project,
including roles and responsibilities and senior management support
and guidance

• A complete project plan for an SPM implementation, including tasks,
key decisions, and challenges

• A supplier segmentation model specifically for supplier evaluation,
including types of performance information to use by supply base
segment

• Sources and types of supplier performance information for evaluating
both direct and indirect suppliers

• A process for developing supplier performance expectations
• A hierarchy for developing a business measurement model
• How to choose metrics that are meaningful to your organization
• Pros and cons of different evaluation approaches
• Suggested supplier evaluation processes
• How to create a good supplier survey
• How to conduct a supplier site visit
• Specific tips on the dos and don’ts of giving supplier performance

feedback
• How to create a process for supply risk planning
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• How to develop a good supplier certification process
• How to plan and run a successful supplier conference
• How to conduct a successful supplier development process

WHY FIRMS FIND SUPPLIER EVALUATION AND
PERFORMANCE MANAGEMENT SO CHALLENGING AND
HOW THIS BOOK CAN HELP

This book addresses the challenges and pitfalls of evaluating suppliers and enabling
performance improvement. Putting a supplier evaluation process in place and get-
ting outside supplier firms to improve their performance is not an easy task.
However, it is too risky not to develop a robust SPM process. For those companies
involved in process improvement and continuous improvement, lean, Six Sigma,
or another high-performance initiative, developing a good SPM process will be a
familiar and similar exercise. You already know much of the drill. This book will
add subject-matter-specific knowledge, tools, and techniques. Knowing what to do
is the first step in the journey. This book was designed to help guide firms in this
journey. Like all continuous-improvement projects, implementing SPM is a
process, not an event. If you follow a good process to develop, implement, and
maintain it, SPM is very approachable and is not mission impossible.

Where do companies run into trouble? Many firms neglect to address the
multifunctional participation required. Businesses typically look at supplier eval-
uation and think that it belongs to one function: Procurement or quality can take
care of it. SPM cannot be developed and deployed within just one department,
such as just purchasing or just quality, as it can touch many stakeholders within
the firm and the supply chain. Or, some firms believe that implementing a soft-
ware application with scorecards will provide the silver bullet to solve perform-
ance problems.

Executives feel proactive and in control with dashboards. I call it “managing
from the control panel.” Using executive dashboards can be effective, but it is not
a substitute for building the relationships with suppliers that provide insight and
understanding and help avoid risks. Sitting at arm’s length and reviewing too few,
too many, or not the right metrics doesn’t work. Some companies look at evalu-
ating suppliers and managing their performance simplistically—just find the
right metrics to put on the scorecards. And the way that they try to determine the
right metrics is to find out what metrics other companies are using. Bolting other
companies’ metrics onto your scorecard may not produce sufficiently meaningful
or actionable results. Your firm may not have even a means to collect the same
metrics as another firm. Neglecting to use metrics aligned with your company’s
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goals and strategies can cause a failed initiative and may not produce successful
results. Trying to evaluate suppliers without having a good SPM process in place
is another pitfall.

Another important reason that firms find SPM challenging is that it involves
organizational change. Business processes will change. Employees from the senior
executive to associate level will need to be involved. Good communications is
needed. Time is needed. Internal and external stakeholders are involved. Not
addressing the important change management aspects of supplier evaluation and
performance management as well as supplier development can result in a less suc-
cessful process and provide less return on investment than anticipated.

All of these factors make supplier performance management more challeng-
ing than viewing it as simply the quest for the perfect scorecard. This book covers
all of these issues and gives practical suggestions on how to overcome the road-
blocks and develop a successful process that gets real results and engenders con-
tinuing management support.
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1

INTRODUCTION

SUPPLY MANAGEMENT TODAY

The field of supply management has been undergoing a transformation from a
tactical, transaction-oriented function to a strategic capability at many compa-
nies. Senior executives are discovering that a good, integrated supply management
capability is not only a necessity but also a competitive advantage. Management is
realizing the potential for procurement to add cash to the bottom line instead of
viewing procurement as just a cost center. And where supply management often
worked as an arm of materials management or finance, it now operates at execu-
tive levels. A function that reported low in the organization now has assumed
titles like CPO (Chief Procurement Officer) and Corporate Vice President of
Supplier Quality and Performance Management, positions that didn’t exist until
several years ago and now report directly to the CEO in many large organizations.
No longer the purview of administrators and clerks, procurement and supply
management have come of age. Now master’s-level degree programs in supply
management and procurement at universities attract bright and capable candi-
dates who can look forward to a profession with a career track and a future in the
executive ranks.

