CONTRIBUTIONS
TO MANAGEMENT SCIENCE

Reza Zanjirani Farahani
Nasrin Asgari - Hoda Davarzani
Editors

Supply Chain

and Logistics

in National,
International and
Governmental
Environment

Concepts and Models

IV

Physica-Verlag

A Springer Company



Contributions to Management Science



“This page left intentionally blank.”



Reza Zanjirani Farahani  Nasrin Asgari
Hoda Davarzani
Editors

Supply Chain and
Logistics in National,
International and
Governmental
Environment

Concepts and Models

Physica-Verlag



Editors

Dr. Reza Zanjirani Farahani
Centre for Maritime Studies
National University of Singapore
Singapore

and

Institute for Trade Studies & Research
Tehran

Iran

cmszfr@nus.edu.sg

Hoda Davarzani

Institute for Trade Studies & Research
Tehran

Iran

and

Tarbiat Modares University
Industrial Engineering Department
Faculty of Engineering

Tehran

Iran

davarzani@modares.ac.ir

ISSN 1431-1941

Dr. Nasrin Asgari

Centre for Maritime Studies
National University of Singapore
Singapore

cmsna@nus.edu.sg

ISBN 978-3-7908-2155-0 e-ISBN 978-3-7908-2156-7

DOI: 10.1007/978-3-7908-2156-7

Springer Dordrecht Heidelberg London New York

Library of Congress Control Number: 2009922332

© Springer-Verlag Berlin Heidelberg 2009

This work is subject to copyright. All rights are reserved, whether the whole or part of the material
is concerned, specifically the rights of translation, reprinting, reuse of illustrations, recitation,
broadcasting, reproduction on microfilm or in any other way, and storage in data banks. Duplication
of this publication or parts thereof is permitted only under the provisions of the German Copyright
Law of September 9, 1965, in its current version, and permissions for use must always be obtained
from Springer. Violations are liable for prosecution under the German Copyright Law.

The use of general descriptive names, registered names, trademarks, etc. in this publication does
not imply, even in the absence of a specific statement, that such names are exempt from the relevant
protective laws and regulations and therefore free for general use.

Cover design: WMX Design GmbH, Heidelberg

Printed on acid-free paper

Physica-Verlag is a brand of Springer-Verlag Berlin Heidelberg
Springer is part of Springer Science+Business Media (www.springer.com)



This book is dedicated to
Professor Hartmut Stadtler
whose book and mentorship
paved the way for us to acquire a
better understanding of

Supply Chain Management



“This page left intentionally blank.”



Preface

Logisticsisanintegral part of our everyday life. Today it influences morethan ever a
large number of human and economic activities. In thisbook, authorstry toillustrate
some advanced logistics and supply chain management topics, recently mentioned
by academic and industrial personnel. This book has been organized in 12 chapters
such that the reader can study each chapter not only independently as shown in
Fig. 1; but also as part of awhole. If someone wants to study the book more deeply,
the suggested approach for this study is shown in Fig. 2.

So the readers of this book may be divided into at least two groups: (1) students
in Master’s courses or higher, who can use this book in their courses as a whole,
and (2) experts who want to learn more about a new topic in logistics and supply
chain management; this group may want to read a chapter about a special topic that
isfound in this book.

In the context of global competition, the more latent topics in logistics supply
chain management are fast growing. This book falls within this perspective and
presents 12 chapters that well illustrate the variety and complexity of these topics.
Thisbook is organized as follows:

Chapter 1 introduces logistics and supply chain management and contains some
primal definitions about these two concepts; some obstacles, prerequisites and
infrastructures of modernized logistics and supply chain management and global
supply chain management are illustrated.

Chapter 2 concentrates on performance measurement scales and indicators. Per-
formance measurement is the process of quantifying the effectiveness and efficiency
of action. Performance measurement systems are described as the overall set of
metrics used to quantify both the efficiency and effectiveness of action. After
demonstrating the importance of performance measurement, SCOR indicators and
taxonomy, aswell as balanced scorecards are presented as more popul ar approaches.

Chapter 3 is about the global supply chain management system. “Global” ref-
eresto transactions involving individuals or firms in more than one country. Supply
chain management includes integration and coordination activities such aslogistics,
marketing, sourcing, etc. This chapter focuses on globalization and its challenge;

Vii



viii Preface

Fig. 2 Sequencing the chapters dependently

we assume that you have enough knowledge of SCM and explain the difference
between domestic and global supply chains.

Chapter 4 is about national logistics cost. Logistics cost measurement is a proper
indicator of the past and the future. As alead indicator, Logistics cost measurement
would support national policy making and the targeted deployment of operational
and capital resources. Thischapter demonstratestheimportance of calculating logis-
tics cogt, its complexity and major components. At the end, this chapter illustrates
some cal culating methods and their results.

Chapter 5 focuses on spatial planning. One of the key parts of development
planning for the economic sector is planning for the geographical and spatial
development of economic activities, which is crucial in achieving balanced and
sustainable development. Spatial planning includes methods that the public sector



Preface ix

utilizesto influencethe future distribution of the activitiesin the space. When speak-
ing about the spatial aspects of logistics activities, we are concerned about the
geographical and location characteristics of the logistics industry and the conse-
guences of those locations. This chapter introduces Core Geographical Dimensions
of Logistics, The Role of Public Sector in Spatial Planning and Spatial Planning for
Logistics.

Chapter 6 is about supply network design. It isimportant to know the essentials
in adistribution network design. To achieve this, this chapter has a general overview
of distribution networks and some of their models. Then, in the next parts, it focuses
more on the national and international parts of this story and the theoretical points
mentioned here areillustrated in three case studies.

Chapter 7 contains some useful conceptsin outsourcing and privatization. Priva-
tization has gained worldwide acceptance in the past decade. This chapter tries to
gather some privatization definitions and related literature. After that, some steps,
methods, results, management, monitoring and challengesareillustrated. At theend,
some case studied are demonstrated to exhibit theoriesin practice.

Chapter 8 concentrates on export clusters. Industrial clusters, especially export-
oriented clusters, are the new and emerging strategies for companies and countries
to achieve export development throughout the world. A cluster is a geographically
proximate group of interconnected companies and associated institutions in a par-
ticular field, linked by commonalitiesand complementaries. This chapter introduces
clusters, especially export ones, and one of its famous models, cluster structure and
success factors. At the end of this chapter, the theoretical aspects are illustrated by
some case studies in practice.

Chapter 9 discusses some of the fundamental aspects of Green Supply Chain
Management (GrSCM). First, it discusses GrSCM, its origins, advantages, barriers,
and initiatives. Next, it reviews green design, green operations, green procurement,
and GrSCM frameworks. The chapter ends with a description of the role of gov-
ernments and international organizationsin promoting and devel oping green supply
chain practices.

Chapter 10 is about logistics and supply chain management in times of disas-
ter. This chapter provides an overview of the growing significance of disasters and
the role of logistics in improving the humanitarian response. Second, it discusses
relief logistics and its differences from commercial logistics. Finaly, it reviews
relief logistics subsystems and describes some of its critical subsystems.

Chapter 11 tries to demonstrate military logistics and supply chain. This chap-
ter explains the fundamental differences between corporate and army supply chain
management and investigates the supply chain management in The United States
Department of Defense (DoD). This chapter ends with concepts in practice by
depicting acasein Finland.

Chapter 12 isabout logistics and supply chain management information systems.
In order to improve agility, many companies have decentralized their value-adding
activities by outsourcing and devel oping virtual enterprise (VE). Thisfact highlights
the importance of information technology (IT) in integrating suppliers/partnering
firmsin virtual enterprises and supply chain. Supply chain management (SCM) is
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an approach that has evolved from the integration of these considerations. So this
chapter concentrates on this important reality and illustrates developing I T in SCM
and related literature. This chapter continues with e-government concept and its
related issues.

This manuscript ends with Chap. 13, presenting some case studies related to
supply chain management in different countries.

We express our appreciation for editorial who managed to edit successfully the
manuscripts that were characterized by a great variety of individual preferencesin
style and layout, and to Alice Blanck, Werner A. Mller from Springer Publishing,
Dr. Niels Peter Thomas, Springer, Editor, Business’Economics and also Kumar
Athiappan SPi TechnologiesIndia Private Ltd. for their support.

Tehran, Iran Reza Zanjirani Farahani
March, 2009 Nasrin Asgari
Hoda Davarzani
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Chapter 1
Overview

Reza Zanjirani Farahani, Nasrin Asgari, and Hoda Davar zani

In recent years, the area of supply chain management (SCM) has become very popu-
lar. Thisisevidenced by marked increasesin practitioner and academic publications,
conferences, professional development programs and university coursesin the area.
While interest in SCM is immensg, it is clear that much of the knowledge about
SCM residesin narrow functional silos such as purchasing, logistics, I T and market-
ing. Thisgrowing areaof knowledge needs more attention,; first of al, thereisn’'t any
manuscript considering the new eras of this discipline; in addition, most of the exis-
tent texts concentrate on the missing theoretical aspects and empirical evidences.
This book tries to consider both sides and, at the end of each chapter, theories are
illustrated by case studies.

This chapter introduces logistics and SCM and contains some primary defini-
tions about these two concepts. Some obstacles, pre-requisites and infrastructures
of modernized logistics and SCM and global SCM are also illustrated.

1.1 Definition of Logistics

Logisticsisan integral part of our everyday life. Today, morethan ever, it influences
a large number of human and economic activities. The word “logistics’ is derived
from the Greek adjective “logistikos” meaning “skilled in calculating”. The first
administrative use of the word was in Roman and Byzantine times when there was
amilitary administrative official with thetitle Logista. But some researchersbelieve
that the term logistics comes from the French word “logis’ meaning dwelling, origi-
nally designated the art of organizing the transportation, resupplying, and housing of
the troops of an army (that of Napoleon). From the 1960s on, the term logistics has
been used in the businessfield to refer to the means and methodsrelated to the phys-
ical organization of a company, and specially the flow of materials before, during,
and after the production (Langevin and Riopel 2005). Since the 1990s, logistics have
been given increased attention both in academy and in industry.

R. Zanjirani Farahani et a., Supply Chain and Logistics in National, International 1
and Governmental Environment. Contributions to Management Science.
DOI 10.1007/978-3-7908-2156-7 1, (© Springer-Verlag Berlin Heidelberg 2009



2 R.Z. Farahani et al.

Logistics is a diverse and dynamic function that has to be flexible and has to
change according to the various constraints and demands imposed upon it and with
respect to the environment in which it works. Therefore, so many terms have been
used, often interchangeably, in the literature and in the business world. One quite
widely accepted view shows the relationship as follows: (Baker 2006)

Logistics = Supply + Materials Management + Distribution.

Logistics is also concerned with the physical and information flows and stor-
age forms of the raw material until the final distribution of the finished products
(Baker 2006).

L ogistics deals with the planning and control of material flows and related infor-
mation in organizations, both in public and in private sectors. Broadly speaking,
its mission is to get the right materials to the right place at the right time, while
optimizing a given performance measure (e.g. minimizing total operating cost) and
satisfying the given set of constraints (e.g. a budget constraint). The key issue is
to decide how and when raw materials, semi-finished and finished goods should be
acquired, moved and sorted. Logistics problemsalso arisein firmsand public orga-
nizations producing services. This is the case in garbage collection, mail delivery,
public utilities and after-sales service (Ghiani et al. 2004).

The question of the most appropriate definition of logistics and its associated
namesakes is always an interesting one. There are a multitude of definitions which
can be found in textbooks and articles. A selected few are:

— “Logisticsis... the management of all activities which facilitate movement and
the co-ordination of supply and demand in the creation of time and place utility”
(Heskett et al. 1973).

— “Logistics management is... the planning, implementation and control of the
efficient, effective forward and reverse flow and storage of goods, services and
related information between the point of origin and the point of consumption in
order to meet customer requirements’ (CSCMP, 2006 cited in Riopel et al. 2005).

— “Logisticsis... the positioning of resource at the right time, in the right place, at
theright cogt, at the right quality.” (Chartered Institute of Logistics and Transport
(UK, 2005, cited in Riopel et al. 2005)).

— “In the military context, logistics is concerned with the supply of troops with
food, armaments, ammunitions and spare parts, as well as the transport of troops
themselves’ (Ghiani et al. 2004).

— “In civil organizations, logistics' issues are encountered in firms producing and
distributing physical goods’ (Ghiani et al. 2004).

In this chapter, we consider logistics as its definition in the Council of Logistics
Management (2003) cited by Riopel et a. (2005): “Logigtics is that part of the
supply chain process that plans, implements, and controls the efficient, effective
forward and reverse flow and storage of goods, services, and related information
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between the point of origin and the point of consumption in order to meet customers
requirements.”
This definition highlights the key features of logistics (Taylor 1997):

It is concerned with movement and storage of materials

It is concerned with managing information flows that underpinthe materials' flow
Its scope ranges across the whole supply chain from the raw materials' point of
origin to the finished products’ final consumption

It requires a single logic to plan and organize this flow of materials throughout
the supply chain

— It has two key objectives: (a) achieving appropriate customer-service standards
and (b) doing so in a cost-effective manner.

From a historical perspective, the development of the logistics system in any society
may be viewed as an evolutionary process. Starting with a basic, low level system
characterized by limited movement and storage facilities, constraining consumers
to live near the source of production, alogistics system gradually evolves over time
to meet the changing logistics' requirements of a given society. Needlessto say, the
level of sophistication of the “evolved” system islargely afunction of the national
infrastructure in which the system operates. Society adapts the system to satisfy its
specific needs (Razzaque 1997).

1.2 Definition of SCM

Theterm SCM has been created by two consultants, Oliver and Webber, as early as
1982 (Stadtler 2008) and came into widespread use in the 1990s. Prior to that time,
businessemen used terms such as“logistics” and “ operations' management” instead
(Hugos 2003). The supply chain in Oliver and Webber’s view lifts the mission of
logistics to become a top management concern, since “... only top management can
assure that conflicting functional objectives along the supply chain are reconciled
and balanced... and finally, that an integrated systems strategy that reduces the level
of vulnerability is developed and implemented” (Oliver and Webber 1992, cited in
(Stadtler 2008).

There are numerous definitions for supply chain in textbooks and articles.
A selected few are:

— “A supply chain is the alignment of firms that bring products or services to
market” (Lambert et al. 1998).

— “A supply chain consists of al stagesinvolved, directly or indirectly, in fulfilling
a customer request. The supply chain not only includes the manufacturer and
suppliers, but also transporters, warehouses, retailers, and customers themselves’
(Chopraand Meindel 2007).

— “A supply chain is a network of facilities and distribution options that performs
the functions of procurement of materials, transformation of these materialsinto
intermediate and finished products, and the distribution of these finished products
to customers’ (Ganeshan and Harrison 1995).
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If thisis a supply chain, then we can define SCM as the things we do to influence
the behavior of the supply chain and get the results we want. Some definitions of
SCM are:

— “The systemic, strategic coordination of the traditional business functionsand the
tactics across these business functions within a particular company and across
businesses within the supply chain, for the purposes of improving the long-
term performance of the individual companies and the supply chain as a whole”
(Mentzer et a. 2001).

— “SCM is the coordination of production, inventory, location, and transportation
among the participantsin asupply chain to achieve the best mix of responsiveness
and efficiency for the market being served” (Hugos 2003).

Supply chains encompass the companies and the business activities needed to plan,
source, make, deliver, and return (SCC 2006). Businessmen depend on their supply
chains to provide them with what they need in order to survive and thrive. Every
business fits into one or more supply chains and has arole to play in each of them
(Hugos 2003).

Coordinating material, information and financia flows within a large multi-
national firm isachallenging and rewarding task. Obviously, forming asupply chain
out of agroup of individual companieswith the purpose of acting like asingle entity
is even harder (Stadtler 2008). The pace of change and the uncertainty about how
markets will evolve has made it increasingly important for companies to be aware
of the supply chainsthey participate in and to understand the roles they play. Those
companies that learn how to build and participate in strong supply chainswill have
a sustainable competitive advantage in their markets (Hugos 2003).

During 1990s, several authors tried to put the essence of SCM into a single
definition. Its constituents are (Stadtler 2008):

— The object of the management philosophy,

— Thetarget group,

— The objective(s), and

— The broad means for achieving these objectives.

The objective of SCM obvioudly isthesupply chain which representsa“. .. network
of organizations that are involved, through upstream and downstream linkages, in
different processes and activities that produce value in the form of products and
services in the hands of the ultimate consumer” (Christopher 1998, p. 15 cited in
Stadtler 2008). In abroad sense, a supply chain consists of two or morelegally sepa-
rated organizations, being linked by material, information and financial flows. These
organizations may be firms producing parts, components and end products, logistic
service providers and even the (ultimate) customer himself. So, the above defini-
tion of a supply chain also incorporates the target group — the ultimate customer
(Stadtler 2008).

A network usually will not only focus on flows within a (single) chain, but also
will have to deal with divergent and convergent flows within a complex network
resulting from many different customer orders to be handled in parallel. In order to
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ease the complexity, a given organization may concentrate only on a portion of the
overall supply chain (Stadtler 2008).

In anarrow sense, the term supply chain is aso applied to alarge company with
several sites often located in different countries. Coordinating material, informa-
tion and financial flows for such a multinational company in an efficient manner
is still a formidable task. Decision-making, however, should be easier, since these
sites are part of a large organization with a single top management level. A sup-
ply chain, in the broad sense, is aso called an inter-organizational supply chain,
while the term intra-organizational relates to a supply chain in the narrower sense.
Irrespective of this distinction, a close cooperation between the different functiona
units like marketing, production, procurement, logistics and finance is mandatory
(Stadtler 2008).

The objective governing all endeavors within a supply chain is to increase com-
petitiveness. Thisis because no single organizational unit now is solely responsible
for the competitiveness of its products and services in the eyes of the ultimate cus-
tomer, but the supply chain as awhole. Hence, competition has shifted from asingle
company to supply chains. Obviously, to convincean individual company to become
apart of asupply chain requires awin-win situation for each participant in the long
run, while this may not be the case for all entitiesin the short run (Stadtler 2008).

There are two broad means for improving the competitiveness of a supply chain.
One is a closer integration of the organizations involved and the other is a better
coordination of material, information and financial flows. Overcoming organiza-
tional barriers, aligning strategies and speeding up flows aong the supply chain
are common subjects in this respect. We are now able to define the term SCM
as the task of integrating organizational units along a supply chain and coordinat-
ing material, information and financia flows in order to fulfill (ultimate) customer
demandswith the aim of improving the competitivenessof asupply chain asawhole
(Stadtler 2008).

1.3 Background of Logisticsand SCM Researches

Thefield of business|ogistics has evolved substantially over the past several decades
(see for example, Kent and Flint 1997; Langley 1986; Miyazaki et al. 1999). From
the 1960s on, the term logistics has been used in the business field to refer to the
means and methods related to the physical organization of a company, and spe-
cialy the flow of materials before, during, and after the production (Langevin and
Riopel 2005). In the 1960s, business logistics was primarily concerned with two
groups of functions, materials management and distribution (Riopel et al. 2005).