What are the forces transforming supply management? 

• Increased dependence on outsourcing goods and services
• Globalization
• Supply management technology
• Time and market responsiveness 
• Performance improvement methodologies
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Companies have been steadily increasing the percent of goods that they out-
source over the past 10 years. Increased outsourcing has in turn increased the level
of dependence on suppliers for the elements of cost, quality, time/responsiveness,
and technology.

Information technology has become a key enabler in supply management.
Information technology has facilitated order-of-magnitude improvements and
scaling of supply management processes such as sourcing, negotiation, spend
analysis, contract management, and supplier performance management. These
and other software tools are radically changing the way business is conducted
between customers and suppliers. Initially, and in some cases even today, sourcing
software was perceived negatively, as a way for customers to get the lowest price in
a reverse auction at the expense of suppliers and as a detriment to the customer-
supplier relationship. Technology cannot overcome longstanding poor purchas-
ing practices such as choosing suppliers on price alone; it will only speed up that
process. When well deployed and within a set of good business processes and
practices, procurement software is an indispensable supply management enabler.
It has been a driver in the transformation of supply management. Typically, busi-
ness processes take longer to catch up with technology. However, technology tools
and their rapid adoption are revolutionizing the supply management profession
and have become a competitive necessity.

VALUE OF EFFECTIVE SPM

The immediate return on investment in a sourcing event is simple and visible: The
price was $X; after the event the price is $Y, so what you saved ($S) = $X–$Y. Most
procurement people are measured by price savings for products and services. And
these savings will directly impact the bottom line. As the cost of goods sold goes
down, profit margins go up. Sourcing and negotiations technologies have
improved and scaled the process and are now widely accepted and adopted.
However, focusing only on price savings in sourcing means potentially missing
some big opportunities. A huge opportunity exists with your suppliers who are on
board: capitalizing on the relationship. What is the value of a high-performing
supply base? Sourcing focuses on cost reduction of goods and services.
Optimizing the customer-supplier relationship and achieving performance excel-
lence also reduces cost and risk, two of the biggest concerns of companies today.
The better you know your suppliers, good points and bad points, the less likeli-
hood of unpleasant surprises. But it is distinctly different from the sourcing
process in that it is more than a cost reduction function—it can also create value
for both the customer’s enterprise and the supplier. In fact, excellence in supplier
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performance management can help enhance the sourcing process so that you
choose those suppliers more likely to add value to the company.

Do any of these questions pertain to your company? 

• Have you negotiated with suppliers and squeezed out most of the cost?
• When prices of certain commodities, such as oil, steel, and transporta-

tion rise, do they impact your suppliers’ cost structure to the point
where their margins cannot tolerate any further price reductions?
Could demanding lower prices weaken or put some of your suppliers
out of business?

• How do you derive value from the relationship beyond lower prices?
• Do you know whether your suppliers are fully compliant with con-

tract terms and that you are actually getting what you negotiated?1

• Do you know how well your supply base is performing?
• Do you know who all your suppliers are and who are most critical to

your company?
• Does your company have quality problems, customer complaints,

warranty returns? Do you know what portion of them is caused by
suppliers?

• Are you aware of what types of risks lie in your supply base? Do you
know where they are and how to begin to uncover them? Mitigate them?