The 1970s brought an increasing focus on the interdependence of these func-
tions (Heskett et al. 1973; Heskett 1977) cited in Riopel et a. (2005), and logis-
tics “expanded” in the following years to include a more integrated perspective
(Hutchinson 1987; Ballou 1992; Blanchard 1992; Langford 1995) cited in Riopel
et a. (2005).
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Other contributors to the evolution of the logistics in organizationsin the 1980s
were improvementsin the information technol ogies and communications, the emer-
gence of third party firms offering varied logistic services, and new techniques such
as distribution resource planning and just-in-time (Robeson et al. 1994).

Since the 1990s, logistics have been given increased attention both in academy
and in industry. The logistics industry continuesto change radically and to grow in
importance. The quality of the logistics managers and staff has also devel oped with
the growth in responsibility and scope which ajob in logistics entails (Baker 2006).

Logistics research is influenced by economic and behavioral approaches. The
economic approaches focus their attention on cost minimization and profit max-
imization while the behavioral approaches focuse on psychological and socio-
logical aspects. Owing to the influence of the two entirely different thoughts,
many researchers have shown their concern towards research methodsin SCM and
logistics, by giving suggestion either on quantitative side (positivist paradigm or
analytical school) or on the qualitative side (interpretive paradigm or behavioral
school) (Sachan and Datta 2005).

Sahay et al. (2003) traces back SCM to Forrester in 1958 and 1961 who iden-
tified the dynamics of the response to be changed in demand. But more accepted
historical aspect istheterm SCM which has been created by two consultants, Oliver
and Webber, as early as 1982 (Stadtler 2008) and came into widespread use in the
1990s. Prior to that time, businesses used terms such as “logistics’ and “ operations
management” instead (Hugos 2003) (Fig. 1.1).

The characteristics and the quality of a product or service sold to a customer
largely depend upon several firms involved in its creation. This brought about new
challenges for the integration of legally separate firms and the coordination of

« business logistics primarily concerned with two groups of functions, materials management
and distribution

N
« increasing focus on the interdependence of these functions
« |ogistics “expanded” in the following years to include more integrated perspective

J
« improvements in information technologies and communications, the emergence of third
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Fig. 1.1 Historica aspect of logistics and supply chain management
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materials, information and financial flows not experienced in this magnitude before.
A new managerial philosophy was needed — SCM (Stadtler and Kilger 2008).

As with many management philosophies, impressive gains reported from pilot
studies, are promised. A few principles often build the main body of such a
new management philosophy. Since there are usually many more facets involved
in successful management of a company, some neglected factors may give rise
to improvements achievable by the next management philosophy highlighted a
few years later. Still, each management philosophy usually contains some build-
ing blocks which are advantageous and will survive over a longer period of time
(Stadtler and Kilger 2008).

No great phantasms are needed to forecast that SCM will not be the ultimate
managerial philosophy, athough in our opinion it has many more facets than most
of its predecessors. Sincethere are several facetsto look at, SCM isdifficult to grasp
asawhole (Stadtler and Kilger 2008).

In recent years, the area of SCM has become very popular. This is evidenced
by marked increases in practitioner and academic publications, conferences, pro-
fessional development programs and university courses in the area. While interest
in SCM isimmensg, it is clear that much of the knowledge about SCM resides in
narrow functional silos such as purchasing, logistics, IT and marketing (Burgess
et al. 2006).

There is a difference between the concept of SCM and the traditional concept of
logistics. Also traditional logisticsfocusesits attention on activities such as procure-
ment, distribution, maintenance, and inventory management. SCM acknowledgesall
of the traditional logistics and also includes activities such as marketing, new prod-
uct development, finance, and customer service. In the wider view of supply chain
thinking, these additional activities are now seen as a part of the work needed to
fulfill customer requests. SCM views the supply chain and the organizationstherein
as a single entity. It brings a systematic approach to understanding and managing
the different activities needed to coordinate the flow of the products and servicesto
best serve the ultimate customer. This systematic approach provides the framework
through which best respond to business requirements that otherwise would seem to
bein conflict with each other (Hugos 2003).

1.4 Obstacles, Pre-Requisites and I nfrastructures
of Modernized Logisticsand SCM

Product proliferation is rampant today. With customer demanding ever more cus-
tomized products, manufacturers have responded with mass customization and even
segment-of-one view of market. In addition to the increasing variety of the product
types, the life cycle of the products has been reducing. Customers are constantly
demanding improvements in delivery lead-times, cost, and product performance.
More than these, supply chainstoday are morelikely than ever to be global (Chopra
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and Meindel 2007), so classic logistics and SCM could not be effective ever after
and there exists a serious need for being modern and changing dramatically.

Like every new coming system, logistic and SCM, especialy in their mod-
ern conditions, encounter with some barriers. This section covers obstacles that,
unless removed or worked around, will cause some serious problemsin implemen-
tation. These could be cultural, legal, administrative, and resource barriers (Gansler
et al. 2004). To change a business-as-usual organizational mindset requires strong
leadership commitment from the very top levels. Most offices often resist sharing
demanded information with suppliers, who therefore must forecast and plan based
on the best guesses of their need (Gander et a. 2004). The critical success fac-
tors for the B2B world will require: (a) a solid global supply chain organization;
(b) appropriate levels of integration and standardization; and (c) executive support
of these initiatives. Implementing these systems may require additional training
and cultural changes on the part of suppliers, customers, and internal functions
(Handfield and Nichols 2002). Governmental laws and agency rules enacted to spur
economic development, to promote disadvantaged business segments, or —in some
cases — to help constituent causes, occasionally create unintended hurdles to SCM
change and modernization. These statutes and regulations may keep departments
and agencies from acting quickly. Time consuming and meaningless paperwork
could be a troublesome outcome of some legalizations (Gandler et al. 2004). Estab-
lishing trust between parties in a supply chain is perhaps the greatest challenge.
Legal staffs may produce “airtight” contractual agreements that fail to include
mechanisms for addressing the inevitable conflicts which are short of legal action.
This can result in a situation where an organization may win the legal battle at a
future point in time but be eliminated from the marketplace in the interim. Con-
flict management in inter-organizational relationships is becoming an increasingly
difficult task. The fragile bond of trust, once broken, becomes extremely difficult
to repair and some supply chain relationships eventually break under the strain
(Handfield and Nichols 2002).

Although the topic of integrated SCM appeals to many practitioners, consul-
tants and academics, the difficulty involved in implementing this strategy is evident.
The integrated management of information and materials across the supply chain
offers the benefits of increasing the value-added by supply chain members, remov-
ing waste, reducing cost and improving customer satisfaction. However, deploying
and managing this strategy is a significant and challenging endeavor (Handfield and
Nichols 2002). Business usually can cause some problems for modernizing SCM.
Poor accounting records in general, the lack of activity-based costing and prevent-
ing from sharing information could be some barriers in improving SCM (Gansler
et al. 2004). In many cases, problems occur in the implementation of information
systems so that the appropriate information is not readily available to the people
who need it. In other cases, the information is available but supply chain members
are reluctant to share it due to their lack of trust and their fear that the information
will berevealed to competitors (Handfield and Nichols 2002).

Many business IT systems are outdated and ill-equipped in order to interface
with other systems to handle modern problems in a timely way; and upgrading
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old or implementing new and integrated IT systems, training personnel, ensuring
adequate information security, establishing new SCM-focused contracts, and other
logistics' transformation activities need adequate and sustained funding levels to
achieve change and modernization; so insufficient funding could be another hurdle
of implementing modern logistics and SCM (Gansler et al. 2004).

Inventory management from a supply chain perspective is not less difficult.
Although inventory systems are continuously improving, the need to expedite late
shipments never seems to disappear. There are aways delays in shipments for a
variety of reasons. Slowdowns resulting from customs when crossing international
borders, adverse weather conditions, poor communication, and, of course, sim-
ple human errors are inevitable. With the double-edged sword of lower inventory
levels and increasing demand for improvements in fill rates and on-time delivery
performance, managing inventory throughout a supply chain becomes increasingly
complex and demanding (Handfield and Nichols 2002).

1.5 Challenges of Union Countries and Global SCM

Thelast decades of the twentieth century witnessed a considerabl e expansion of sup-
ply chainsinto international locations, especially in the automobile, computer, and
apparel industries (Meixell and Gargeya 2005). The world is asmall place because
of advancements in communication and transportation. Conducting business on a
global basis has become an industrial norm. In virtually every industry, businesses
have learnt that they are now part of extended enterprises with trading partners
around the world. Companies of all sizes can discover that some part of their supply
chain contains a manufacturer in a distant land (Assaf et a. 2006). Both dot-coms
and old economy companies are how paying more attention to collaborative logis-
tics (Li and Lin 2006). In this new and ever-expanding environment, international
procurement has become amajor challenge, and success requires a number of skills
that are not otherwise required for typical domestic procurement. Demand for top,
knowledgeable, and experienced supply chain planning and import personnel is on
the rise to meet these challenges (Assaf et al. 2006).

As a company contemplates on procuring products either domestically or glob-
aly, many critical elements must be considered while analyzing cost, time, quality,
service, and liability factors. With the growing emphasis being placed on SCM and
the drive for optimization of the process steps across an end-to-end value chain,
strategic and global purchasing has taken center stage and has become the popular
means for obtaining product (Assaf et al. 2006).

Today's fast-paced and ever-changing business world has created so much tur-
moil that we find ourselves struggling to find a steady ground. The economy
continues to fluctuate and every executive is trying to come up with a strategy
that is going to generate positive returns and “clot the bleeding.” Procurement is
no stranger to this turmoil, with purchasing executives being held accountable for
increased prices in raw material and natural resources that have been well beyond
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their control. There are very few procurement professionals who have not had to
write to their vendors and plead for lower costs through these troubling times.
Fortunately, there are strategies that may offer some help (Assaf et al. 2006).

Most of uslook beyond our bordersfor the answersto our problems; initially, we
looked at the countrieslike China, India, and many other Eastern nationsto provide
us with cheaper raw materials. We were even willing to sacrifice some levels of
quality in order to meet prescribed cost reductions that were handed down to us.
Once we were determined that we have exhausted all sources of materials, then we
decided to actually outsource people, too, which led us to the increased import of
cheaper visible and invisible trade. Although these strategies can be very fruitful,
there are many factors that were overlooked or unknown, which have an impact on
the true results of our procurement efforts (Assaf et al. 2006).

Clearly, the differencein culturesis atopic that has been covered in amost every
business book, seminar, and classroom. Thefield of global procurement has evolved
to alevel wherethefocusisno longer on understanding based solely on the cultures
and logistics, but on the impacts of recent events on our actions and our movements.
One of the most difficult hurdlesto overcomein global procurement is the distance
between our vendors and us. There are many companies that have been burned on
transactions which resulted in the material that were not shipped, which saw some
recourse in the form of aletter of credit. Then, we had instances where substandard
material was shipped and this was met with pre-shipment samples or inspections,
but this never guaranteed that the sample would be an accurate representation of the
shipment. There are dozens of booksthat have addressed these issues, yet the recent
developments of the world have made these instances seem somewhat trivial. Many
recent events have changed the rules for those of us who have worked in organiza-
tionswherewe had the [uxury of traveling to our vendor’s countriesto negotiate and
develop relationships. Typically, these sources are located in third-world countries
and these nations sometimes have suffered political unrest and may have different
beliefs. This is especially prevalent in situations between East, Middle East, and
West. Such events have forced us to pay more attention to both our relationships
and our movements (Assaf et a. 2006).

Using the latest information and communication technologies to interconnect
manufacturers, retailers, and transporters, these companies can easily exchange
information with others. However, the use of information technologies is not all
that is necessary to enhance global logistics competence. It is even more impor-
tant to effectively manage the relationships with all supply chain partners (Li and
Lin 2006).

For many global supply chain networksthat can comprise hundreds of companies
with over several tiers of suppliers and intermediate customers, there are numerous
presenting risks to be considered and tackled. Generally speaking, these risks can
be classified into two types: risks arising from within the supply chain network
and risks externa to it (Goh et a. 2007). For the former, the attributes are due
to the interaction between the firms across the entire supply chain network. This
set of internal risks can encompass supply risk, demand risk, and trade credit risk,
for instance. External risks, on the other hand, arise from the interactions between
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the supply chain network and its environment, such as international terrorism, and
natural disasterslike SARS.

One of the challenges in global SCM is the development of decision-making
frameworks that accommodate diverse concerns of multiple entities across the sup-
ply chain (Narasimhan and Mahapatra 2004). In global supply chain, decision
making about the design of supply chain extends to include the selection of facili-
ties at international locations, and the special globalization factors with which this
involves. These design decisions may be decentralized, in a way that a manager at
each facility makes decisions, or may be centralized so that decisions across facili-
tiesare coordinated. | deally, managers make these choices consistent with the firm's
supply chain strategy (Meixell and Gargeya 2005).

However, experts maintain that global supply chains are more difficult to manage
than domestic supply chains (MacCarthy and Atthirawong 2003). Substantial geo-
graphical distances in these global situations not only increase transportation costs,
but complicate decisions because of inventory cost tradeoffs due to the increased
lead-time in the supply chain. Different local cultures, languages, and practices
diminish the effectiveness of the business processes such as demand forecasting and
materia planning. Similarly, infrastructural deficienciesin developing countriesin
transportation and telecommunications, as well asinadequate worker skills, supplier
availability, supplier quality, equipment and technology provide challenges nor-
mally not experienced in developed countries. These difficulties inhibit the degree
to which a global supply chain provides a competitive advantage (Meixell and
Gargeya 2005).

Furthermore, global supply chains carry unique risks that influence performance
changes, including currency exchange rates uncertainty, economic and political
instability, and regulatory environmental variability (Meixell and Gargeya 2005).
Currency exchange rates affect the price paid for goods that are purchased in the
supplier’s currency and thereby influence the timing and volume of the purchases
as well asthe financial performance of the supply chain (Carter and Vickery 1988,
1989). Accordingly, practitioners are well advised to factor these risks into their
decisions when designing global supply chains (Meixell and Gargeya 2005).

1.6 Logisticsand SCM in Developing Countries

The past two decades have witnessed a number of important developments in the
business world affecting business firmsin both developed and devel oping countries.
A relentless search for the “best” possible mixture of inputs such as cheap labor, raw
materials, and energy, among others, by many advanced country corporations, has
resulted in the decoupling of the comparative advantages from different regions of
the world where they are found. To enhance val ue-adding capabilities, many supply
chains have shifted their attention from manufacturing to various Third World loca-
tions so that the “best” inputs can be combined in a single cohesive value-adding
conversion system (Alotaibi et al. 1993).
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Many developing countries, on the other hand, have benefited from such strate-
gies. Growing popularity of international subcontracting and global sourcing of
finished products by industrial nations have prompted many developing countries
to open up their economies to foreign investors search for cheap labor, land and
other raw materials (Razzaque 1997).

It is not denied that the availability of adequate logistics facilities is a vital
requirement for attracting foreign investment to any new location. It has been
suggested that global manufacturing strategies provide the greatest competitive
advantage when they are appropriately supported through key value-added logistics
activities (Fawcett et al. 1993).

With the ever increasing popularity of the globalization of business, better
logistics facilities and their management are bound to assume important roles in
international business. It isnot surprising that firmsin many of the advanced nations
areincreasingly feeling the necessity to refine their distribution networksto respond
to the changing environment (Taylor and Closs 1993).

L egacies of the past are the challenges with which many less devel oped countries
are faced in order to develop their logistics systems. These are fundamental prob-
lems inherited not only from their embryonic trappings, but also from the lack of
understanding of logistics' role and importance. There exists a stream of research on
logistics and supply chain in devel oping nations (Razzaque 1997). However, studies
about logistics challengesin developing countries are rare and scarce.

Studies on several countries in Eastern Europe (Murray 1993; Bloomen et a.
1994), Asia (Speece and Kawahara 1995) and Africa (Dadzie 1990) have iden-
tified numerous reasons for the poor state of logistics in the developing world.
Weak logistics systems have appeared to be a common phenomenon in the Eastern
European countries. For example, the Hungarian | ogi stics scene has been character-
ized by outmoded production, distribution and supply systems, poor transportation
infrastructure and inefficient third-party transportation. Uncertainty in demand and
supply coupled with long manufacturing cycle times lead to excessive stock hold-
ing. Lack of warehousing facilities, poor information technology and inadequate
cost data have tended to aggravate the problems of decision making. According to
Murray (1993), these problems are due to the management inertia and incremental
but unimpressive improvementsin logistics. In the former Soviet Union, poor trans-
portation, political instability, national rivalries, bureaucracy, shortage of investment
funds (Hastings 1994), and ineffective organization structures (Rodnikov 1994)
have been major obstacles to the development of logistics. In Poland, major diffi-
culties had appeared to revolve around the nation’s adjustment to market economy,
ownership and management of the transportation enterprises (Rydzkowski and
Spraggins 1994). Similarly, the major impedimentsto the Bulgarian logistics system
have been traced to the state ownership of the production units, distribution system,
warehouses and transportation companies. Lack of expertise and training for imple-
mentation of modern methods of |ogistics management (Bloomen et a. 1994) have
also been cited as problems of logisticsin Bulgaria.

Using Ghana's example, Dadzie (1990) contends that logistics network config-
uration problems in the developing countries derive from the planners’ short-term



1 Overview 13

outlook that emphasizes overcoming immediate problems. For example, the prob-
lem of designing atransport network suitablefor modern Ghanahave owed itsorigin
to the sub-optimally designed and poorly maintained existing transport network and
poor loading-unloading facilities of the Ghanaian ports. The existing system has
emphasized cost minimization for a narrow customer service objective that lacks
long-term vision.

Similar problemsexist in Asia; in the People’s Republic of China, the fault lying
in inadequate transportation infrastructure, bureaucratic inefficiency and corruption
(Speece and Kawahara 1995). Rapid industrial modernization and economic reform
have been features of the Chinese economy since the 1980s, and have made sub-
stantial environmental problems. Under competitive, regulatory, and community
pressures, it has become increasingly important for organizations to balance eco-
nomic and environmental performance. In response to these problems, the Chinese
government has been devel oping approachesto environmental management, such as
establishing more strict environmental regulations, promoting cleaner production,
and encouraging | SO 14001 certification (Zhu and Sarkis 2004).

Although Korea has made some significant economic strides after the Korean
war, especialy in the manufacturing areas of semi-conductors, heavy construc-
tion equipment, ship building, automobile and consumer electronics, there were
very few large scale, modern-style retailing outlets in Korea until the 1980s (Han
et al. 2002); and after that retailing, transportation and logistics improved gradually
in Korea.

A comparative study of the logistics management in Hungary, China, Korea, and
Japan (Handfield and Withers 1993) indicates that apart from issues pertaining to
centrally planned economies, there has been alack of managerial skillsin logistics,
especially in Hungary and China.

The demands of economic modernization place competing requirementss upon
developing countries’ manufacturing managers who are a so required to act respon-
sibly towards the environment. As Zhu and Sarkis (2004) mentioned, one of the
major problemsin developing countrieslogistics is technological matters and some
of these countriestry to remove this shortage.

Hence, in improving logistics and SCM in developing countries, some essen-
tial infrastructures are required; including: (a) lega infrastructure, (b) hardware
infrastructure, and (c) software infrastructure.

Legal infrastructures could be:

— Export/import policies and appropriate custom tariff specification/definition
— Procedures’ stability and capital risk reduction

— A reasonableinterest rate definition in bank

— Third party logistics support

— National quality standards’ definition for logistics and SCM

Hardware infrastructures could be:

— Augmenting new roads and improving the existant ones
— Augmenting new warehouses and mechanizing the existant ones
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— Reducing custom affairs cycle time and lead-times of releasing goods from
custom

— Improving I CT infrastructurein order to smooth information sharing and financial
transactions

Software infrastructures could be:

— Encouraging insurance organizations for supporting third party logistics and
enhancing the variety of insurances

— Defining appropriate monitoring procedures

— Defining effectiveroadmap for modernizing and implementing logisticsand SCM

— Increasing integration culture within partners

— Training and improving leaders’ and experts’ knowledge on logistics and supply
chain

— Enhancing research and development

— Developing commitment to research and learning

— Improving international partnership

— Encouraging competitiveness

1.7 Research Trendsin Logisticsand SCM

SCM is a relatively “young” field with exponential growth of the interest for
researchers. However, a set of dominant characteristics can be found. Most notably,
thereis areliance on the manufacturing and consumer goods' industries for empir-
ical as well as analytical illustration; a conceptua framing of SCM mostly as a
process; a predomination of transaction cost economics and strategy-based com-
petitive advantage of theoretical grounding; the presence of mostly descriptive-type
theories; strong positivist paradigmatic stances in the research methods employed;
and the utilization of analytical, conceptual, and empirical statistical sampling and
case study methods. These dominant characteristics appear to have prevented plu-
rality of theideasin terms of how the areais conceptualized, theoretically described
and researched, making the development of the field a narrowly concentrated one
(Burgesset al. 2006).

This, in turn, has prevented wider dissemination and greater acceptance of the
ideas outside the functional areaswith which SCM hastraditionally been associated.
Consequently, the soundness and robustness of the ideas underpinning SCM have
not been fully tested. If this pattern continues, then there is a risk that SCM will
get confined to a narrow intellectual base. This could lead SCM to be considered
unworthy of serious scholarship by the broader academic community.

SCM is agrowing area of knowledge and practice. Gilmore (2006) has offered
his general thoughts on the top trends in supply chain and logistics. While there
are similar lists in genera news, entertainment and other categories, he really has
notfound much similarities among them in the supply chain. The generalized ones
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are as below (Gilmore 2006):

@

(b)

(©

(d)

()

()

(9)

Voice technology in distribution goes mainstream. It has been buildt for the last
couple of years, but voice technology in order picking and other distribution
processes seemed to really go mainstream last years, as price and perfor-
mance continue to increase, and the recognition of the available productive
achievements become much more widely understood.

Labor unions at an inflection point. A Delphi analysis on auto parts maker has
shown an inconclsive push to a dramatical reduction in North American union
wages and moved many operations offshore. If this trend continues, it could
have big implicationsfor supply chain costs and offshoring decisions.

Concern over commodities. Though it abated in the fourth quarter of 2005, con-
cern over the availability and price of raw materials, from copper to rubber,
caused many companiesto rethink supply chain strategies, sign very long term
agreements, and even, return to alevel of vertical integration. Caterpillar blames
arevenue shortfall in part on the inability to receive needed levels of supersized
tires, that in turn took the blame on the rubber shortfalls.

Continued supply chain vendor consolidation. Most of these actions have been
seen in recent years, including supply chain software pioneer Manugistics
being acquired by JDA, Symbol Technologies agreeing to be acquired by
Motorola, “roll up” company SSA being acquired by another roll up com-
pany Infor, and many more. Make no mistake — in a maturing software market,
it's now all about acquiring customers and taking out overhead costs through
acquisitions.

Focus on risk management. Following a lot of academic research and work in
recent years, a huge number of companies turn their attention to supply chain
risk mitigation in future.

Supply chainicons stub their toes. Dell and Wal-Mart asthe supply chainleaders
have been mentioned for a long time, most of us say it without thinking — or
often knowing — why. Both these |eaders had the overall troublesin 2006, with
no clear path back to glory for either one. It shows supply chain advantage is
never forever, and if Wal-Mart someday loses its current level of dominance, it
will have huge industry ramifications across the supply chain and so on.

RFID? slows — but grows. Many observers, including Supply Chain Digest and
certainly a number of RFID-focused vendors, have seen little momentum in
terms of real action in the EPC?-based consumer goods-to-retail market, in part
as Wal-Mart moved much its attention to a series of other supply chain, store
strategy and external issues, rather than the RFID roll out. The number of con-
sumer goods manufacturers doing anything meaningful with RFID is till just a
handful, and RFID announcements on the retailer side were very quiet in com-
ing years. On the other hand, strong progress with RFID in a wide variety of
other markets and applicationsis seen, as a supporting technology, not a cause
initself.

1 Radio frequency identification.
2 Electronic product code.
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(h) Global supply chain gets serious. Huge numbers of companies tend to be glob-
alized. Global supply chain is not alogistics sub-discipline—it's an area where
performance can mean the difference between company success and mediocrity
or worse.

(i) The greening of the supply chain. It isjust starting to ignite, but it could be one
of the most significant trends in coming years. An early leader in this concept
isWal-Mart. From energy efficiency to alternative fuelsto packaging and much
more, the supply chain will increasingly be colored green.

Sachan and Datta (2005) have shown the status of SCM and logistics research from
research methods' standpoint, data analysis techniques, data sources, and levels of
analysis. They have shown that present researches are more rigorous than past ones.
Rigor implies care in avoiding randomly concluding any results the research did not
actually reveal. It means that research should represent reality and output should be
applicable in real life problems. Then, only the research community can actually
support and justify the claims it makes. The following points offer some direction
for future research:

(@) Earlier SCM and logistics researchers have looked at the operational and finan-
cial aspects of supply chains. Major problems were inventory management,
network optimization, facility layout and locations and demand forecasting. The
most common research methods used were simulations and mathematical mod-
eling. Researchers were also interested in finding out the “whatness’ of the
aspect of the phenomenon for which the survey method was used. But, with
time and maturity in the discipline, the research questions changed to “how”
and “why” . In addition, the nature of problemsalso changed; problems such as,
how functions within a company can be integrated, how companies can coordi-
nate their activities, and the chain of customer service to customer satisfaction
to customer value. All these problems involve behavior issues and are affected
by factorslike culture, relationship, trust and power. This bringsthe opportunity
to behavioral research methods, which can bring more insights to what we know
about supply chain today (Sachan and Datta 2005).

(b) Positivist approach assumes that the whole is equal to the sum of its parts while
SCM is based on “systems thinking”. In this paradigm, it is assumed that the
whole differs from the sum of its parts due to synergy effects, i.e. knowledge
depends on the system and how it is defined. One can easily see that the under-
lying assumption of the research methods and discipline are contracting with
each other. Owing to these positivist methods' dominance, the research in the
disciplineis not able to look at the system holistically, and more research asis
focusing on the function or on the firm level (Sachan and Datta 2005).

(c) If SCM were well-developed in conceptual and research methodol ogical terms,
it would be reasonable to anticipate a “clear line of sight” from definitions all
theway through to theory and research methods. Overall, such a pattern was not
found in the literature reviewed by (Burgess et a. 2006). In fact, the opposite
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(d)
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(h)

could be claimed for the descriptive features of SCM literature and definitional
issues groupings, where great diversity was found.

However, the diversity is narrowed down with respect to theoretical perspectives
and shrank even morewhen it cameto research methods. Such shrinkage may be
explained in terms of the dominance of the positivist approach and positivism's
ability to be censured by not publishing articlesoutsideits own framework. Even
allowing for such practices, a wider range of theories and research methods
should have been supported.

Thelack of diversity in research methodology is explained by the fact that a siz-
able minority of the articles had a clear line of sight from the definition through
to the theoretical stance taken and research method employed. This clear line of
sight is most likely due to the dominance of the operations management disci-
pline, which in turn is focused towards a process view, manufacturing industry,
economic theory and positivist research methodol ogies. Researchers outside of
the operations management field have only recently started to lay claims to
the SCM territory. The challenge for operations management researchers is to
demonstrate why continuation of such a limited range of research methods is
most useful in light of the changing nature of SCM. So, one of the main direc-
tions for the future research could be SCM meta-analysis based on analysis
framework (Burgess et al. 2006).

Arlbjorn and Halldorsson (2002) stated that central element or the hard core of
logistics is the “flow thinking” (Sachan and Datta 2005). The hard core may
be formulated as follows: Directed toward the flow of materials, information
and services, along the vertical and horizontal value chain (or supply chain) that
seeks to coordinate the flows and is based on system thinking (a holistic view),
where the unit of analysis essentialy is the “flow”. By emphasizing the flow
thinking, he clearly means that research should focus on inter-organizational
level and researcher should treat supply chain as one system. But this inter-
organizational level research is currently lessin the discipline as compared with
thefocal (function or firm level) research. Moreresearch is needed at inter orga-
nization level, only then one can devel op an appreciation of the concept supply
chain.

The development of new discipline is based on the usage of concepts, defi-
nitions, theories, rules and principles from other disciplines. There are many
theories from other disciplines that are potentially relevant to the examination
and study of variouslogisticsissues. Stock (1997) has recommended 53 theories
of other disciplineslike anthropol ogy, sociol ogy, computing, economics, philos-
ophy, poalitical science and psychology which can be used in logistics research.
But at present, the theories and methods of other disciplines are applied in very
few papers (Sachan and Datta 2005).

Most of the authors in the published papers are from North America (mainly
US) and Europe, and the context taken by them is also from these countries. It
would be better if in future these researchers also investigate supply chainissues
of the other parts of the world, especially the developing countries which are
now becoming either the sourcing centers or markets of many companies. It is
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recommended that in future, research should not overlook the above-mentioned
points, only then the objective to increase the value of products and services
to customer in the supply chain vis-a-vis improved customer service and qual-
ity, and lower total cost can be achieved. It is hoped that this work will act
as a catalyst in compressing the learning curve with respect to research meth-
ods practices in SCM and logistics, and also accelerate the use of greater
methodological rigor in future research (Sachan and Datta 2005).
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Chapter 2
Per for mance M easur ement

Sara Sharahi and Maryam Abedian

As supply chains continue to replace individual firms as the economic engine
for creating value during the twenty-first century, understanding the relationship
between supply chain management (SCM) practices and supply chain performance
(SCP) becomesincreasingly important.

Performance measurement is the process of quantifying the effectiveness and
efficiency of action. Effectivenessis the extent to which a customer’s requirements
are met and efficiency measures how economically a firm’s resources are utilized
when providing a pre-specified level of customer satisfaction. Performance mea-
surement systems are described as the overall set of metrics used to quantify both
the efficiency and effectiveness of action (Shepherd and Gunter 2006).

There have been relatively few attempts to systematically collate measures for
evaluating the performance of supply chains and integrating performance measures
thereof:

— Performance measures based on strategic, operational or tactical focus
(Gunasekaran et al. 2004)

— Performance measures based on reliability, responsiveness, cost and asset (Huang
et al. 2005; Lai et a. 2002)

— Performance measures based on goals of supply chain (Otto and Kotzab 2003)

— Instrument to measure the collaboration in a supply chain consisting of two
members, suppliers and retailers (Simatupang and Sridharan 2005)

— Assessing the performance of supplier relationships (Giannakis 2007)

— Integration of performance management process for delivery service in cus
tomer/supplier dyads (Forslund and Jonsson 2007)

2.1 Importance of M easurement

The role of measures and metrics in the success of an organization cannot be over-
stated because they affect strategic, tactical and operational planning and control.
Performance measurement and metrics have an important role to play in setting
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objectives, evaluating performance, and determining future courses of actions
(Gunasekaran et al. 2004).

Harrington states that “If you cannot measure it, you cannot control it. If you
cannot control it, you cannot manageit. If you cannot manageit, you cannot improve
it". In fact, the lack of relevant performance measures has been recognized as one
of the major problemsin process management and the management of supply chain
(Lai et al. 2002).

The output of the processes enabled by the supply chain must be measured and
compared with a set of standards. In order to be controlled, the process parame-
ter values need to be kept within a set limit and remain relatively constant. This
will alow comparison of planned and actual parameter values, and once done,
the parameter values can be influenced through certain reactive measures in order
to improve the performance or re-align the monitored value to the defined value
(Gunasekaran et a. 2004). Many companies have not succeeded in maximizing their
supply chain’s potential because they have often failed to develop the performance
measures and metrics needed to fully integrate their supply chain for maximizing
effectiveness and efficiency. Thus, control of processesin a supply chainis crucial
in improving performance and can be achieved through measurement (Gunasekaran
et al. 2004).

2.2 Properties of Performance M easures

Thereis special need to consider bellow propertiesin performance measurement:

— The discrete sites in a supply chain do not maximize efficiency if each pursues
goals independently. They point to incomplete performance measures existing
among industries for the assessment of the entire supply chain (Gunasekaran
et a. 2004). Traditionally, the focus of performance measurement has been on
process operations within the organizational boundaries of a firm. In the context
of SCM, performance measurement involves not only the internal processes, but
also requires an understanding of the performance expectation of other member
firms in the supply chain, backward from the suppliers and forward to the cus-
tomers. Coordination between the various parties in the supply chain isthe key to
its effective implementation (Lai et al. 2002).

— Measurements should be understandabl e by all supply chain membersand should
offer minimum opportunity for manipulation (Gunasekaran et al. 2004).

— Inequality does not lead to metrics that can present a clear picture of organiza-
tional performance (Gunasekaran et a. 2004).

— Companies often, have a large number of performance measures to which they
continue to add based on suggestions from employees and consultants. They fail
to realize that performance assessment can be better addressed using afew trivia
Actually they are not trivial, rather they are among the factors most critical to
success (Gunasekaran et a. 2004).
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— The metrics that are used in performance measurement and improvement should
be those that truly capture the essence of organizational performance
(Gunasekaran et al. 2004).

— For effective performance measurement and improvement, measurement goals
must represent organizational goals and metrics selected should reflect a balance
between financial and non-financial measures that can be related to strategic,
tactical and operational levels of decision making and control (Gunasekaran
et al. 2004).

— Traditional performance measures such as profitability are less relevant for mea-
suring SCP because they tend to have an “individua focus’ and fail to consider
chain-wide areas for performance improvement. The use of integrated mea-
sures, together with non-integrated measures, motivates firms to consider chain-
wide performance, rather than their own individual performance measures (Lai
et al. 2002).

2.3 Process Management System Analysis

Performance measurement systems can be analyzed at three levels: the individ-
ual metrics; the set of measures, or performance measurement system as an entity;
and the relationship between the measurement system and the internal and external
environmentin which it operates (Shepherd and Gunter 2006). Some of the key con-
siderations offered for analyzing performance measurement systems in (Shepherd
and Gunter 2006) are explained below:

e Individual performance measures

— What performance measures are used?
— What they are used for?

— How much do they cost?

— What benefit do they provide?

e Performance measurement system

— Have al the appropriate elements (internal, external, financial, non-financial)
been covered?

— Have measures which relate to the rate of improvement been introduced?

— Have measures which relate to the long-term and short-term objectives of the
business been introduced?

— Have the measures been integrated, both vertically and horizontally?

— Do any of the measures conflict with any other?

e Relationship with internal and external environments

— Do the measuresreinforce the firm’s strategy?
— Do the measures match the organizational culture?
— Arethey consistent with the recognition and reward structure?
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— Do some measures focus on customer satisfaction?
— Do some measures focus on what the competition is doing?

Two approachesfor determining SCP measures, process-oriented and goal -oriented
approaches, explained in the next sections.

2.4 Process-Oriented Approach

Among the extant SCP conceptualizations, the supply chain operations reference
model (SCOR), developed by the Supply Chain Council, provides a useful frame-
work that considers the performance requirements of member firms in a supply
chain (La et a. 2002). The SCOR model is a process reference model, which
contains a standard description of management processes, a framework of rela-
tionships among the standard processes, standard metrics to measure process per-
formance, management practices that produce best-in-class performance, and a
standard alignment to software features and functionality (Huang et a. 2005).

The SCOR model views activities in the supply chain as a series of interlock-
ing interorganizational processes with each individual organization consisting of
five components: plan, source, make, deliver, and return. Each of these compo-
nents is considered as a critical intra-organizational process in the supply chain
with five measurement criteria: (1) supply chain reliability, (2) responsiveness, (3)
flexibility, (4) costs, and (5) assets. The first three criteria deal with effectiveness-
related (customer-facing) performance measures, while the other two are efficiency-
related (internal-facing) performance measures of afirm. Customer-facing measures
are concerned with how well a supply chain delivers products/services to cus-
tomers, e.g. delivery performance. Internal-facing measures are concerned with
the efficiency with which a supply chain operates, e.g. cash-to-cash cycle time
(Lai et al. 2002).

2.4.1 SCOR Model Level One Performance Measure
(Huang et al. 2005)

The SCOR model endorses 13 performance metrics. A company cannot be best in
all 13 of thelevel 1 metrics, soit should wisely target its strength in several, those by
which it differentiates itself in the market, while ensuring that it stays competitive
in the others. In practice, most companies typically choose among 4-6 of the 13
performance metrics to focus on.

Those chosen tend to fall into five defining categories: supply chain reliabil-
ity, supply chain responsiveness, supply chain flexibility, supply chain costs, and
efficiency in managing assets (working and fixed capital) in the supply chain.
A description of these metricsis given below:
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Delivery reliability

— Delivery performance
— Fill rates
— Perfect order fulfillment

Responsiveness
— Order fulfillment lead times
Flexibility

— Supply chain responsetime
— Production flexibility

Cost

— Cost of goods sold

— Total SCM cost

— Value-added employee productivity
— Warranty/return processing costs

Assets

— Cash-to-cash cycletime
— Inventory days of supply
— Asset turns

Delivery performance. The percentage of orders delivered on time with respect
to the total number of orders delivered. The components of delivery perfor-
mance include total number of orders received, number of orders scheduled to
customer’s request date, total number of orders delivered, percentage of orders
delivered on time (to request date), number of orders delivered on-time to com-
mit date, and percentage of orders delivered on-time to customer commit date.
It affects the balance sheet on accounts receivable.

Fill rate. Fill rate isthe percentage of ship-from-stock orders shipped within 24 h
of order receipt. The fill rate affects the balance on accounts receivable and is
calculated as: (number of orders filled from stock shipped within 24 h of order
receipt)/(total number of stock orders).

Order fulfillment lead time. The average actual lead time consistently achieved
from customer authorization of purchase order to final installation/order comple-
tion at customer end. It affects the inventory on balance sheet. It is calculated
as. (sum of lead time required for each order fulfillment from purchase order
authorization to final installation)/(total number of orders).