When suppliers are viewed as an extension of the customer’s enterprise, ide-
ally their importance to the business can be viewed less as cost centers and more
as partners with the potential to add value to the business. Some of the ways that
suppliers can add value include the following:

• Using suppliers as a source of new technology in areas that comple-
ment customer competencies but where customers do not wish to
invest

• Working collaboratively with suppliers to develop new technology.
• Gathering best practices and great ideas from suppliers and adopting

them within one’s own organization.
• Capitalizing on the synergies of collaborative problem solving and

idea sharing.

Introduction 3
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• Working jointly on improvement projects that benefit both parties.
Initially, the project may benefit the supplier, and ultimately,
improved performance benefits the customer.

• Being able to get innovative new products to market due to supplier
contributions in new product development.

• Developing faster cycle times in the order to delivery process due to
the agility of one’s supply base can give companies a competitive
advantage in speed of order fulfillment.

• Choosing a diverse supply base. Doing business with diverse suppli-
ers can help strengthen a company’s ability to conduct business
across all cultures and geographies in their area and expand their
market potential.

However, when relationships are purely arm’s-length, adversarial or price-
driven and performance is unpredictable, suppliers are in the position to indeed
drive more cost than value. And even though unpredictable performance is not
acceptable, a customer may be unable to do anything about the situation, at least
immediately. Or, more likely, the customer may be unaware of the dimensions
and root causes of the problems with supplier performance. Some of these root
causes may even originate with the customer, whose own business practices exac-
erbate performance problems and reward the wrong supplier behaviors and
business practices.

WHAT IS SUPPLIER PERFORMANCE MANAGEMENT?

We define supplier performance management as:

The process of evaluating, measuring, and monitoring supplier performance
and suppliers’ business processes and practices for the purposes of reducing
costs, mitigating risk, and driving continuous improvement.

Managing supplier performance helps companies focus resources on value-
added activities instead of reacting to supplier-performance-induced problems
(i.e., defects, expediting, excess inventory, late deliveries to customers, work stop-
pages, reduction of market competitiveness, etc.). By better understanding sup-
plier performance via increasing performance visibility, companies can better
monitor and manage key relationships by taking steps to prevent or remedy prob-
lems. And, on the positive side, they can identify and leverage suppliers capable of
innovation and continuous improvement who will add value to the relationship.

Supplier performance excellence gives companies competitive advantage. To
the extent that suppliers perform well, companies enjoy a competitive boost, since
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this performance is reflected in lower costs, improved responsiveness to cus-
tomers, better-quality goods and services, and technological advantage. Thus,
there has been a recent increase in interest in measuring supplier performance.

Suppliers, however, do not view their companies as needing to be “managed”.
In fact, many may have business practices and processes that are better and more
robust than those of their customers and may have a thing or two to teach their
customers about performance excellence. Thus, supplier performance manage-
ment (SPM) might be more appropriately viewed as business relationship man-
agement, which we define as:

in what ways, and how effectively, the firm ensures a two-way flow of under-
standing between the company and its suppliers, specifically as it pertains to
communicating and negotiating requirements and performance expecta-
tions with the supply chain.

In order to get from the concept of managing supplier performance to man-
aging business relationships for mutual benefit, a lot of insight is needed into not
only supplier performance, typically defined as quantifiable performance metrics,
but also the means to achieve performance excellence through best business
processes and practices as well as through enabling behaviors and culture.
Business relationship management entails involving the appropriate functions
and using effective methods to communicate with suppliers. In the case of key
suppliers, the communications will likely include exchanges of information about
company history, capabilities, financial and market performance, and future busi-
ness plans. These communications will involve multiple levels of staff starting
from senior management on down from both sides.

Currently there are several terms being applied to this area. One is supplier
relationship management (SRM), which includes elements of performance track-
ing and management, relationship development and management, and even sup-
plier performance improvement activities through supplier development. Others
include SPM, which implies a focus on performance only. In this book, we address
what business practices, processes, tools, techniques, structures, approaches, cul-
ture, behaviors, and even technology can enable supplier performance excellence
as well as excellence in business relationships.