Perfect order fulfillment. The percentage of orders meeting deliver performance,
with complete and accurate documentation and without any shipping damage.
Componentsof perfect order fulfillment include all items and quantitiesdelivered
on-time (using customer’s definition) and documentation for packing dlips, bills
of lading, and invoices. It is calculated as (total orders shipped on time and in
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full-orders without faulty documentation — orders with shipping damage)/(total
orders).

e Supply chain response time. The time it takes the integrated supply chain to
respond to abnormal (significant) change in demand. It is calculated as (order
fulfillment lead time + source cycle time) and it affects the inventory on the
balance sheet.

e Production flexibility. Production flexibility can be seen in two parts, upside flex-
ibility and downside flexibility. Upside flexibility is the number of days required
to achieve an unplanned sustainable 20% increase in production. Downside flexi-
bility is the percentage of order reduction sustainable at 30 days prior to delivery
with no inventory or cost penalties. The production flexibility is dependent upon
internal manufacturing capacity, direct labor and material availability and affects
inventory on balance sheet.

o Total logistics management cost. The sum of supply chain related costs for order
management, material acquisition, inventory carrying, finance and planning, and
MIS costs. It is calculated as sum of the costs.

e Cost of goods sold. The cost associated with buying raw materials and producing
finished goods. This cost includes direct cost (labor, material) and indirect cost
(overhead).

e \Value added productivity. It is calculated as; (total product revenue — total
material purchases)/total employment (in full time equivalents).

e Warranty cost or returns processing cost. It includes materials, labor, and prob-
lem diagnosis for product defects. A warranty cost has impact on inventory on
balance sheet.

e Cash-to-cash cycle time. Cash-to-cash cycle time is a measure of the time
required in days to convert cash paid to suppliers into cash received from cus-
tomers, including the inventory required. It is calculated as (inventory days of
supply + dayssales outstanding-daysof payables). It impactsinventory, accounts
payable, accounts receivable, and total assets on the balance sheet.

e Inventory days of supply. Total gross value of inventory at standard cost before
reserves for excess and obsolescence.

e Asset turns. Total turns of capital employed. It impacts inventory, accounts
payable, accounts receivable, and fixed assets on the balance sheet. It is calcu-
lated astotal gross product revenue divided by total net assets.

2.4.2 Measurement in Strategic, Tactical and Operational
Levels (Gunasekaran et al. 2004)

The strategic, operational and tactical levels are the hierarchiesin function, wherein

policies and trade-offs can be distinguished and suitable control can be exerted.
Such a hierarchy is based on the time horizon for activities and the pertinence

of decisions to and influence of different levels of management. This approach
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classifies indices according to its importance and has a significant role in supply
chain identification.

— The strategic level measures influence the top level management decisions, very
often reflecting investigation of broad based policies, corporate financia plans,
competitivenessand level of adherenceto organizational goals.

— The tactical level deals with resource alocation and measuring performance
against targets to be met in order to achieve results specified at the strategic
level. Measurement of performance at this level provides valuable feedback on
mid-level management decisions.

— Operational level measurements and metrics require accurate data and assess
the results of decisions of low level managers. Supervisors and workers are to
set operational objectives that, if met, will lead to the achievement of tactical
objectives.

In this section, a framework for performance measures and metrics is presented,
considering the four major supply chain activities/processes (plan, source, make/
assemble, and deliver).

These metrics were classified as strategic, tactical and operationa to clarify
the appropriate level of management authority and responsibility for performance.
Some measures appear in more than one group, indicating that those measures may
be appropriate at more than one management level.

Plan
e Strategic

— Level of customer perceived value of product
— Variances against budget

— Order lead time

— Information processing cost

— Net profit vs. productivity ratio

— Total cycletime

— Total cash flow time

— Product development cycle time

e Tactical

— Customer query time

— Product development cycle time

— Accuracy of forecasting techniques
— Planning process cycletime

— Order entry methods

— Human resource productivity

e Operational

— Order entry methods
— Human resource productivity
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Source

e Strategic

There are no metrics
e Tactical

— Supplier delivery performance

— Supplier lead time against industry norm
— Supplier pricing against market

— Efficiency of purchase order cycletime
— Efficiency of cash flow method

— Supplier booking in procedures

e Operational

— Efficiency of purchase order cycletime
— Supplier pricing against market

Make/assemble
e Strategic

— Range of products and services
e Tactical

— Percentage of defects

— Cost per operation hour

— Capacity utilization

— Utilization of economic order quantity

e Operational

— Percentage of defects
— Cost per operation hour
— Human resource productivity index

Deliver
e Strategic

— Flexibility of service system to meet customer needs
— Effectiveness of enterprise distribution planning schedule

e Tactical

— Flexibility of service system to meet customer needs

— Effectiveness of enterprise distribution planning schedule
— Effectiveness of delivery invoice methods

— Percentage of finished goodsin transit

— Delivery reliability performance
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e Operational

— Quality of delivered goods

— On time delivery of goods

— Effectiveness of delivery invoice methods

— Number of faultless delivery notes invoiced
— Percentage of urgent deliveries

— Information richness in carrying out delivery
— Deélivery reliability performance

2.4.3 SCPin Transport Logistics (Lai et al. 2002)

In this section, we investigate the construct of, and develop a measurement instru-
ment for SCP with a focus on the intermediary component, i.e. transport logistics,
in asupply chain process.

Transport logisticsin asupply chainisusually an intermediary that facilitates the
physical flows of goodsfrom a point of origin, i.e. shipper, to apoint of destination,
i.e. consignee.

The SCOR model provides a useful framework, it represents a systematic
approach to measuring performance with inputs from, and outputsto, member firms
in the supply chain and considers performance assessment on a supply chain-wide
basis, not just on that of an individual component. Based on SCOR performance
measures, three dimensions of SCP in transport logistics are identified. These are:

— Service effectivenessfor shippers (SES)
— Operations efficiency for transport logistics service providers (OE)
— Service effectivenessfor consignees (SEC)

SES and SEC measure how well the activities are performed to meet the require-
ments of shippers and consignees, respectively. OE refers to the efficiency of a
transport logistics service provider in the use of resources to perform its service
activities. These three dimensions of SCP in transport logistics are congruent with
the critical components of supply chain success postulated in the SCOR model.

A total of 26 measurement items are generated for the measurement instrument:
nine for SES, eight for OE and nine for SEC as shown below:
SES

e SES-reliability

— Fulfill promisesto shippers (e.g. time vehicle arrival; offer competitive rates)

— Solve shippers problem (e.g. suggest best routing)

— Perform servicesfor shippersright thefirst time

— Provide services at the time promised to the shippers (e.g. on-time delivery to
exhibition site; higher shipping frequency than rival companies)

— Keep shippers’ records accurately (e.g. correct invoice)
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e SES-responsiveness

Tell shippers exactly when services will be performed (e.g. location and
opening hours of the depots/container freight station)

Give prompt services to shippers (e.g. specia packaging for furniture/piano,
etc.)

— Willingnessto help shippers (e.g. give advice on shipping schedule or packag-

ing; track and trace status of the cargoes shipped)
Timely response to shippers requests (e.g. delivery/transshipment of the
cargoes at short notice)

OE
e OE-cost

— Reduce order management costs (e.g. minimize order handling through
EDI)

— Reduce costs associated with facilities/equipment/manpower used in pro-
viding the services (e.g. use IT to track and trace the status of shipped
cargoes)

— Reduce warehousing costs

— Reduce transportation costs

— Reduce logistics administration costs (e.g. build good relationships with
related organizations such as customs, bureau of commodity inspection, port
authority)

o OE-asset

— Improve the rate of utilization of facilities/equipment/manpower in providing
the services

— Improve number of cash to cash cycle time (the average days required to turn
a dollar investment in facilities/equipment/manpower providing the shipping
servicesinto adollar collected from customers)

— Improve net asset turns (working capital)

SEC
e SEC-reliability

Fulfill promises to consignees (e.g. advise arrival schedules;, complaint han-
dling)

Solve consignees’ problems (e.g. provide warehousing; repackage cargoes)
Perform services for consignees right the first time (e.g. pack and remix
cargoes)

Provide services at the time promised to the consignees (e.g. availability of
cargoesfor collection)

Keep consignees records accurately (e.g. error-free records of consignees
addresses and opening hours)
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e SEC-responsiveness

— Tell consigneesexactly when serviceswill be performed (e.g. advise estimated
time of arrival viafax/mail)

— Give prompt services to consignees (e.g. advise regulations regarding dis-
charge of overweight/over-length cargoes)

— Willingness to help consignees (e.g. suggest inland routing)

— Timely response to consignees requests (e.g. transshipment arrangement)

2.4.4 Taxonomy of Measure of SCP in More Detail
(Shepherd and Gunter 2006)

Since relying exclusively on cost indicators can produce a misleading picture of
SCP, distinguishing between cost and non-cost measures (time, quality, flexibility
and innovativeness) is important.

Measures of time and quality reflect the ability of asupply chain to deliver ahigh
customer service, whilst flexibility and innovativeness indicate the ability to cope
with rapid changes in demand or supply. Flexibility and innovativeness are con-
sidered to be important strategic drivers of supply chain development in the future
(Shepherd and Gunter 2006).

So the measures were categorized according to their applicability to the five sup-
ply chain processes defined in the SCOR model (plan, source, make, deliver and
return or customer satisfaction); whether they measure cost, time, quality, flexibility
and innovativeness; and, whether they are quantitative or qualitative.

Consider these notations for the categories of performance measures: cost (C),
time (T), quality (Q), flexibility (F), innovativeness (1), quantitative (QN), and
qualitative (QL) for categories of performance measures based on (Shepherd and
Gunter 2006).

Plan

— SalesC, ON

Profit C, QN

Return on investment (ratio of net profitsto total assets) C, QN
Rate of return oninvestment C, QN
Net profit vs. productivity ratio C, QN
Information carrying cost C, QN

— Variations against budget C, QN

— Total SCM costs C, QN

— Cost of goods sold C, QN

— Asset turns C, QN

— Value added productivity C, QN

— Overhead cost C, QN

— Intangible cost C, QN
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Incentive cost and subsides C, QN

Sensitivity to long-term costs C, QN

Percentage sales of new product compared with whole sales for a period C, QN
Expansion capability C, QN

— Capital tie-up costs C, QN

— Total supply chain responsetime T, QN

— Total supply chain cycletime T, QN

— Order lead time T, QN

— Order fulfillment lead time T, QN

— Customer responsetime T, QN

— Product development cycletime T, QN

— Total cash flow time T, QN

Cash-to-cash cycletime T, QN

Horizon of businessrelationship T, QL

Percentage decrease in time to produce a product T, QN
Fill rate (target fill rate achievement & averageitem fill rate Q, QN)
Order entry methods Q, QN

— Accuracy of forecasting techniques Q, QN

— Autonomy of planning Q, QL

— Perceived effectiveness of departmental relations Q, QL
— Order flexibility Q, QN

Perfect order fulfillment Q, QN

Mix flexibility F, QN

New product flexibility F, QN

Number of new productslaunched I, QN

Use of new technology |, QN

Source

— Supplier cost-saving initiatives C, QN

— Percentage of late or wrong supplier delivery C, QN

— Supplier lead time against industry norm T, QN

Supplier’s booking-in procedures T, QN

Purchase order cycletime T, QN

Efficiency of purchase order cycletime T, QN

— Buyer-supplier partnership level Q, QL

Level of supplier's defect-free deliveries Q, QN

Supplier rejection rate Q, QN

Mutual trust Q, QL

— Satisfaction with knowledge transfer Q, QL

— Satisfaction with supplier relationship Q, QL

Supplier assistance in solving technical problems Q, QL

Extent of mutual planning cooperation leading to improved quality Q, QL
Extent of mutual assistance leading in problem-solving efforts Q, QL
Distribution of decision competences between supplier and customer Q, QL
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Quality and frequency of exchange of logistics information between supplier and
customer Q, QL

Quality of perspective taking in supply Networks Q, QL

Information accuracy Q, QL

Information timeliness Q, QL

Information availability Q, QL

— Supplier ability to respond to quality problemsF, QL

Make

Total cost of resources C, ON

— Manufacturing cost C, QN

— Inventory investment C, QN

— Inventory obsolescence C, QN

— Work in process C, QN

— Cost per operation hour C, QN

— Capacity utilization as incoming stock level, work-in-progress, scrap level,
finished goodsin transit C, QN

— Inventory cost C, QN

— Inventory turnover ratio C, QN

— Inventory flow rate C, QN

— Inventory days of supply C, QN

— Economic order quantity C, QN

— Effectiveness of master production Schedule C, QN

— Number of items produced C, QN

— Warehouse costs C, QN

— Stock capacity C, QN

— Inventory utilization C, QN

— Stockout probability C, QN

— Number of backorder C, QN

— Number of stockouts C, QN

— Average backorder level C, QN

— Percentage of excess/lack of resource within a period C, QN

— Storage costs per unit of volume C, QN

— Disposal costs C, QN

— Planned process cycletime T, QN

— Manufacturing lead time T, QN

— Timerequired to produce a particular item or set of items T, QN

— Timerequired to produce new product Mix T, QN

— Inventory accuracy Q, QN

— Inventory range F, QN

— Percentage of wrong products Manufactured Q, QN

— Production flexibility F, QN

Capacity flexibility F, QN

— Volume flexibility F, QN

— Number of tasks worker can perform F, QN
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Deliver

— Total logistics costs C, QN

— Distribution costs C, QN

— Delivery costs C, QN

— Transport costs C, QN

— Transport costs per unit of volume C, QN

— Personnel costs per unit of volume moved C, QN
— Transport productivity C, QN

Shipping errors C, QN

— Delivery efficiency C, QN

— Percentage accuracy of delivery C, QN

— Delivery lead time T, QN

— Frequency of delivery T, ON

— Product lateness T, QN

— Average lateness of orders T, QN

— Average earliness of orders T, QN

— Percent of on-time deliveries T, QN

— Deélivery performance Q, QN

— Délivery reliability Q, QN

— Number of on-time deliveries Q, QN

— Effectiveness of distribution planning schedule Q, QL
— Effectiveness of delivery invoice methods Q, QN
— Driver reliability for performance Q, QN
Quiality of delivered goods Q, QL

— Achievement of defect-free deliveries Q, QN

— Quality of delivery documentation Q, QL

— Deélivery flexibility F, QN

— Responsivenessto urgent deliveries F, QN

— Transport flexibility F, QN

Return (customer satisfaction)

— Warranty/returns processing costs C, QN

— Customer query time T, QN

— Customer satisfaction (or dissatisfaction) Q, QL

— Level of customer perceived value of product Q, QL

— Customer complaints Q, QN

Rate of complaint Q, QN

Product quality Q, QL

Flexibility of service systems to meet particular customer needs F, QL
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2.5 Goal-Oriented Approach

If a goal-oriented approach is used, how should the performance of SCM is mea-
sured?

In order to answer this question, we suggest distinguishing between six perspec-
tiveson SCM. Each perspectivefollowsa particular set of goal s, which consequently
leads to a particular set of performance metrics. The various perspectives are sys-
tems dynamics, operations research/information technology, logistics, marketing,
organization and strategy. If researchers focus on only one particular perspective,
they will neglect the others. The balanced scorecard approach, with its multi-
dimensional view on organizational reality, tries to overcome this boundary (Otto
and Kotzab 2003).

2.5.1 Six Perspectivesto Measure the Performance of SCM
(Otto and Kotzab 2003)

Three are six mentioned perspectivesin SCP measurement, as follows:

1. System dynamics-perspective. Thisis the primary basis of the entire discussion
in thisfield. Related contributions are still today among the most attractive ones
regarding the transformation to practice.

2. Operations research-perspective. It can be characterized as a primarily method-
or algorithm-oriented approach towards SCM. A supply chain is perceived as
a resource network. SCM has to configure this network and to program the
flows within the configuration according to a specific objective function based
on algorithms.

3. Logistic-perspective. The supply chain is seen from a logistics perspective as a
sequence of generic processes.

4. Marketing-perspective. Marketing recognized SCM in the past as a part of dis-
tribution, but recently it gained strategic importance as a potential driver for
marketing's positive effect on the shareholder value. SCM is the tool to connect
customers with products.

5. Organizational-perspective. From an organization point of view, a supply chain
appears as a set of inter-organizational relationships.

6. Strategy-perspective. Strategy perceives SCM as a mean to vary certain compe-
tenciesin achainin order to maximize profits.

2.5.2 Performance Measures of Perspectives

Each perspective has its performance measures, which are explained below based
on (Otto and Kotzab 2003):
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System dynamics

— Capacity utilization. Degree of capacity utilization.

— Cumulative inventory level. Volume of kept inventory along the whole chain. May
be measured as “ days of supply” or as a currency equivalent. Inventory may also
be measured as “dwell time”, e.g. as the average number of days inventory sits
idlein the pipeline compared to the average number of daysit is moving.

— Stock-outs. Volume of stock-outs at the end user level. May be measured as
a number of unsatisfied purchase orders or as the currency equivalent of the
unsatisfied orders.

— Time lags. The length of the time lags occurring in the forwarding of demand
information.

— Time to adapt. Thetime (number of days or weeks) needed to adapt to changesin
demand. Supply chain adaptation is achieved as soon as al partners have accom-
plished their pursued operational parameters. It measures whether and how fast
a supply chain manages to establish a good fit between the demand and supply
patterns. “ Time to adapt” measures the ability to respond rapidly to changes in
demand, network design and sourcing.

— Phantom ordering. The volume of phantom ordering and order cancellations.
They might be tracked in the manufacturers ERP-system.

Operations research

— Logistics costs per unit. The percentage of the total landed costs that are con-
sumed by thelogistics processes. In this case, logistics should be defined as solely
including the physical operationstransport, storage and changeover.

— Service level. May be measured asthe percentage of OTIF-orders(OTIF: ontime—
infull) or asalineitem fill rate.

— Time to deliver. The time needed to move a particular inventory item from its
point of storageto the customer. It may also be considered as the time required to
serve the customer either by stock, assembly or make-to-order.

Logistics

Integration. Number of interfaces to be crossed through the processing of an
order.

Lead times. Lead times represent the time needed to finish a process. Lead times
may be compiled for different business processes like procurement, manufactur-
ing, or distribution.

— Order cycle time. The time interval between the time a customer places an order
and the time he/she receives the product.

Inventory level. See above.

— Flexibility. Flexibility may be measured as the ability to change or react with little
penalty in time, effort, cost, or performance.

Marketing

— Customer satisfaction. Customer satisfaction is amulti-dimensional construct. To
measure the SCM-related fragments of customer satisfaction, it is recommended
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to focus on those elements, which are driven by the physical logistical operations
like the share of OTIF-orders.

— Distribution costs per unit. The total costs incurred to make a finished product
available for a customer.

— Market share/channel costs. Numerical and weighted distribution: How many dis-
tribution points can be delivered and what is their market share? What are the
costs to serve this marketing channel (acquisition and physical distribution)?

Organization

— Transaction costs. Usually defined as a bundle of costs incurred by the processes
of preparing routine business conduct. This bundleincludesthe costs of searching
business partner, monitoring the performance of agents, or adapting contracts.

— Time to network. The length of time needed to establish a specified particular
institutional arrangement.

— Flexibility. For an appropriate definition of flexibility see above. The flexi-
bility of the institutional arrangement may measure how “easily” a particular
organizational set can be changed.

— Density of relationships. The density of a relationship is a complex conceptual
phenomenon. Thus, its measurement will always be subject to the conceptual
foundation.

Strategy

— Time to network. See above.

— Time to market. The time to market is the time period required to design and
develop a marketable product. It measures how long it takes the business to rec-
ognize a market opportunity, to trandate it into a product or service and bring it
to the market. It may be measured in weeks, months or years.

— ROI of focal organization. Return on investment.

2.6 Attributes of National L ogistics Systems

The six general attributes of World Competitive Yearbook (Garelli 1999), i.e. infras-
tructure, performance, information systems, human resource, business and political
environment and specific characteristics to make them more business-oriented, are
shown below:

Infrastructure

— Distribution infrastructure. The distribution of goods and services is generally
efficient/inefficient

— Infrastructure maintenance and development. Infrastructure maintenance and
development ig/is not adequately planned and financed

— Water transportation. Water transportation (crane handling, harbors, canals, ...
meet/does not meet business requirement
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Performance

— Air cargo handling. Cargo handling throughput

— Customs administration. Hinders/does not hinder the efficient transit of goods

— Process management. Process management (quality, time to market, ... isfis not
emphasizein country

— Customer orientation. Emphasize/does not emphasize customer satisfaction
adequately

Information system

— New information technology. Implementation meets/does not meet business
reguirements
— Electronic commerce. Is/is not sufficient developed for business opportunities

Human resource

— Labour regulations. Regulations (hiring and firing practices, minimum wages,
etc.) aretoo restrictive/are flexible enough

Immigration laws. Prevent/do not prevent company from hiring foreign labor
Skilled labor. 1</is not available in country’s labour market

Industrial disputes. Low/high working dayslost per 1,000 inhabitants per year
Industrial relations. Labor relations are generally hostile/productive

Employee training. I/is not high priority in companies

Worker motivation. |dentifies/does not identify with company objectives

Business environment

— Export credits and insurance. Are/are not available at reasonable prices for
companiesinterested in exporting

— Exchange rate policy. Hinders/supports the competitiveness of enterprise

— Cost of capital. Hinders/does not hinder competitive business environment

Political environment
— Political stability. Risks of political instability

Table 2.1 Value chain measure categories organized using The Balanced Scorecard macro level
categories (Bolstorff 2006)

Balanced scorecard categories
Customer facing Process Financial Employee

Reliability Respon- Flexibility Supply Design Customer Aggregate Profit Growth Perfor- Develop-
siveness chain  chain chain mance  ment



Table2.2 A draft list of value chain level 1 metrics (Bolstorff 2006)

Process Level 1 metrics

model

SCOR
CCOR
CCOR
DCOR
SCOR
DCOR

CCOR
CCOR
SCOR
DCOR

DCOR
CCOR
CCOR

CCOR
SCOR

SCOR
DCOR

Performance order fulfillment

Warranty fulfillment

Service order fulfillment

Product quality

Order fulfillment cycletime

New product development
cycletime

Selling process cycle time

Return process cycle time

Upside supply chain flexibility

Engineering change order
flexibility

Design reuse flexibility

Tota returns management cost

Total customer chain
management cost

Days sales outstanding

Total supply chain management
costs

Inventory days of supply

Total design chain management
cost

Balanced scored categories

Customer facing

Employee

Reliability Responsi- Flexibility Supply Design Customer Aggregate Profit Growth Perform- Develop-

ment

(continued)
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Table 2.2 (Continued)
Balanced scored categories

Customer facing Process Financial Employee

Process Level 1 metrics Reliability Responsi- Flexibility Supply Design Customer Aggregate Profit Growth Perform- Develop-
model veness chain  chan chain ance ment
DCOR Total warranty cost *
DCOR New product revenue *
SCOR  Cost of goods sold *
ALL Sales, general, and adminis- *

trative cost
SCOR  Cash-to-cash cycletime *
ALL Asset turns *
ALL Return on assets *

ALL Gross profit margin

ALL Operating margin

ALL Net profit margin

ALL Revenue growth

ALL Gross profit growth

ALL Operating margin growth
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2.7 Using the Balanced Scorecardsto Manage SCP
(Bolstorff 2006)

While SCOR provides a proven model to measure SCP, it does not include mea-
sures for the other business processes in the value chain, i.e. product design, sales,
etc. One tried and true method to organize your key performance indicatorsis the
balanced scorecards. The balanced scorecards has four measurement categories
including customer facing; internal process, company financial; and individual
employee.

Based on three value chain projects using SCOR, DCOR?, and CCOR?, this
section integrate these leading practice models to manage value chain metrics.

The SCOR level 1 metricsare organized into customer-facing and internal-facing
categories. The customer-facing category isfurther separated into three performance
attributes, reliability, responsiveness, and flexibility. The internal-facing category is
separated into two performance attributes, costs and assets. We can integrate cate-
gories of SCOR with the balanced scorecard organizational framework as shown in
Table 2.1. Customer utilizes the SCOR customer facing categories and as you will
see from the metric list in Table 2.2 broadens the scope to include more than just
customer delivery performance. Process organizes metrics by value chain process
and for those metrics that are a result of multiple processes an aggregate category
is added. Financia has categories for both profit and growth (an important aspect
of value chain improvement). Employee utilizes two categories, one focused on
performance and the other focused on development.
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Chapter 3
Global Supply Chain Management

Mohsen Sheikh Sajadieh

Nowadays with globalization, global supply chain management is becoming a very
important issue for most of businesses. The main reasons of this trend are pro-
curement cost reduction, purchasing risks control, revenues increasing and, etc.
For instance, companies may set up overseas factories to benefit from tariff and
trade concessions, lower labor cost, capital subsidies, and reduced logistics costs
in foreign markets. Moreover, easy access to abroad markets and close proxi-
mity to customersresult better organizational learning. On the other hand, improved
reliability can be obtained as a consequence of closer relationship with suppliers.

There are some issues that should be considered in managing a global supply
chain. First of all, the company should decide about its general outsourcing plan.
For whatever reason, businesses may prefer to keep some aspects of supply chain
nearer to home.

The second issue that must be incorporated into a global supply chain manage-
ment strategy is supplier selection. It can be very difficult to comparing bids from
arange of global suppliers. Companies usually jump on the lowest price instead of
taking time to consider all of the other elements. On the other hand, selecting the
right suppliersisinfluenced by avariety of factors, and thus there will be additional
complexity in supplier selection due to the multi-criteria nature of this decision.

Additionally, companies must make decisions about the number of suppliers to
use. Fewer supplies may result reduced inventory costs, volume consolidation and
quantity discounts, reduced logistical costs, coordinated replenishment, improved
buyer—supplier product design relationship, and thus better customer service and
market penetration. However, small number of suppliers could lead to potential
problemsif onevendor isunableto deliver as expected, especially in global sourcing
strategy.

Finally, companies who prefer to ship their manufacturing overseas may face
some additional concerns. Questions about the number of plants as well as their
locations can pose complex logistical problems.

In this chapter we will have a brief review on global supply chain manage-
ment (GSCM). “ Skjott-Larsen et al. (2007), Managing the global supply chain, 3rd

R. Zanjirani Farahani et ., Supply Chain and Logistics in National, International 43
and Governmental Environment. Contributions to Management Science.
DOI 10.1007/978-3-7908-2156-7 3, (© Springer-Verlag Berlin Heidelberg 2009
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edition” and “Mentzer et a. (2006), Handbook of Global Supply Chain Manage-
ment” are in-depth presentations of the concepts and techniques of the profession.
Readers are referred to these books for greater details about GSCM.

3.1 Global Supply Chain Drivers

Driven by the promise of low material, manufacturing and labor costs, and advanced
by the desire to penetrate emerging markets, compani es have been testing the waters
of offshore supply since the 1980's. There are two dimensions of globalization:
the geographic and the qualitative dimension (see Delfmann 1998). The former is
used to describe the increased geographic scope of activities of worldwide compa
nies aswell asincreased location and dispersion of manufacturing facilities. Supply
chains are becoming more and more international and at the same time increasingly
integrated, thus increasingly interdependent than in earlier years. This is referred
to as the qualitative dimension of globalization. Moreover, new possibilities of
optimizing the supply chains belong to the qualitative dimension.

While both dimensions are of magjor importance for logistics, the qualitative
dimension is becoming the driving force of global SCM. There are four clusters
of globalization drivers: market, cost, government, and competition (see Yip 1992).
These drivers can be considered as descriptive variables for the ongoing globaliza-
tion process. Effectiveglobal SCM callsfirst for an understanding of each driver and
theway it operates. Each driver hasthe ability to directly affect the supply chain and
enable certain capabilities for globalization.

3.1.1 Market Drivers

When considering the globalization process, the homogenization of customer needs
can be considered on the market side. This frequently means long production runs
and centralized manufacturing and distribution centersin order to generate and ben-
efit from economies of scale. On the other hand, building dispersed production
facilities that have a lot of excess capacity and take into account a multitude of
local securities are no longer required, and instead replaced by fewer, larger and
central production plants.

Another part of market driver can be referred to as channel globalization. A typ-
ical characteristic of the global customersis the coordinated or centralized ordering
of materials or services. Companies as a customer now prefer to deal with few
outsourced service providers, and distribution channel partners which are able to
perform transportation, warehousing and other rel ated services more effectively and
at a better price than producers, distributors, retailers, or consumers could do on
their own. Thus, global logistics service providers are preferred partners of globally
operating companies.
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3.1.2 Cost Drivers

Besides the drivers on the market side, there are also variables on the cost side. The
global scale economies are the most apparent of these drivers. Production processes
geographically concentrated for worldwide delivery require sophisticated logistics
operations.

Global sourcing, sourcing efficiencies, favorablelogistics, differencesin country
costs (including exchangerates), high product devel opment costs and fast changing
technology are essential for the supply chain focus. Global sourcing involvesidenti-
fying, evaluating, negotiating and configuring supply across several geographiesto
reduce costs, maximize performance and lessen risks. Global sourcing focuses on
the upstream side of the supply chain and denotes the globally dispersed supplier
locations of a company. Companies are no longer restrained to local suppliers but
are free to select their suppliers on a global scale. Companies are being challenged
toincreasethe level of global sourcing to tap into opportunitiesand to fend off com-
petition. Most of them are ill equipped for the chalenge, though global sourcing
employs the same set of activities as domestic sourcing; there is also greater com-
plexity. They need to improve the skills of their purchasing organizationsto pursue
global sourcing effectively.

Favorable logistics denote transportation, procurement, distribution, mainte-
nance, warehousing, inventory management, etc. The increasing productivity due
to technological progress of logistics industry has considerable impact on the
capability to globalize operations.

Another driving force of globalization is differencesin country costs. For exam-
ple, low-priced work forces and easy access to inexpensive raw materialsin several
countries are some of supply opportunitiesthat can be employed in global SCM in
order to enhance the overall competitiveness of the supply chain. Moreover, expen-
sive markets with high profit marginsin other countries are demand chances which
can be used to increase supply chain’sincome.

3.1.3 Government Drivers

One of important globalization drivers is government regulations. Favorable
trade policies, compatible technical standards, common marketing regulations,
government-owned competitors and customers, and host government concerns are
anumber of governmental drivers.

The first one, favorable trade policy, has undoubtedly promoted international
trade. For example, the WTO agreement has considerably pushed world trade.
Agreements like this facilitate the worldwide cooperation and motivate companies
to develop their domestic supply chain to new countries. Without the emergence of
these policies, the globalization of business activities would not have occurred.

The compatibility of technical standards is of major importance as well. This
applies to the transparency and compatibility of information systems which are
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essential componentsof every flow of goods. For instance, global trade item number
is a part of a global item numbering scheme used in radio frequency identification
technology to track products moving through supply chainsthat stretch all the way
around the globe. Thisis a single international standard for information about the
product and tracking so that people all over the world in different companies and
countriesbe ableto read the dataeasily and not haveto translate it from one standard
to another (see Hugos 2006).

3.1.4 Competitive Drivers

The last group of driversis called competitive drivers. High exports and imports,
competitorsfrom different continents, interdependency of countriesand competitors
globalized can be considered in this category.

High exports and imports represent flows of goods across national borders, and
thus are of critical importance for global SCM. The interdependencies of country
activities reflect the increasing functional integration of economic activities across
national boundaries. In globally configured supply chains, product componentshave
to cross a multitude of national boundaries before afinished product can be handed
over to the final customer.

3.2 Global Vs. Domestic Supply Chains

There are many differences between global and local SCs, where the global SCs
are generally more advanced and complex. However, it does not necessarily mean
that the global supply chains are always the best solution. We, at first, review these
differences, and then talk about the best solution, global or domestic.

Nowadaysyou can find few sole domestic companies. Global sourcing is becom-
ing a critical strategy for most of businesses or at least for their suppliers. Fewer
and fewer companies are still selling their merchandises merely in domestic mar-
kets. Even if a company wants to stay totally domestic, competitorswill come from
every area of the world to its market. If domestic suppliers and customers are the
only partners of a company, it needs to be analyzed whether it would be better to
develop aglobal SC or not.

Although extension of companies to global marketplaces is a strategy almost
accepted by everyone, the way it should be trandated when it comes to managing
global SCsis not that much clear. On the other hand, can the domestic features of
a locally managed supply chain be easily considered as a part of a larger global
supply chain? Before answering this question, we need to know the differences
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between the global and domestic SCs. MacDonald (2006) reviewed some of these
differences.

3.2.1 Differences Between Global and Domestic SCs

Obviousdly, one of the main dissimilarities between global and domestic supply chain
management is that the former involves company’s worldwide suppliers and inter-
ests rather than just a local or nationa direction. Thus, global supply chains are
more difficult to manage than domestic supply chains.

Large geographical distances in global context not only increase transporta-
tion costs, but also complicate other logistics decisions because of inventory cost
tradeoffs due to increased lead time in the supply chain. Dissimilar local cultures,
languages, laws and currencies lessen the effectiveness of supply chain processes
such as demand forecasting, material planning, supplier relationship management,
etc. Moreover, shortages of infrastructural resources especially in developing coun-
tries may hinder supply chain’soperations. Lack of qualified personals, bureavcratic
management, poor banking system, inadequate road network, system inflexibility,
inability of suppliersto provide requested productsin adequate quality and quantity,
and deficiencies in logistics and telecommunications infrastructure are just some
problems frequently encountered when operating on the global scale.

There are some elements that are required to manage any supply chain regardless
of whether it isdomestic or global. Visibility and flexibility are some of basic ingre-
dientsthat need to be incorporated in order for asupply chain to function efficiently
regardless of the length of the chain.

Visibility is a key element. Effective supply chain collaboration requires that
the people be able to see accurate and timely data showing needed information at
different stages in the supply chain. Thisis critical in order to allow companies to
manage their supply chain strategically, identifying various points throughout the
supply chain where goods can be held to reduce the risk of delays. The increased
visibility makesit possible to operate supply chains moreefficiently leading to lower
Ccosts.

Another element is flexibility, acritical factor to the success of the supply chain.
Importanceof flexibility in supply chainsand logistics becomes so obviouswhenwe
understand that global supply chain works in a vague environment where markets
and customers are dynamic. In the new millennium, time is becoming the strongest
competitivetool for the supply chain managers. Asthe basis of competition expands
to the supply chain and time becomes increasingly significant, an important issue
will be the flexibility of the supply chain. A supply chain should then have enough
flexibility in order to be able to compete efficiently.

Global supply chains seem to be less agile and flexible compared to domestic
ones. In a sense, the very process of globalization has retarded agility. For instance,
many companies in their search for lower production costs have outsourced much
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of their functions offshore. The main driver for such movesis lower related costs.
However, in so doing they run therisk of extending their lead times considerably and
thus generating the need for more safety stock. As aresult, their agility is reduced.

As mentioned above, agreat number of firmsno longer deal with only their local
customers; in contrast, they would ship their products to many different countries
around theworld. In addition, it isvery common that afirm sourcetheir raw material
from different countries with distance of thousands of milesfromit. Thus, lead time
in both inbound and outbound logistics has dramatically increased and would result
in a more uncertainty through the logistics. Since then, if companies want to be
successful in the global competition, it isnecessary for them to achieve supply chain
flexibility.

These two elementsare tied with information, and thus information management
will be an important area in supply chain management. In fact, many would argue
that today, managing the supply chain is more about managing information than
moving goods. Companies operating today are collecting tremendous amounts of
data and the trend to move towards point of sale information is resulting in moun-
tains of information being fed into a company’s system. While this information
ultimately will help businesses streamline their operations and reduce inventory, the
trick right now is to take the raw data and trandate it into a form that is useful for
the customer.

Information visibility is absolutely critical for businesses that want to improve
management of their global supply chain. Metrics relative to shipments and order
and payment status will spotlight inefficiencies in the global supply chain and help
companies drive these out through cost elimination.

Companies are looking at how to achieve efficiencies in a broad range of
supply chain operations such as product design, demand forecasting, inventory
management, and customer service. The key to realizing these efficienciesis infor-
mation sharing between companies in a supply chain. Many current e-business
developments are working on methods and standards to share information across
multiple companies. Information sharing is the foundation, and then cross-company
coordination iswhat will deliver the desired efficiencies.

Although these elements are critical to both global and domestic supply chain
success, operational differences come into play when the supply chain extends
beyond borders. They play out differently where international trade is just more
complicated. First, the goods are traveling a far greater geographical distance. This
usually requires different modes of transportation. Since, visibility is very compli-
cated to achieve in an international supply chain compared to alocal. Conseguently,
the skills and expertise needed to manage a global supply chain differ from the
domestic requirements.

For global traders, the information flow in developing countries is not as well
established or disciplined as it is in developed countries. Missing and unreliable
information adds risk and decreases flexibility in the international supply chain.
Often supply chain managers and the ultimate customer can’t be sure what they will
be receiving until the shipment actually arrives.
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Achieving visibility is easier domestically than globally. In the domestic supply
chain, you can contract a single carrier and will achieve high visibility. If you are
going end-to-end, it is more complex, and there will be gapsin visibility. Langley
is a big proponent of outsourcing the supply chain function to partners that have
the ability to handle the complexities of global SCM. You need to have partners if
you really want to play in the global supply chain. One of the reasons these partner-
ships are so important is because many of these logistics partners have developed
operationsand partnershipsin countries overseas. For companies shipping globally,
there arethree mainissues: getting the goodsfrom origin to port in-country, shipping
from port to port over the ocean, and then shipping from port to destination.