Some companies approach supplier performance as an area where measure-
ment means only those metrics that can be objectively quantified. Any metrics
that do not come from an objective source, usually defined as the company’s
internal enterprise management system or financial systems, are considered qual-
itative and therefore unacceptable. In the realm of relationships, not all is objec-
tively quantifiable. In fact, the saying that perception is typically reality, whether
or not there are any measurements to back up the perception. For that reason,
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SPM cannot give supply managers a complete picture without including qualita-
tive metrics. Relationships are messy, subjective, and open to perception. And
both perceived objective and nonobjective measurements can ultimately be dis-
puted. Therefore, both objective measurements and perceptual measurements are
needed to assess suppliers. Because, ultimately, even quantitative measurements in
an enterprise are open to subjective actions. While the saying is that you manage
what you measure or you get what you measure, the corollary is that “whatever
you can measure most easily and accurately is what you end up measuring.”2

As an example of how even one of the most hard-core quantitative metrics is
still open to subjectivity, let’s take a look at on-time delivery. When a supplier’s
product arrives at the customer, it can be considered to be on time because a date
is entered into a system at the time it is received. However, on-time delivery can
still be open to dispute. Perhaps the item sat on the customer’s dock for three days
before it was officially received into the system. Or, it was several days early, and
the customer changed its policy and rejected early shipments. Or part of the ship-
ment was rejected by the customer for a quality problem that the customer caused
by not giving the supplier the most up-to-date work instructions. Or the customer
gave the supplier the order in significantly less than the supplier’s agreed-upon
lead time. Or the customer bricked in the dock, the supplier’s driver could not
find the dock, which was now moved to a different building, and the driver
returned with the item undelivered (a true incident that happened to a small elec-
tro-mechanical supplier). Or the customer even closed off the dock at the end of
a quarter and turned away deliveries in order to reduce its inventory position (an
incident that occurred in a semiconductor industry business downturn). The pos-
sibilities for the subjectivity of quantitative supplier performance measures under
the guise of being strictly quantitative are endless. And the possibilities for dis-
agreement on the parameters for these metrics within the customer’s organization
itself are also endless. How many organizations have arguments about whether on
time means plus-or-minus three days? Or whether on-time delivery to a customer
is measured by the date the shipment left the dock plus a few days and not what
time it actually arrives at the customer?

Therefore, the purpose of measuring supplier performance is not to come up
with foolproof, fail-safe, neat, and perfectly quantifiable measurements and met-
rics and to judge each supplier thumbs up or thumbs down. It is an ongoing and
iterative process of communicating expectations about performance and the rela-
tionship and continuously working to improve both performance and the rela-
tionship in that process. This ongoing iterative process is taking place both within
the customer’s organization among the various stakeholders and among cus-
tomers and their suppliers. The perfect scorecard, much like the concept of the
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2. Jonathan Hughes, “Supplier Metrics that Matter,” CPO Agenda, Autumn 2005.



perfect order, is a moving target and a nirvana at which a customer is never going
to arrive. But, nonetheless, it is a discussion and negotiation point that helps cus-
tomers and suppliers come to terms with and improve (or dissolve or rethink)
their relationships.

CURRENT STATE OF SUPPLIER PERFORMANCE MANAGEMENT

With the global economy and increase in global sourcing, interest in improving
ways of managing supplier performance has been increasing. When I speak to
groups of supply managers and supplier quality managers, I typically ask the
group how many of them are measuring supplier performance. Usually about 50
to 75 percent of the room will raise their hands. But when I ask how many are sat-
isfied with their systems or approaches for doing this, very few—and often no—
people will raise their hands. Managing supplier performance is full of challenges
and difficulties for a number of reasons. The biggest challenge is that just coming
up with metrics, even what appear to be the “right” metrics, does not typically
produce any results. The questions that I am asked most often are 

• What metrics should I use?
• What metrics do others (in my industry) use?
• My boss says that I need to get a scorecard in place in the next six

months. Where do I begin?

Standalone metrics or metrics borrowed from other companies have a low
chance of success because

• They are not part of an overall supply management program.
• They do not relate to any overall company or procurement goals and

objectives.
• They are often data collection exercises with no teeth enforcing com-

pliance and no actions resulting from them.

The purpose of this book is to provide a guide to developing a successful SPM and
improvement process and to demystify the process and make it accessible to most
types of companies and organizations.

For manufacturing companies, the traditional approach to measuring per-
formance has been through scorecards derived from enterprise resource planning
(ERP) system data. Based upon an AMR Research survey of 100 manufacturing
companies in 2006, Figure 1.1 shows the most common metrics that the surveyed
manufacturing companies track.

Several things are striking about these metrics: how few of them are tracked
in common by more than 60 percent of the respondents, how internally focused
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many of the metrics are, and how few of the metrics provide data useful for driv-
ing continuous improvement. One is left to wonder what these companies actu-
ally do with the data. In the case of supplier-oriented metrics (supplier raw
material quality and on-time delivery), one may question whether the informa-
tion is shared with suppliers in any meaningful way or at all.

As the argument has just been made for the need to develop metrics that are
unique to the requirements of each organization, ERP systems lend themselves to
specific types of information that can be readily captured, such as on-time deliv-
ery, incoming supplier quality, and in-process supplier quality. While these are
important metrics, there are limitations on what can be learned from ERP types
of data, which are usually limited to product quality and not business process and
practice quality.
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In the case of service organizations, internal data available to be harvested
into scorecards is even more limited. The important measures of customer satis-
faction and quality for indirect purchases are not captured routinely in the enter-
prise systems of service-oriented companies. The key metrics captured are
typically limited to financial measures based largely on price variances. Even the
emerging metric of contract compliance—that is, making sure that purchase
terms, prices, and service-level agreements meet the terms of the signed con-
tract—is almost impossible for most firms to capture in any meaningful or rou-
tine way, as they lack the computer systems and internal disciplines to do so. How
do you measure supplier performance and supplier contract compliance readily
so that you can manage these areas? And if you are not sure what to measure and
don’t have a system and processes in place to do so, how are you going to prove to
your management that measuring supplier performance is worth doing and has a
compelling return on investment? Those are some of the challenges of the current
state to be addressed in this book.

COST DRIVERS IN THE SUPPLY BASE

Unlike the highly visible and clearly understood metrics of price and purchased
price variance, the cost drivers attributable to suppliers are less visible and trans-
parent. However, when identified and reduced, they have much higher potential
return on investment than price reductions. And, for those companies depending
on their suppliers, the cost drivers in the supply base pose higher risks and create
more waste and competitive disadvantage. The challenge is how to find and
remove these cost drivers to improve supplier and customer performance.
Executives tend to be focused on quick hits and need to understand the business
case for investing in SPM and improvement, as it requires an integrated, break-
down-the-stovepipes management system to obtain the return on investment
(ROI) and an investment in technology to scale the process.

One approach to understanding cost drivers is to identify the components of
the cost of poor supplier quality. To the extent that these components are meas-
urable, you will be able to uncover

• Potential financial savings from reducing or eliminating some of these
cost drivers

• Which metrics will help you understand the root causes of these
problems

• Which suppliers are driving the most cost
• Where improvements need to be made
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These cost drivers can impact both the supplier’s operations as well as the cus-
tomer’s. That is, inefficiencies at the supplier can cause waste and inefficiencies at
their customers. Issues such as customer complaints, warranty returns, quality
problems, excess inventory, service failures, long cycle times, and so on drive cost
and are part of the supplier cost of poor quality.

The classical view of cost of poor quality (COPQ) categorizes the costs into
four categories:

• Preventive costs. What do you need to do to prevent poor service or prod-
uct quality, such as policies and procedures, planning, and training?

• Appraisal costs. Money spent inspecting, reviewing, or testing the
quality of goods or services.

• Internal failure costs. Cost of fixing quality problems, such as rework.
• External failures. Cost of dealing with customer support, customer

complaints, lost business, and so forth.