Extending a supply chain beyond countries borders clearly lengthens the chain,
and thus results in exposure to greater variables. These variables can include bor-
der crossings, multiple modes of transportation and multiple hands-offs, different
government systems, technology issues and security concerns. Every one of these
variables presents opportunities for errors that can stall the entire supply chain.
There is more risk in global trade, and you have to plan for and be aware of that.
Thus, it can be concluded that managing the global supply chain is mostly about
risk management. Domestic supply chains face less inherent risk; incidents are less
likely to occur and the consequences will be less severe. Global supply chains are
entirely different where the margin for accident and error is huge.

Companies that operate globally are under greater pressure than their domestic
counterpartsto actively manage their supply chain. It is such adynamically charged
situation with constant trade-offs. The risks inherent in managing a global supply
chain mean that companies need to constantly be conducting cost-benefit analyses.
Sourcing overseas may be less costly, but the risks could outweigh the benefits in
thelong run.

3.2.2 Selecting Global or Domestic Supply Chain?

A company’ssupply chainisan integral part of its approach to the marketsit serves,
regardless of whether the supply chain is domestic or international. There is no
perfect supply chain formula that can be applied to every company. The supply
chain should respond to the market necessities and do so in a way that supports
the company’s business strategy. Supply chains vary across industries and even
within industries, according to the corporate goals. The business strategy a com-
pany employs starts with the needs of the customersthat the company serves or will
serve. Depending on the needs of its customers, a company’s supply chain must
deliver the appropriate mix of responsiveness and efficiency.

This means that there is no right answer about which oneis the best. Companies
need to understand how the supply chainsresult in the profitability of their business.
Depending on the size and operational structure of a company, the domestic supply
chain may be managed as part of a global whole. In many companies, their global
supply chain is yet made up of alot of smaller sections that operate separately and
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individually. In such cases, the domestic supply chain comprises one part, and the
skills and knowledge necessary to manage it are different from those required to
manage the global SC.

Based on the above discussion, it can be concluded that although supply chain
is very important and crucia in nowadays business, it is at most a function of com-
panies that helps them achieve their objectives. No matter which one you select,
domestic and global supply chains should all be aligned with your business strategy.

3.3 Characteristics of Global Supply Chains

There are a number of characteristics, which add more difficulties to handling a
global supply chain compared to a domestic (see Delfmann and Albers 2000).
Moreimportant onesare: farness, forecasting complexities, economical and political
worries, and infrastructural insufficiency.

3.3.1 Farness

No need to say, worldwide business are associated with larger geographic distances
and more unpredictable disturbances, implying longer lead times. L onger lead times
in a supply chain cause “the bullwhip effect”. The bullwhip effect is a dynamic in
supply chains. This phenomenon happens when small changes in product demand
by the consumer is trandated into wider swings in demand experienced by com-
panies, going back in the supply chain. As a result, companies at different stages
in the supply chain will have different pictures of final-customer’s demand, and a
breakdown in supply chain coordination will occur.

3.3.2 Forecasting Complexities

Another feature of global supply chains that increases the bullwhip effect is fore-
casting inaccuracy. Increased geographical distancesand communication difficulties
result in forecasting complexities. Moreover, in aglobal SC, different cultures with
different languages and mentalities should be included into the demand forecasting
models. Asthe exactitude of demand forecast has considerableimpact on the safety
stock level, operating in the global context tendsto raise inventories.

On the other hand, demand forecasting based on orders received instead of end
user demand data will become more and more inexact as it moves up the supply
chain. In global supply chains, companies are usually removed from contact with
the end user, and thus they lose touch with actual market demand. Therefore, each
company just sees the orders that come to it, and when it uses this order data to
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do demand forecasts, it adds more distortion to the demand picture and passes this
distortion along in the form of ordersthat it places with its suppliers.

3.3.3 Economical and Political Worries

Global SCscarry uniquerisks, including variability and doubt in currency exchange
rates, economic and political instability, tariffs and duties changeability, non-tariff
trade barriers, individual income tax, etc. Although macroeconomic uncertainties
arise in the nationa setting, in the international context, the problem is magnified
as the company deals with a number of national macroeconomic settings. Since
then, risk management has to be seen as an essential part of global SCM, where
practitioners should factor these risks into their decisions when dealing with global
supply chains. For example, currency exchange rate affects the price of goods pur-
chased in the supplier’s currency, and so influences the financial performance of
the supply chain. Thus, its changes should be traced in order to continuously make
decisions about the time and quantity of purchasing.

3.3.4 Infrastructural I nsufficiency

Infrastructural shortages in developing countries in transportation and telecommu-
nications as well as inadequate worker skills, supplier availability, supplier quality,
equipment and technology provide challenges normally not experienced in devel-
oped countries. These difficulties reduce the degree to which a global supply chain
provides a competitive advantage. For example, intra-country links are usualy
sparse in the third world countries, making access to new inland markets more
difficult and costly.

3.4 Global Sourcing

One of the most important activities of global SCM isglobal sourcing. Global sourc-
ing occurs when buyers purchase goods and services from sellers located anywhere
intheworld. Global sourcing isused as a proactive strategy to reap economic advan-
tage. As developing countries continue to implement free market reforms, educate
workforces and develop expertise and knowledge, these emerging economies can
be considered as a cost-effective alternative compared to more expensive, domestic
resources.

Global sourcing is a sourcing strategy which involves identifying, assessment
and negotiating supply across multiple countries in order to minimize costs, make
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the most of performance and lessen related risks. Global sourcing related factors
that must be controlled can be summarized as follows (see Tim Minahan 2003):

— Material costs. Price, tooling, transaction, and other costs related to the actual
product or service delivered.

— Transportation costs. Transportation, freight charge, consolidation, transfer fee,
pickup and delivery.

— Inventory holding costs. Warehousing, taxes, insurance, depreciation, shrinkage,
obsolescence, and other costs associated with maintaining inventories, including
the cost of money or opportunity costs.

— Cross-border taxes, tariffs, and duty costs. The sum of duties, shipping, insurance
and other fees and taxes for door-to-door delivery.

— Supply and operational performance. The cost of noncompliance or underper-
formance, which, if not managed properly, can offset any price variance gains
attained by shifting to an offshore source.

— Supply and operational risks. including geopolitical factors, such as changes
in country leadership; tariff and policy changes; and instability caused by war
and/or terrorism or natural disasters (e.g., typhoons, earthquakes) all of which
may disrupt supply lines.

Such variables give global sourcing attributes that are similar to financial and risk
management, requiring companiesto determine performancetargets and to develop
a balanced supply portfolio that includes the appropriate mix of cost, risk and
performance.

3.4.1 Global Sourcing Challenges

Although the use of foreign suppliershas an increasing trend, the transition to global
sourcing seems not to be easy for most companies. Few compani es have the required
infrastructure to effectively make thistransition. On the other hand, although sourc-
ing from low cost markets may offer significant cost advantages, it also means
larger geographical distances, extended lead times and increased risk. Left unad-
dressed, these challenges result in critical supply chain performance issues that can
severely undermine any sourcing initiative. Some of global sourcing challenges are
asfollows (also see Yip, 2005).

3.4.1.1 Low Visibility

As mentioned before, global sourcing processes introduce distance, time zone, cul-
tural and language barriersthat combineto reducevisibility into offshore operations.
With no visibility into international shipments, companies are forced to maintain
safety stock that handle the risk of obsolescence each time a decision is made to
launch new products, extensions or discontinuations. Furthermore, with no access
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to complete and up-to-date information, supply chain executives struggle to assess
the cost of making these decisions. In this environment, making the right sourcing
decisions quickly turnsinto a guessing game.

One of the greatest problems for executives in GSCM is lack of visibility. If
people have visibility into where an item is within the global supply chain, they
are able to make optimal supply and demand decisions based on the information.
Without context it is impossible for individuals responsible for managing prod-
ucts across complex global supply chains to make decisions that are optimal for
the organization. To get context the organization requires cross-functional execu-
tion, information and financial visibility. Therefore, more emphasis and investment
are needed by organizationsto insure that they have the required visibility and are
enable to operate efficiently.

Critical global supply chain visibility is not just about the location of an itemin
the supply chain, but it includes the ability to see virtually all aspectsthat affect the
item. Critical supply chain visibility includes viewsinto where an item is anywhere
in the cash-to-cash cycle and the views into all of financial and compliance issues
that accompany the item.

3.4.1.2 Difficult Communication

Diverse cross border business practices and customs often create a challenging com-
munication environment. Suppliers, logistics providers, manufacturers and other
members of the chain may have different expectations on how, where and when
to communicate information, and at what level of detail. Manual methods of
communication such as phone, fax and email combined with language, cultural,
and time-zone differences result in higher order-taking and order fulfillment error
rates, high days sales outstanding rates, etc. Since then, these problems may even
outweigh the benefits of employing an international low-prices supplier.

3.4.1.3 Security Issues

On top of sourcing and logistics complexities, companies are now increasingly
concerned with security issues in the global sourcing process. To avoid these pit-
falls, brand owners must develop greater visibility into order and logistics related
processes across their extended supply chain.

3.4.2 Global Sourcing Dimensions

There are a number of different dimensions of global sourcing that should be con-
sidered selecting the sourcing strategy. Dominick (2007) mentioned what a global
sourcing strategy should address as follows:



54 M.S. Sgjadieh

3.4.2.1 Costs

One of the main reasons of global sourcing is to benefit from lower costs abroad
such as labor; raw material, etc. However, there are other costs such as multi-modal
freight charges, broker fees, taxes, and insurancein global sourcing that are not part
of domestic transactions. Since then, one should employ a cost/benefit analysisin
order to make decision between global or domestic sourcing strategy.

Today’s supply chains exist in an extremely dynamic global environment. Prod-
uct customization, rising energy, commodity, labor costs, and new markets located
in emerging economies have driven many manufacturers to source and produce
goods in globally dispersed regions of the world. The uncertainties and risks
associated with increasingly extended supply chains are resulting in bloated inven-
tories to hedge against the unanticipated disruptionsin delivery times and supply.

3.4.2.2 Laws

Laws applied in global contracts between buyers and suppliers can be chosen from
the law of the buyer’s country, the law of the supplier’s country, or one applica-
ble under an agreement accepted by both countries. Therefore, it should be clearly
defined which one of these three category of laws are going to be used through
buyer—supplier transactions.

3.4.2.3 Currency

Supply chain members should agree on a currency to use. If the buyer’s currency
strengthens relative to the supplier’s currency, careful decisions consider use of the
supplier’s currency.

3.4.2.4 Lead Time

As mentioned before, large geographical distancesin global context make lead time
to belonger than for domestic ones. Thisisalso dueto slower transportations modes
such as shipment which is not usually involved in domestic sourcing. Whether ulti-
mate customers expect al products to be available for immediate delivery or they
will accept longer lead times will have a significant effect on company sourcing
strategy. Also, longer lead times require alonger time horizon over which forecasts
must be made.
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3.4.2.5 Language and Culture

Being unfamiliar with the supplier’s language and culture, you increase the risk of
communication challenges, misunderstandings, and uncomfortable encounters. On
the other hand, sourcing processes such as supplier selection, supplier assessment,
supplier involvement, and so on in global SCs need to consider more sophisti-
cated factors such as culture and civilization which may beinsignificant in domestic
sourcing.

3.4.2.6 Transportation

While domestic sourcing usually involves one shipping mode, global sourcing
involves multi-modal transportation, combined air, water, and ground transportation
to get goods from initial suppliers to the ultimate consumers. Deciding about opti-
mal shipment modes combination is another global sourcing attribute which can be
worked out using operations research techniques.

3.4.2.7 Payment Methods

Global sourcing often involves payment using international letter of credits which
requires the involvement of both the buyer’s and supplier’s banks. Managing credit
risk can be accomplished by creating some credit programsthat are tailored to sup-
pliersinforeign countries. Credit risks can be lowered by the use of credit insurance
and government loan guarantees for exports.

3.5 Demand M anagement

One of the other main activities in global SCM is known as demand management.
Mentzer et a. (2006) point out that demand management in a global SC includes
three activities: demand management, demand planning, and sales forecasting man-
agement. Although any purchasing order from a buyer to a supplier in a global
supply chain can be considered as a demand, all of them are dependent to each
other except the first one — the amount of product demanded by the end-use cus-
tomer of the supply chain. On the other hand, the ultimate customers create the
demand that will flow through the supply chain. These ultimate customers may be
final consumers shopping from a retailer or online, or a business buying products
for consumption in their business operations.

Only the frontline company in the supply chain that directly serves these ulti-
mate customers can experience the actual independent demand. All companiesin
the other levels of traditional supply chainsjust experience an inexact demand that
is tempered by the order fulfillment policies of their immediate customers which
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they procure products for them. The second type of demand is not the independent
demand of the ultimate customer.

Itisimportant to note that only one company in front of a supply chainisdirectly
affected by independent demand. The rest are affected by dependent demand. It
should be mentioned that the techniques, systems, and processes needed to deal
with dependent demand are somewhat different from those of independent demand.
In order to improve the global SC's performance targets such aslogistics and supply
chain costs or customer service levels, we need to know the differences between
these independent and dependent demand and identify which type of demand affects
companiesin different levels of achain. Moreover, devel oping techniques, systems,
and processes to deal with each company’stype of demand can have a deep impact
on global supply chain performancetargets.

Demand management includes the marketing functions, along with the coordi-
nation of marketing activities with other functions in the company and the supply
chain. However, the traditional demand creation role of marketing is tempered in
demand management by a desireto coordinate the flow of demand acrossthe supply
chain and to create incentives for supply chain partnersto help manage these flows.
Demand planning is concerned with the coordination across the global supply chain
of derived and dependent demand. Sales forecasting management is concerned with
the independent demand that occursin any global supply chain.
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Chapter 4
National Logistics Costs

Mir Saman Pishvaee, Hadi Basiri, and Mohsen sheikh Sajadieh

In today’sworld, economic climate changes more quickly, and countriesrealize that
globalization has made the world smaller and more competitive. Also, customers
seek products and services that can respond to their specific needs and firms make
effort to create competitive advantages to keep their profit and market share. All of
the above trends lead firms and countries to focus on supply chain and integrated
logistics (Fig. 4.1).

Making supply chain activities more effective and efficient is a sustainable com-
petitive advantage for countries. One of the important parts of these activities
is logistics activities, which can make a significant reduction in costs. Efficient
management of logisticsactivitiesisaperfect sourcefor creating competitive advan-
tages. Besides, it allows firms to respond to their customers’ specific needs, which
inturn, results in customer satisfaction.

4.1 Importance of Logistics Costs

Lack of information about logistics costs is a significant barrier to understanding
integrated logistics. Optimizing the flow and integrating resources are important
objectives in integrated logistics, so managers need transparent information about
logistics costs in al stages of product flow. Without this information, it is impos-
sible to measure the impact of decisions on costs through supply chain (Themido
et al. 2000). Thisissue has been cited in the literature by researchers as follows.

“The distribution of products and services from the point of origin to point of
consumption is a very important part of any country’s gross national product, and
indicates how much “money” the country has produced or made. Logistics activities
thus mean money to acountry.” (Voortman 2004 cited in The First State of Logistics
Survey for South Africa 2004).

“Asthelogisticsfunctionsbecome moreintegrated, they are ableto achievemuch
efficiency. But, abarrier to fully implementing an integrated logistics function isthe
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Fig. 4.1 Trends lead to supply chain and integrated logistics

lack of accurate information about costs” (Fredendall and Hill 2001 cited in The
First State of Logistics Survey for South Africa 2004).

Logistics costs measurement is a proper indicator for past and future. As alead
indicator, Logistics costs measurement would support national policy making and
the targeted deployment of operational and capital resources (transport infrastruc-
ture investment). As a lag indicator, it would enable measurement of performance
and pave the way for corrective actions.

As aresult, measuring logistics cost is not a goal but it is a proper indicator for
monitoring and evaluating national logistics. Importance of logistics costs increases
when you know that efficiency of logistics activities is an important infrastructure
for economic growth.

Researches show that first world countries have achieved a significant reduction
in their transportation and inventory costs as most important parts of logistics costs
in last five decades (The First State of Logistics Survey for South Africa 2004).

For example logistics costs in 1981 in USA were 16.2% of GDP* whereas in
2003 they are only 8.5% of the GDP. We know that USA gross domestic produc-
tion in 2003 was approximately 12,400 billion $, so this reduction in logistics costs
results in 954.8 billion $ saving (17th Annual State of Logistics Report of USA
2006).

Another important issue is logistics costs proportion of product price. We know
that low price for the same product is a competitive advantage that could result
in more market share. So because logistics costs are a substantial proportion of
product prices (Fig. 4.2), calculating logistics costs and trying to reduce them is
very important. Also, because logistics costs proportion of product prices is not

1 Gross Domestic Product.
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equal for different products (Fig. 4.2), calculating logistics costs is a good indicator
to prioritize investments on reducing logistics costs in different products.

Different countries use different strategies to improvetheir national logistics sys-
tems and to be able to respond to logistical needs of different industry sectors. We
can categorize these strategies into two categories. Lower service costs and higher
customer service (Fig. 4.3). It seemsthat making successesin national logistics sys-
tems needs improvement in both categories, and neglecting each one of them leads
to failure. Therefore, measuring logistics costs makes a proper index for strategic
control (evaluating strategies), especialy in lower service costs strategy.
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We can see a global effort for calculating logistics costs in different countries
and significant numbers of first world countries calcul ate their logistics costs yearly.
But in spite of high importance of national logistics costs, this issue does not find
appropriate place in literature.

4.2 Complexity of Calculating L ogistics Costs

Calculating logistics costs in national level has more complexity than calculating
these costs in a firm, although calculating logistics costs in a firm is complex too.
Two significant complexitiesin calculating logistics costs are as follow:

(a) Complexity in the process surface means costs of whole flows of materials and
information within the enterprise. This shows the complexity of calculating
material and information flow in all stagesin processes (Wajszczuk 2005).

(b) Complexity of calculating depreciation that means calculating the value reduc-
tion of al property and equipments involve in logistics activities (Wajszczuk
2005).

With respect to these complexities, calculating logistics costs exactly in national
level is very hard or impossible. What we can achieve is the estimation of national
logistics costs; and efforts should focus on reducing the error of this estimation. To
estimate national logistics costs, countries should have reliable statistics in trans-
portation and inventory parts. Without this information, estimating logistics costsis
very hard and results are unreliable.

Another important issue is the point of origin and point of consumption in
national logistics chain. As we know “Logistics management is... the planning,
implementation and control of the efficient, effective forward and reverse flow and
storage of goods, services and related information between the point of origin and
the point of consumption in order to meet customer requirements’ (CSCMP 2006).
So, selecting the point of origin and the point of consumption could play an impor-
tant role in complexity of calculating national logistics costs. For example, if we
put the point of consumption on end consumer(s) (customers), we should calcu-
late costs of transportation for each person from origin to destination in all parts
of country, that is very hard. But if we put the point of consumption on retailers,
we can calculate the costs with less complexity.