Table 1.1 gives a partial list of some components of the cost of poor quality
(COPQ) that fall within the internal and external failures category:

There are various rules of thumb for quantifying the cost of poor quality as
well as its subset, the cost of poor supplier quality. The cost of poor quality has
been estimated to be 10 percent to 25 percent of sales. And the cost of poor sup-
plier quality ranges from 25 percent to 70 percent of COPQ.

One large manufacturer of home appliances estimated its supply base’s con-
tribution to the cost of poor quality to be in the 70 percent range and is working
to understand the causes of this level of waste and reduce it. Some of the metrics
that they regularly track and that have led them to conclude that suppliers are
responsible for such a big portion of poor quality include the following:
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Table 1.1. Cost of Poor Quality—Elements

• Call center expenses

• Excess inventory

• Service calls

• Shipping errors

• Incoming inspection

• Counting 

• Schedule changes

• Order changes

• Scrap

• Concessions

• Claims adjustments

• Good will

• Excess freight

• Warranty costs

• Warranty costs in
excess of reserve

• Customer complaints

• Excess inventory

• Shortages

• Expediting

• Poor process control

• Poor communications

• Stocktaking

• Replacement

• Long lead times

• IT system issues

• Quotations errors

• Rejects

• Warranty returns

• Rework

• Reinspection

• Moving

• Invoicing problems

• Lost time

• Additional overhead 

• Shipping and packing
for returned items



• Parts and labor
• Inside warranty
• Call center
• Liability expense
• Product exchange
• Product adjustments
• Recalls
• Repair and rework
• Parts per million (PPM) defects

While some may feel that these estimates are grossly inflated, it is my experi-
ence that in most companies, there is more than sufficient waste to attack without
the need for exaggerating it. However, the symptoms are more visible than the
causes. The easiest approach to quantifying some of the cost is to identify waste-
ful processes or resources, calculate the cost of that resource, and then estimate the
percent of the resource devoted to countering poor quality. Tables 1.2 and 1.3
illustrate this approach in a manufacturing environment.

COPQ is not limited to manufacturing. Jay Hughes writes in an article in
Physician Executive that COPQ is: “20 to 35 percent of gross revenues or budget
in manufacturing and service industries. … [however] quality engineers who
consulted with clinics and hospitals during the National Demonstration Project
for Quality Improvement in Health Care agreed that the cost of nonproductive
work (COW) in medicine might well exceed 40 to 50 percent of the total health care
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Table 1.2. Total Resources Calculation

Activity Total Percentage Total
Resulting Cost of Cost
from Poor Cost Cost Cost of Resources for

Quality Location Location Location Resources X to Counter Activity

Final Wages and Training $127,000 80% $101,600
inspection benefits

Rework Wages and $87,500 12% $10,500
benefits

Customer Wages and Training System $63,750 100% $63,750
complaint benefits maintenance
resolution (telephone 

and 
computer)

Total Cost of Poor Quality $175,850

Adapted from: source: http://web2.concordia.ca/Quality/tools/8costofpoorquality.pdf 



dollar [italics added].”3 An example of a cost of poor-quality analysis (here called
cost of waste, or COW) in a service environment is shown in Table 1.4. The table
shows the yearly cost of Caring Memorial Hospital creating an average of five
unreadable portable chest X-rays daily.

These are only a few examples of the cost of poor quality or waste. If the first
manufacturing example came from a supplier, consider not only COPQ for the
supplier but also the impact on a customer. Would you as a customer wish to be
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Table 1.3. Unit Costs Calculation

Activity Frequency Total
Resulting of Cost
from Poor Cost Cost Cost Activity Average for

Quality Location Location Location (#/yr) X Cost Activity

Final Wages and Training 12 $8,125 $97,500
inspection benefits

Rework Wages and 7 $2,600 $18,200
benefits

Customer Wages and Training System 37 $2,050 $75,850
complaint benefits maintenance
resolution (telephone 

and 
computer)

Total Cost of Poor Quality $191,550

Adapted from: source: http://web2.concordia.ca/Quality/tools/8costofpoorquality.pdf 

Table 1.4. Cost of Non-Productive Work (Example)

Technician time 0.5 hr at $ 8/hr $ 4

Nursing time 0.5 hr at $18/hr $ 9

Film cost $ 7

Developer $ 2

Machine maintenance $ 1

Patient care delay $ 10

(affecting other services)

Calculated COW/ $ 33

unreadable film

Calculated annual COW $ 61,875

Source: Physician Executive, Sept-Oct, 1998 by Jay M. Hughes, pp. 1-10 

3. Jay M. Hughes, Physician Executive, September–October, 1998, pp. 1-10



footing the bill for hundreds of thousands of dollars of waste at the supplier?
What if these defects were not caught at the supplier and escaped into your sys-
tem? The impact multiplies. Not only would the supplier’s cost structure be higher
due to the inefficient use of resources and suboptimal processes, but the customer
could end up using its own resources to rework a product, send it back to the sup-
plier, carry excess inventory to protect shipments, and so on.

In the hospital example, radiology is often an outsourced function. The same
costs and impacts will apply and depend upon which aspects are outsourced. Any
wasteful costs from the supplier will be passed along to the hospital.

In looking at the total picture, a company with sales of $1B is could be har-
boring anywhere from $200M to $350M of cost in poor quality or waste. The cost
of poor supplier quality could range from $50M up to $245M.

Quantifying the cost of poor supplier quality serves these purposes:

• Quantifying the cost also quantifies the problem.
• A quantified problem is easier to prioritize.
• A quantified cost problem is more visible to management.
• Both quantification and management visibility increase the chances

that resources will be applied to the problem.
• It will be easier to estimate ROI for applying resources to reducing

COPSQ and to understand what resources will be needed.

It is important to try to measure and to understand the cost drivers, risks in
the supply chain, and root causes of supplier performance issues if they are to be
uncovered and eliminated. Focusing on reducing purchasing prices misses one of
the biggest opportunities for cost reduction: identifying waste in the supplier’s
business. How well do suppliers run their businesses and have business processes
and practices in place to perform well and add value, not cost, to the customer?
Measuring cost drivers and waste in the supply chain is not an exact science, and
some supplier performance problems are complex and not quickly solvable.
Companies should not focus on quantifying supplier performance problems pre-
cisely. Accounting systems can make this a difficult task, so you will need to make
estimates and educated guesses about some of the elements. By developing a
process to consistently measure performance and costs, companies can focus on
the trends and information rather than on data gathering or impractical precision.

The Supplier Performance Benchmark Report by Aberdeen Group, first pub-
lished in 2002 and then updated in 2005, supports the business case for measur-
ing supplier performance. In its survey of 197 companies of varying sizes, it found
that the performance of suppliers of companies with an SPM in place improved—
particularly in the areas of price, on-time delivery, and quality—more than that
of the suppliers of companies with no program. Table 1.5 compares companies
with SPM to those who do not have such programs in place.
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Price On-time Delivery Quality Service
The Aberdeen Group also found that suppliers perform better when measured,
which has long been the thought process behind “you manage what you measure,”
In other words, supplier performance improves somewhat simply because people
are paying attention to it—that is, “they [the suppliers] know you’re watching”. So
simple metrics can have some impact. But even more interesting is that more for-
mal, system-based, and enterprise-wide measurement systems brought about
even greater improvements in supplier performance.

This study looked at only measurement-induced performance improvement,
without examining the additional variable of supplier development. Supplier
development ensures that maximum ROI from an SPM program is more likely to
occur. Once the metrics reveal performance problems, then the causes of those
problems must be identified in order to fix the problems. Supplier development
helps close the loop from problem identification to problem resolution. Data col-
lection must be transformed into action.