4.3 Components of National Logistics Costs

Before we describe the components of national logistics costs, let's talk about
logistics main components. There is no standard for this issue, so we describe
logistics components based on Rushton et al. (2006). Storage and warehousing,
packaging and unitization, transport, inventory, information and control arethemain
components of logistics activities.
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Different methods use different components for calculating logistics costs with
a little disparity. Nevertheless, most of these methods consider transport, inven-
tory and administration costs as their components. In coming sections, when we
introduce the methods of calculation, we describe the components covered by
related method too. In the present section, for better understanding based on Zeng
and Rossetti’s (2003) work, we define logistics costs component as. transporta
tion, inventory holding, administration, customs, risk and damage, handling and
packaging. Table 4.1 shows each part with related subparts and a brief description.

However methods used for estimating national logistics costsin countries usually
divide logistics costs into more general components that almost include transporta-
tion, inventory and administration costs.

Table4.1 Components of logistics costs (Zeng and Rossetti 2003)
Logistics cost category Description

Transportation e Freight charge. Cost incurred during delivery using various trans-

portation modes

e Consolidation. The fee for combining small shipments to form
larger shipments

e Transfer fee. Cost incurred during the transfer of goods between
different modes of transportation

e Pickup and delivery. Transportation charges incurred between
shipper’s warehouse and air, rail consolidator’s terminal

Inventory holding e Pipeline holding. Holding cost during the transfer
o Safety stock. Holding cost of safety stock
Administration e Order processing. Saaries of employees responsible for purchasing

and order management
e Communication. Telephone, fax and information transfer related
costs associated with international logistics
e Overhead. Rent paid by the international logistics group
Customs e Customs clearance. Fee imposed by local customs to clear goods
e Brokerage fee. Charge levied by an agent acting on behalf of the
shipper or the receiver depending on the delivery terms
o Allocation fee. Per house-hill
Risk and damage e Damage/loss/delay. Percentage of the value of each unit shipped
that will be lost, damaged or delayed
e Insurance. Min $25 or $0.50 per $100.00 insured value
Handling and packaging e Terminal handling. Material handling fee charged by the transporta-
tion company
e Material handling. Cost of labor and equipment used to move goods
within the shipper’s or receiver's warehouse
e In/out handling. Material handling charge levied by the freight
forwarder for use of itsfacilities
e Disposal charge. Fee for taking away an empty container from the
receiver's warehouse
e Packaging/supplies materials. Cost of preparing goods for shipment
e Storage. Rental fee of the warehouse space
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Table 4.2 Taxonomy of logistics costs (Logistics survey 2006)

Overhead costs

e Stock keeping e Lost sdles
e Cost of time e Customer service level
o | T-maintenance e Non-marketable products

e | T maintenance/purchases
Functional costs

e Transportation e Packing

e Goods handling e Capital costs of equipment and
facilities

e Warehousing e Administration

o Fairway

e Documentation
e Communication

Direct logistics costs Indirect logistics costs

If we wish to divide logistics cost with respect to taxonomy of costs, logistics
costs include four types of costs: Direct costs, indirect costs, functional costs and
overhead or alternative costs. Table 4.2 shows these parts with related subparts.

This taxonomy is important because each type of these costs has a different
behavior, and we should consider this behavior in cost analysis and corrective
actions.

4.4 Factors Affecting National Logistics Costs

Quality and performance of logistics systems are different among countries. For
example, In Namibia the costs of all trade-related transactions for a 20-ft full con-
tainer, load container, including inland transport from the ocean vessel to the factory
gate, amount to slightly more than $3,000; and in Georgia, to slightly less than
$3,000. In Germany, these costs amount to only $813; and in Sweden, to a little
more than $500 (Hausman et al. 2005). These disparities originate from factors
that affect logistics costs. We introduce important factors affecting logistics costs
below:

— Geographical situation. Logistics costs could increase or decrease in relation to
geographical situation. Usually, countries that are close to ports, airports, eco-
nomic hubs and logistically developed countries have better logistics systems
with lower logistics costs. Thisis because of competition and adoption with envi-
ronment. For example, logistics costs for importing and exporting the products
are about 50% higher for land locked countries (Radelet and Sachs 1998).

— Logistics infrastructures. This area is about the development and maintenance
of Logistics infrastructures to support full range of logistics services and trans-
port modes. Distribution network and communication network are important
components of this part. Singapore is a good example for this issue. in past
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decades Singapore makes good investments on its logistics infrastructure that
resultsin logistics excellence and costs reduction (Bookbinder and Tan 2003).
Human resource. Availability of skilled labor as a strategic source can play an
important role in promoting logistics activities and reducing logistics costs. This
issueis moreimportant in developing countries. It isinteresting to know that one
of the factorswhich led to increasing logistics costsin USA in 2005 was lack of
vehicle driver (Cooke 2006).

Administration. In most methods for estimating national logistics costs, share of
administration costs is assumed to be 4% of total costs. But actually, this 4% has
a significant effect on the remaining 96%. In fact for making logistics activities
more effective and efficient that lead to cost reduction, we should use adminis-
trative tools. Correct administration prevents squandering resources and leads to
saving. For example, executing petrol sharing policy in Iran, results in a daily
saving of 20 million liters and an annual 3.7 billion $ cost reduction.
Technology. Technology is an important factor in all parts of logistics. Some-
times, Technological development makes fundamental changesin logistics activ-
ities. In this areainformation and communications technologies (ICT) are more
effective on logistics activities. In some cases, ICT omit the whole physi-
cal distribution network and make significant savings. Researchers believe that
development in ICT is one of the reasons for reducing trend of logistics costsin
past decades. They also believethat thereisstill greater potentiality in technology
to further reduce cost in future.

Political and economical stability. This factor can reduce or increase the risks
and affect the insurance costs. So with respect to high number of logistics activi-
tiesin national level, it can have asignificant effect on logistics costs. In addition,
political and economical stability can play an important role in attracting invest-
ment in national logistics activities. Moreover, instability in this area may result
inindustrial disputesand work stoppagethat both resultin anincreasein logistics
Ccosts.

Business legal rules. Customs, taxes and insurance laws are components of this
part. Compatibility of these rules with logistics processes and activities could
affect logistics costs.

Rate of interest. One of theimportant macro economic indicatorsthat can play an
important role in logistics costs is rate of interest. This factor is more important
in inventory costs because of direct relation between them. One of the factors
that led to inventory costs increase in USA in 2005 of 71 billion $ over 2004,
is growth of interest rate (Cooke 2006).

Energy price. Global trend of increasing energy prices is another important fac-
tor that affects logistics costs. This increase especially in fuel pricesthat is used
in logistics activities makes inflation in logistics costs, especially in transporta-
tion because of nature of its related activities. One of the factors that played an
important role in transportation costs increase in USA in 2005 of 92 billion $
over 2004, was rise of fuel prices (Cooke 2006).



64 M.S. Pishvaee et al.

4.5 Logistics Costsin Agriculture

Agricultureis an important part of GDP in many countries. So, calculating logistics
costs in agriculture is prominent. Also, Results of calculating agricultural logis-
tics costs (Sect. 4.5.2) show this importance obvioudly. In this section we study
logistics costs in agriculture based on Wajszczuk’s (2005) paper.

4.5.1 Logistics Costs Components Including in Method

Wajszczuk defines components of logistics cost as physical flow of material cost,
inventory cost and information process costs. Table 4.3 shows these parts with
related subparts.

We can calculate logistics costs as follows:

CL = Cpfm +Cinv +Cinf-

(4.)

Table 4.3 Components of logistics costsin agricultural (Wajszczuk 2005)

Costs of physical flow of
materia (Cprm)

Labor costs (also material
and energy costs)

Depreciation of information
equipment

Costs of telecommunication
services

Costs of inventory (Ciny)

Costs of inventory leasing

Labor costs

Costs of stock losses (losses
during evaporation,
going stale of stock,
diseases, pests)

Other costs (insurance,
energy, cost of inventory
capital)

Costs of information
processes (Cinf )

Depreciation costs of
property whichis
involved in logistical
processes

Leasing costs (lease for
sguare, garages, internal
ways)

Labor costs

Use costs of oil, materials
and energy

Costs of transport external
services

Other costs of flow (taxes
and insurance of
transport means, repairs
and preservation of
equipment)
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Table 4.4 Comparison of logistics costs in agricultura vs. non-agricultural enterprises
(Wajszczuk 2005; Skowroneki and Sarjusz-Wolski 1999)

Elements of |ogistics costs Share of basic elementsin total logistics costs (%)
Investigated enterprises Non-agricultural enterprises

Costs of physical flow of material 86.5 40-50

Inventory costs 12.2 3040

Costs of information processes 13 15-20

4.5.2 Result Analysis

This method was used to calculate logistics costsin four great arearural enterprises
located in Poland in 2003. Table 4.4 shows the achieved results in comparison with
non-agricultural enterprises.

Wajszczuk (2005) compares his results with results of past researches on non-
agricultural enterprises:

(a) The results of this research showed high share of logistics costs in total costs
in comparison with non-agricultural enterprises. Theindex of share was 42.2%,
whereas in non-agricultural enterprisesit fluctuates between 20 and 30%.

(b) The results of this research showed high share of logistics costs in total selling
and servicesvalue in comparison with non-agricultural enterprises. Theindex of
share was 27.5%, whereas in non-agricultural enterprises it fluctuates between
12.1 and 5.8%.

(c) Share of physical flow of material costs in total logistics costs in agricul-
tural enterprises was 86.5%, whereas in non-agricultural enterprises it fluctu-
ates between 40 and 50%. The reason for this disparity could be explained
with respect to high diversity and volume of agricultural products. More-
over, the selected enterprises have several branches with significant distance
between them. we should consider that in agricultural environment we have
small distances transportation on bad quality roads (mostly dirt roads).

(d) Share of inventory costs in total logistics costs in agricultural enterprises was
12.2% whereasin non-agricultural enterprisesit fluctuates between 30 and 40%.
That is to say inventory costs in agricultural enterprisesis around three to five
times smaller in comparison with nonagricultural enterprises. This can be a
result of several circumstances. Firstly, in researched enterprises, majority of
fabricated agricultural products can be characterized as raw materials for far-
thest processing and short period of freshness. Secondly, the enterprises want to
get back their engaged capital very quickly in order to start the next productive
cycleagain. So, most of agricultural enterprises sell their productsimmediately.
Based on this fact, one may hypothesize that an enterprise which is located in
the supply chain “near the final receiver”, has higher inventory costs because
it must keep certain level of stock for assurance of liquid service of clients.
Analyzed enterprises are placed at the beginning of such supply chain. Thirdly,
currently, contrary to the past years, the agricultural enterprises purchase means
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of production just before their use for production. In this way, the enterprise
is limiting costs of engaged capital to minimum. This fact has caused that in
analyzed enterprises some store surface not to be used fully. Such asituation is
also aresult of rules of the past economic system. Before 1990, the agricultural
enterprises had to buy the means of production too early due to the general lack
of such suppliesand consequently store them for along time. So, it considerably
increased cost of storage.

(e) Information processes costs in agricultural enterprises are around 13 times
smaller in comparison with nonagricultural enterprises. This is because of lack
of investment in information processesin researched enterprises.

Based on above facts, we can say “there is a direct relation between volume and
weight of products with logistics costs’. Therefore, if the volume and weight of
productsincrease, it resultsin agrowth in logistics costs. As aresult, in agriculture,
mining and similar industries|ogistics costs are higher than information and service
provider industries. Thefollowing figure showsthisrel ation with respect to producer
countries (Fig. 4.4).

These results show that logistics costs are more important in industries that pro-
duce heavy and bulky products (e.g. agriculture, mining and similar industries).
They aso show that investments in logistics activities in such industries could
lead to more significant savings. This is an important issue that countries should
consider.
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Fig. 4.4 logistics costs with relation to industries and countries
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4.6 State of Logisticsin America

In this section, we describe the method used in USA for calculating national logistics
costs.

4.6.1 Literature Review

As noted in previous sections, calculation of logistics costs is a multidimensional
issue. So, we see many improvementsin the literature review of this subject. In the
following, we will review this literature briefly.

The first published methodology for logistical cost assessment was presented by
Heskett et al. (1973). They applied their methodol ogy, estimating total logisticscost,
to estimate USA market size. They introduced four types of commercial activities
(Bowersox et al. 2003):

1. Transportation
2. Inventory

3. Warehousing

4. Order processing

Their methodology is summarized in the Table 4.5.

Table 4.5 Estimation methodology proposed by Heskett et al. 1973; (cited by Bowersox
et al. 2003)

Transportation  Air carrier Equipment Highway
Commercial® Manufacturers Automobile?
General® Motor vehicles and Truck and trailer®
equipment?
o Oil pipeline® o Other than motor Bus®
vehicles®
o \Water carrier o Transit Dealers, service
stations?
Inland® Rail & trolley? Repairs, garages, etc.?
Ocean® Repairs, garages, etc.2 o Railroad®
Great |akes®
Inventory e Farm® e Manufacturers®
e Wholesalers® o Retallers®
Warehousing e Public® o Private®
Order
processing®

aCosts split between the two
bCosts related to just passenger
CCosts related to just freight
dCosts not available
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Information concerning transportation costs were obtained from the Transporta-
tion Association of Americaand the Bureau of Labor Statistics. Inventory cost was
estimated as the ratio of cost of the average value of inventory over 1 year. Public
warehousing cost was estimated using the average valuation of $2 per sguare foot
for basic warehouse space plus $0.25 per cubic foot for refrigeration space. Pri-
vate space owned by retailers and manufacturers was estimated based on inventory
value/space occupied ratio for wholesalers. The order processing cost, although pro-
posed by the authors, was not estimated. Annual logistic cost was estimated as the
sum of the noted cost components (Bowersox et al. 2003).

Then, Robert Delaney, based on this methodol ogy, has estimated annual |ogisti-
cal expenditure, under the sponsorship of Cass Information Systems and ProLogis.
His annual report, called “ The State of Business Logistics in the United States’ is
the only long-running attempt to quantify logistics expenditurein the United States
(Delaney and Wilson 2003). Which we will use them for our work in this chapter at
the conclusion section.

Delaney uses three key componentsto estimate logi stics expenditures (Bowersox
et al. 2003):

() Inventory carrying cost
(b) Transportation cost
(c) Administrative cost

Delaney’s methodology is summarized in Fig. 4.5.

The challenge in estimating global logistics expenditures is that a direct mea-
surement or roll-up summation methodology is not applicable. Such a methodology
requires detailed data on all logistical components. Although the data are available
to varying degrees in most developed nations, they are not available in many other

(1) Carrying Costs: expenses (2) Transportation Costs:
associated with holding goods uses estimates from the

in storage. Transportation in America

o Interest charges series of annual reports (Eno
Transportation Foundation).

e Taxes, obsolescence,
depreciation & insurance e Truck-Intercity

e Warehousing e Truck-Local

e Labor costs e Railroads

o Water

e QOil Pipeline
(3) Administrative Costs: o Air
multiplied the sum of (1) & e Forwarders

(2) by a constant factor of 4%. o Shipper related costs

Fig. 4.5 Estimation methodology proposed by Robert Delaney (Bowersox et al. 2003)
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National Logistics Costs

Total Trade

Total GDP Government Industrial Ratio
Sector Sector )
Product Product (mzports + expor[s)
GDP

Fig. 4.6 Estimation methodology proposed by Bowersox in 1992; (cited by Bowersox et a. 2003)

countries. A country-by-country estimation requires the use of available aggregate
data across countries (Bowersox et al. 2003).

The first study to frame global logistics requirements was conducted by
Bowersox (1992). He presented an estimation of global logistics costs based on
four components (Bowersox et al. 2003):

(a) Total gross domestic production (GDP)
(b) Government sector product

(c) Industrial sector product

(d) Total traderatio

The first and the fourth ones were included to size individual economies. And
the rest of components were included to capture expenditures related to the logis-
tics activities of transportation, inventory, and warehousing. Figure 4.6 depicts the
methodology in a snapshot (Bowersox et al. 2003).

In this assessment, analyses were conducted aggregating the countries in seven
regions (Bowersox et a. 2003):

— Europe (EC 1992)

Pacific Rim (AFTA)?

North America (NAFTA)3

Eastern Europe and Middle East

Chinaand Southeast Asia

— Central/South Americaand Caribbean Basin
— African Nations

In alater study, Bowersox and Calantone (1998) refined the estimation method by
introducing an artificial neural network model, Fig. 4.7.

This methodology expanded the scope of the previous approach by includ-
ing infrastructure variables related to cost and information systems (Bowersox
et al. 2003).

2 Australian Federation of Travel Agents.
3 North America Free Trade Agreement.



70 M.S. Pishvaee et al.

GDP & Infrastructure Costs & World Trade
Components Systems Participation

N ' o

Neural Network Model

e ~

Proportion of Economic
Energy Devoted to
Logistics Activities

National
Logistics Costs

Fig. 4.7 Estimation methodology proposed by Bowersox and Calantone in 1998; (cited by
Bowersox et al. 2003)

4.6.2 CASS Methodol ogy

Now, let's go through a notable methodology which has been used in USA since
1973, called CASS.

In theremainder, we are going to explain several basic conceptual issues concern-
ing the measurement of logistics activity, description of CASS methodology and
Eno Transportation Foundation methodology for cal culating transportation costs, as
the CASS methodology relies entirely on this cost estimation methodol ogy.

In the end, we suggest some potential improvements to the current procedures
used to calculate logistics costs.

First, it must be mentioned that the name of this methodology, CASS, was
derived from the name of a company which established the methodology: Cass
Information System Inc. (formerly CASS logistics Inc.).

However, the sponsorship of execution of this methodology has recently moved
from CASSto CSCMP*, but the CASS methodology is unlikely to be changed.

Since comparison between logistics and GDP isthe output of CASS, let’sremind
the concept of GDP.

Simply stated, GDP, is the total value of final goods and services produced for
consumption within a country’s boundariesin a given time period (usually ayear).

GDP = private consumption+ government consumption+ investment
+ exports — imports. (4.2)

The considerable point in the definition is that, GDP does not include intermedi-
ate goods and services. And this is an important point that we will refer to in the
following sections.

4 Council of Supply Chain Management Professionals.
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On the other hand, estimation of logistics costs is not inherently related to GDP
because it is neither a measure of how much of GDP is consumed by logistics nor
isit ameasure of how much logistics contributesto GDP.

Therefore, assuming the most commonly cited estimate of logistics costs:

— Itisincorrect to say that logistics costs account for X% of GDP.

— Itisincorrect to say that logistics contributes X% to GDP.

— To say that logistics costs are equal to X% of GDP is acceptable, but it is simply
a statement of their relative sizes, not a statement of how much one is dependent
on the other.

But somebody may ask “Why we compare logistics costs with GDP?’ in other
words, “What is the property of GDP which we choose for this comparison?’

Or another question may be “Why preceding interpretationswereincorrect?’ and
“lsn’'t it necessary to have comparisonsin these ways?’

To answer these elegant questions, notice that the difficulty in comparing logis-
ticswith GDPisin the way “logistics’ is classified and cal culated. Which elements
areincluded in the estimation of “logistics’ can significantly change the meaning of
any comparison.