Another study by two professors at Georgia Tech demonstrates the impact of
supply chain glitches on stock prices and shareholder return.4 Researchers
expected investors to be more punitive if the malfunction was caused by internal
problems within a company. But stock plunged 8.29 percent when internal prob-
lems caused the glitch, compared with an 11.97 percent decrease when a supplier
caused the problem and an 8.48 percent drop when customers caused the prob-
lem. So there was no mercy for incidents out of the control of the company. The
researchers found that the stock began to dip 90 days before a problem was
announced, possibly due to information leaks, and then continue to dip for
another 90 days, with an average of a 20 percent loss during that period. This was
an average loss of $120M per company. Can a better understanding of supplier
performance prevent these types of problems?
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Table 1.5. Average Supplier Performance Improvement

Price On-Time Delivery Quality Service

SPM Program 23% 23% 21% 21%

No Program 13% 11% 5% 17%

Source: Aberdeen Group, Supplier Performance Benchmarking Report, September 2005

4. “Quantifying the Impact of Supply Chain Glitches on Shareholder Value,” by Prof. Vinod Singhal
of Georgia Tech, 2003



RISK FACTORS

With suppliers now spread around the globe, risk avoidance is a hot topic. What
happens when an Asian supplier has a quality or delivery glitch? Or an Indian call
center has employee turnover that impacts service quality? Or a supplier unex-
pectedly goes out of business? According to an AMR Research Alert,5 the top risks
that keep supply managers up at night include the five types of disruptions shown
in Table 1.6.

While one can’t control acts of nature or political events, preparing for uncer-
tainty by gaining a better understanding of who one’s suppliers are, how they are
performing, what their strengths and weaknesses are, and even how they are run-
ning their business are some important steps toward preventing and mitigating
risk. Developing closer relationships with important suppliers also helps compa-
nies mitigate risk. You are more likely to work with valued supplier partners in
times of adversity and they with you. You may even decide that risks and total cost
of pursuing cheaper, but far-flung suppliers may be greater than the rewards.
What you don’t know can hurt you. So, finding ways to increase visibility into the
supply base is critical to risk avoidance.

SELLING THE BUSINESS CASE FOR SPM

SPM requires resources. Getting those resources requires an understanding and
commitment from senior management, who need to understand the ROI for
these resources. So far, we have discussed several ROI approaches:
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Table 1.6. Supplier Managers’ Top Five Risks

Percent of 
Type of Disruption Those Surveyed

Supplier disruptions (critical supplier failure) 49%

Logistics failure (port strike) 17%

Natural disaster (Hurricane Katrina) 14%

Strategic failure (selling the wrong product in the wrong market) 13%

Geopolitical event (regional instability causes supply disruption) 8%

Source: “Three Techniques for Managing Supply Risk” by Mark Hillman, March 9, 2006, AMR
Research, based on a poll of 150 people attending a webinar.

5 Mark Hillman, “Three Techniques for Managing Supply Risk” by, March 9, 2006, AMR Research,
based on a poll of 150 people attending a webinar.



• Describe and quantify elements of the cost of poor supplier quality to
your organization.

• Quote results from studies about the impact of measuring suppliers.
• Look at some of your biggest internal issues, such as customer com-

plaints, call center costs, or quality rejects, and analyze the extent to
which your suppliers contribute to these costs. (For those companies
involved in Six Sigma, this would make an excellent Six Sigma project.)

• When SPM is well deployed, companies can more readily identify
supplier problems and their root causes. Take one or two supplier
problems and calculate the savings to both the supplier and to your
company if the problem were fixed.

The business case is solid and the benefits clear. First, SPM provides quantifi-
able bottom-line impact. SPM provides executives with uninterrupted supply and
enables them to establish productive and sustainable relationships with suppliers.
Both the research by Denali Consulting and work with customers showed that
SPM can drive 3 percent to 6 percent total supply chain cost reductions through
continuous improvements.6
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6. Tim Minahan,,“The Business Case for Supplier Performance,” Supply Excellence, http://supplyex-
cellence.com/blog/2007/04/18/the-business-case-for-supplier-performance-management
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