In our CASS methodology we focus on the concept of macroeconomic logistics
costs, which is more useful for national decision-makers. So, we should choose a
macro-economical indicator. But there are so many other macro-economical indica-
tors other than GDP, such as GNP®, PPPP, etc. Why don’t we use them? Because
GDP is more common and governments prefer to estimate it more precisely for
different purposes.

About other questions we say that: One way to evaluate logisticsrelative to GDP
isto determine how much of GDP is consumed by the logistics activities or the total
final demand for logistics by all user categories (consumer, government, business,
and net export). This comparison says nothing about the contribution of theindustry
to GDP rather than to determinethelevel of final demand that logistics requirements
generate. This calculation of logistics must only include purchasesthat are not con-
sumed by the production of servicesthat ultimately contributeto GDP. This measure
of logisticsis not currently available. Furthermore, the usefulness of such ameasure
is not readily apparent (MacroSys Research and Technology 2005).

Another way to evaluate logistics relative to GDP is to determine how much the
logisticsindustry contributesto GDP. To make this comparison, one must determine
thelevel of added value generated by the industry. Such a metric would be desirable
becauseit would be a statement of logistics' contributionto GDP. Importantly, inter-
mediate goods are not included in GDP. As aresult, thisis a difficult comparison
to make. One must determine which of the many goods and services purchased by
logistics firms are consumed in the production of the goods and services produced
by the firms. The difference between the two equals the industry’s contribution to
GDP. The required calculation is a two-step process. The first isto develop a clear

5 Gross National Production.
6 Purchasing Power Parity.
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boundary separating logistics activities from other business activities. Within the
established boundary (asdrawnin thisreport or as employed in the CASS methodol -
ogy) the second challengeisto estimate value-added from both outsourced logistics
activities (i.e., transportation and warehousing industries) and from in-house logis-
tics activities. The transportation element of logistics is measured in this manner
by the TSA”. However, there is currently no comparable measure of other logistics
activities. As such, there is currently no means of calculating the contribution of
logistics activities to GDP from a value-added perspective (MacroSys Research and
Technology 2005).

Finally, one can calculate the amount firms spend on logistics activities fairly
easily (as CASS does) and compare that number with GDP. The problem is that this
cost calculation contains (a) intermediate goods and services, and (b) internal busi-
ness operating costs unrelated to logistics. When firms outsource logistics activities,
they purchase not only the services produced by the logistics providers, but also the
intermediate inputs used in the production of the services. When firms run in-house
logistics operations, their “logistics costs’ aso include internal business activities
and purchases that are not strictly logistics functions.

Furthermore, logistics costs include inventory-carrying costs, which include
opportunity cost of capital, which is not acomponent of GDP (MacroSys Research
and Technology 2005).

Now we turn to the description of CASS methodol ogy.

As mentioned before, CSCMP define logistics as “that part of supply chain
management that plans, implements, and controls the efficient, effective forward
and reverse flow and storage of goods, services and related information between
the point of origin and the point of consumption in order to meet customers
requirements.”

Remember that Heskett first introduced the concept of macroeconomic logistics
costs and developed a methodology to measure them which becomes a base for
CASS methodology. However, CASS' estimates, published in its “Annual State of
Logistics Report”, have been most frequently cited by government agencies and
trade associations. As one United Nation’s document states, the CASS report “has
taken on oracle status in the profession and statistics in it are often cited in federal
government reports (MacroSys Research and Technology 2005).”

Based on MacroSys Research and Technology (2005), according to this defini-
tion, logistics includes all activities concerning the movement and storage of goods
between the point of origin and the point of consumption of the goods. Further-
more, logisticsincludes freight movement and excludes people movement, although
it must be recognized that the overall logistics does involve passenger movement,
which will be discussed more lately.

Where is the “point of consumption?’ Should the point of consumption be
extended to households? I n other words, should the movement of goods such as that
from a grocery store to a private kitchen be part of the logistics chain? Obviously,
such movements require the same kind of inputs, individually at a much smaller

7 Transportation Satellite Account and the U.S. Transportation Satellite Account was designed to
produce estimates of all transportation operations for all modes.
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scale of course, as those between wholesalers and the grocery store. Both require
loading, transporting, and unloading the goods. However, since much of the goods
movement to householdsis carried out by households, and household activities are
not treated as part of the national production processin official economic account-
ing systems such as the US National Income and Products Accounts and the US
I nput—output accounts, treating household logistics activities as part of the overall
logi stics chain expandsthe production boundary and causes problems of consistency
and comparability with official economic statistics.

One way to avoid this difficulty is to limit the measurement of logistics to busi-
ness logistics only. And in fact, CASS methodology includes only the logistics
costs for the US business system. Furthermore, the CSCMP definition may beinter-
preted to cover only business logistics because it refers to the supply chain, which
normally does not include household activities. Clearly, the final stopping point
of goods movement in business logistics is not always consumption. The inbound
movement of goods to retailers is often the last leg of goods movement for busi-
ness|logistics, yet retailers are not the ultimate consumer of the goods. Although the
movement of goods from retailers to the final point of consumption by households
creates real value to consumers, this kind of value creation is not counted in current
economic accounting methodologies. Instead, it is treated as consumption. In other
words, value-addition in current economic accounting only happens in the busi-
ness sector. Therefore, to achieve clarity, the definition for business freight logistics
should refer to the last point of value-addition rather than the point of consumption.

Whereas consumer transportation of goods from market to household is properly
excluded from logistics activities, merchandise home-delivery on behalf of sellers
is part of the production and logistics chain. To exclude the former and include the
latter, business logistics may be better defined on the basis of who performs certain
activities rather than where those activities are performed. To the extent that supply
chain management refersto business activities only, the CSCM P definition of logis-
tics on the basis of supply chain management is sufficiently clear for delimitating
where business |ogistics starts and ends.

As cited in previous sections, cost items according to our purpose of cal-
culation, vary from one definition to another. So, based on the aim of CASS
methodology which focused on comparison of logistics costs with GDP in macro-
economical level, it defines three broad cost components comprising the busi-
ness logistics system. They are inventory-carrying costs, transportation costs, and
logistics administration costs.

Measuring inventory-carrying costs and transportation costs, however, is not
straightforward because both involve substantial amount of in-house operations.

In-house operationsrefer to those business operationsthat acompany conductsto
provide services for its own use. In contrast to the services from for-hire operations
that are bought and sold in market-places, in-house operations are provided and
consumed internally without market mediation. Some internal operations should be
included because they are either the same kind of activities as external logistics or
the natural and immediate extensions of external logistics.
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It is a well-known fact that much of the trucking and warehousing operations
in the US are in-house operations. Therefore, measures of transportation and ware-
housing costs should cover services from both for-hire and in-house operations. It
is important to note that the for-hire cost should be the total price charged to the
service users, not the cost to the carriers providing the services. The full cost of
in-house services should include an imputed return to capital as well as the costs of
intermediate inputs, labor compensation, and capital consumption.

Whilethe cost of transportation measuresthe cost of goods movement, the cost of
warehousing does not fully capture the cost of goods storage. Clearly, warehoused
goodstie up capital, and capital is costly. Moreover, businesses may suffer losses as
materials in storage may experience obsolescence, physical deterioration, and loss
in value. Also, businesses have to spend money to insure goods in storage against
accidental losses such as those due to natural disasters and fire hazards. Based on
these considerations, an inventory-carrying cost is often measured to include costs
of interest, taxes, obsolescence, depreciation, insurance, and warehousing.

While how much of a certain material a business decides to keep in warehouses
may heavily depend on transportation system performance, inventory-carrying costs
may change independently for reasons compl etely unrelated to transportation. Costs
of interest changein responseto fluctuationsin interest rate. Insurance costs depend
on the level of insurance premium. Even the level of inventory itself may be deter-
mined by factors outside transportation and logistics management such as business
cycles.

A business may experience an unexpected increase in inventory due to an eco-
nomic slowdown, no matter how well it manages its logistics operations. Factors
such as these do not congtitute a valid argument against the inclusion of inventory-
carrying costs in total logistics costs, but they do indicate that certain price and
business cycle variables need to be controlled if the resulting logistics cost measure
isutilized for trend analyses.

There are internal business operations that are immediate extensions of trans-
portation and warehousing and therefore should also be counted. These include
industrial traffic management, loading and unloading by shippers, inventory plan-
ning and analysis, and support by central distribution staff.

Yet another problem in defining logigtics, is the question of how much intra-
plant activity should be included as logistics activity. For example, goods are
moved around within the business establishment where the goods are to be retailed.
This is relevant, because extensive intra-plant movement of materials may cause
a significant increase in the estimate of total logistics costs, depending if the
activities are included as logistics. In some literature on business logistics man-
agement, production scheduling, materials handling, purchasing, order processing,
and market forecasting are included as business logistics activities, where materi-
als handling is basically intra-plant material movement. Although these activities
affect the movement of goods and level of inventory, they are not themselvesintrin-
sic to goods movement and inventory management. The literature and practice of
macroeconomic costing of logistics seemsto indicate that the costs associated with
these functions should not be counted as logistics costs. For example, the Heskett
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approach and the CASS methodol ogy both exclude many of those internal business
activities. For Heskett, such exclusion may be because his approach was originally
developed to measure the macroeconomic costs of physical distribution.

The reason for the exclusion of these cost categories from the calculation of
logistics costs relates to the purpose for which logistics costs are being defined,
measured, and analyzed. Within an individual firm, for the purpose of planning and
managing business operations, logistics may well be defined to include everything
that is involved in physical supply, physical distribution, and intra-plant materials
movement. For a manufacturing company, for example, anything that is not gen-
eral administration and direct manufacturing operations may be counted as part
of the company’s logistics operations. It is certainly useful and necessary for the
firm's management to know how much it costs the company to move things in
and out and get them to the right spot in right quantity at right time. However,
this cost information is less useful outside the firm (other than to its competitors.)
Specifically, the cost information based on this broad concept of logistics is of lit-
tle consequence to public decision-makers because it contains many elements on
which public decisions have no effect. For instance, an inefficient plant layout that
hampersintra-plant material movementswill cause the firm to incur costs, no matter
how efficient the highway system or trucking operationsare. Therefore, information
on the internal logistics costs of a business enterpriseis largely irrelevant to public
decision-makers.

Of course, cost measurement or any other measurement efforts by the govern-
ment sector are not necessarily al for the purpose of public decision-making. A
logistics cost measure that includes all intra-plant material movement may be useful
for some purposes, but the logistics cost measure exclusive of intra-plant material
movement has its own value, and is perhaps more valuable to decision-makersin
transportation.

The questions and discussion above define in theory the proper boundary of
business freight logistics for the purpose of calculating national logistics costs.
As determined, many internal business activities should be excluded from the
calculation. However, the boundary must be cast to include specific cost items.
Unfortunately, the exclusion of certain internal business operations is easier said
than done. A certain level of arbitrariness in drawing the cut-off line is unavoid-
able. However, the consequence of this arbitrarinessto the final estimates of overall
logistics costsislikely to beinconsequential so long asthelist of internal operations
included does not get too long.

Now, let's explain more about each component of logistics costs in CASS
methodology. The main components are: inventory-carrying costs, transportation
costs, and logistics administration costs.

4.6.2.1 Inventory Carrying Costs

Inventory carrying costsinclude the cost of money (opportunity or interest), ad val-
orem taxes, insurance and shrinkage. Inventory carrying costs vary with the level of
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inventory stored. They can be categorized into the following four groups: (1) capi-
tal costs, (2) inventory service costs, (3) storage space costs, and (4) inventory risk
Costs.

e Capital costs for inventory investment. Holding inventory ties up money that
could be used for other types of investments. Consequently, a company’s oppor-
tunity cost of capital should be used to reflect accurately the true cost involved.
All inventory carrying cost components must be stated in before-tax numbers,
since al the other costs in the trade-off analysis, such as transportation and
warehousing, are reported in before-tax dollars.

e Inventory service costs. Inventory service costs consist of taxes and insurance
paid asaresult of holding inventory. In general, taxesvary directly with inventory
levels. Insurance rates are not strictly proportional to inventory levels, but are
related to the value of inventory over a specified time period.

e Storage space costs. Storage space costs can beincurred at four typesof facilities:

— Plant warehouses

— Public warehouses

— Rented (leased) warehouses

— Company-owned (private) warehouses

e Inventory risk costs. Although inventory risk costs vary depending on the com-
pany, in general, they include charges for: obsolescence, damages, pilferage and
relocation. The cost of taxes, and obsolescence, depreciation and insurance are
estimated according to the Alford-Bangs Production Handbook formula. In this
formula obsolescence accounts for nearly 40% of total inventory carrying costs,
thus demonstrating the challenges facing inventory managersin the world of fast
cycles and just-in-time procurement. Total warehousing cost estimates encom-
pass both public warehouses and private warehouses operated by manufacturing
and distribution companies. Public warehousing costs are obtained from the pub-
lic warehousing services data reported by the Commerce Department’s Census
Bureau. Private warehousing costs are independently obtained by CASS. Relo-
cation costs are incurred at the transshipment of inventory from one warehouse
location to another to avoid obsolescence.

4.6.2.2 Transportation Costs

Transportation costs include carriers’ charges for al modes, including trucking,
rail transport, water and oil pipeline, and both international and domestic airfreight
transport, as well as freight forwarding and shipper-related costs. The freight trans-
portation costs in the CASS report account for the largest portion of logistics costs.
These estimates are based on the annual Transportation in Americareport published
by the Eno Transportation Foundation. Of total transportation costs, trucking costs
dominatethe United States business | ogistics system, accounting for more than 80%
of the nation’sfreight bill. Shipping related costs include the loading and unloading
of transportation equipment, as well as traffic department operations.
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Total transportation costs include costs for both primary and secondary trans-
portation. Primary transportation is the movement of finished goods from plants
and vendors to warehouses. Primary transportation costs include costs for repleni-
shment movement from plants or distribution centers to other plants or distribution
centers, and inbound freight on purchased finished goods movement to plants or
distribution centers for resale. Secondary transportation is the delivery of finished
goods to customers. Secondary transportation costs include payments to carriers,
pickup alowances, truck or rail equipment and operationscosts, and freight allowed.
Freight may originate in plants, distribution centers or terminals.

Anyhow, eight itemswhich Eno methodol ogy cal culates are (M acroSys Research
and Technology 2005):

Intercity truck

Local truck
Railroads

— Water

— Oil pipelines

— Air

— Forwarders

— Shipper related costs

Each item will be estimated based on spread statistics of formal organizations such
as Federal Highway Administration for intercity truck’s statistics.

4.6.2.3 Logistics Administration Costs

L ogisticsadministration costsinclude indirect management and support staff, which
comprises central distribution staff, planning and analysis staff, and the traffic
department staff. Computer software and hardware cost alocations are another
important distribution expenses. Such costs are included in the appropriate cost
categories; with any remainder, considered as part of administration costs.

Logistics administration costs are set at 4% of sum of the inventory-carrying
costs and transportation costs, in line with the methodology that has been consis-
tently employed since the data series was first published in 1973.

However, we shouldn’t forget that unless Administration costs are only 4% of
total logistics costs, but improving the methods of doing them would result in deep
effects on total logistics costs.

The details of these cost components and the CASS methods for measurement
areincluded in Table 4.6.

At last and in order to improve measure of logistics costs we suggest three
recommendations (MacroSys Research and Technology 2005):

1. The prices of the goodsin inventory should be held constant to allow inventory
levels to be estimated in constant dollars. Thisis a standard practice applicable
to al other logistics cost items. Without controlling price effects, inventory level
fluctuates even if the real inventory level does not change.
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Table 4.6 Cost components and CASS methods of measurement (MacroSys Research and
Technology 2005)

Cost components CASS methods of measurement

Inventory carrying costs

Interest Annualized commercia paper rate

Taxes, obsolescence, depreciation, Alford-Bangs production
insurance handbook formula

Warehousing Expenditure on public

warehousing from census
Transportation

Intercity truck Eno estimates
Local truck Eno estimates
Railroads Eno estimates
Water Eno estimates
Oil pipelines Eno estimates
Air Eno estimates
Forwarders Eno estimates
Shipper related costs Eno estimates
L ogistics administration costs Imputed at 4% of total logistics
cost

2. Thelevel of inventory can be smoothed over time to lessen the effect of cyclical
changes. An unexpected economic slowdown usually pushes up business inven-
tory causing an increase in inventory carrying cost, other things being equal.
Likewise, an unexpected economic upturn causes inventory to go down. While
the resulting level of inventory carrying costs can still be usefully measured,
its changes are not good indicators of whether the underlying logistics system
is working better or worse. A moving-average or some other time-series pro-
cesses may be applied to the inventory data so that a more persistent trend can be
identified.

3. Theinterest rate used to estimate the inventory capital costs should be held con-
stant. While the tax rates and the insurance premiums can both change, the
CASS estimation does not individually utilize tax rate and insurance premium
data. Interest rates are also relatively more volatile. Fluctuationsin interest rates
directly result in changes in the inventory-carrying cost even if the underlying
logistics system stays unchanged. For a trend analysis, interest rates should be
held constant.

4.6.2.4 Conclusion of State of L ogistics Survey in America

In order to see the use of CASS methodology practically, we will review the state of
logisticsin US, mainly reports of year of 2006, according to 17th Annual Report of
State of Logistics reported by CSCMP.

Total businessinventoriesrose dramatically in 2005, which could have happened
because of two reasons:
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Fig. 4.8 Logistics costs as a percentage of GDP (Cooke 2006)

1. Raising trend of interest rate in order to control inflation caused by energy costs.
(It's obvious that many factors motivate energy coststo increase in recent years,
such as war of Iraqg, internal changes of Iran which have deep effects on global
decisions).

2. Storing more goods by companies in order to response to longer, often unpre-
dictable transit times.

Interest rates have begun to climb back up and this, also combined with big-
ger inventories, pushed inventory carrying costs to new highs. It has two main
reasons:

1. Increase of fuel cost
2. Shortage of labor, especially driver

Figure 4.8 depicted that US business logistics costs were equal to 9.5% of nominal
GDP in 2005. By the way, comparing the statistics of 2004—2005 illustrates that
transportation costs rose 14.1% in 2005, the single largest rise and now account
for 6% of nominal GDP. Costs were up for virtually every component of business
logistics costs. In the beginning of 1980s, legal barriers of transportation industry
have diminished and caused decrease in costs which result in a decisive competition
between rival companies. In this way, we see a declining trend since 1980s-2003.
But economical growth in 2003 locked in to rising demand for transportation indus-
tries then cumulating in inventory stocks and high interest rates causing a rising
trend since 2003.

So we can conclude that the economy is still growing and freight shipments are
forecast to increase at double digit levels. We are hampered by inadequate and
aging infrastructure and in need of strong national leadership to focus on solving
the tough capacity problems facing out transportation network. Embracing secu-
rity as a core business function will enable firms to gain measurable bottom line
benefits while mitigating the need for a plethora of invasive government practices
(Cooke 2006).
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4.7 State of Logisticsin South Africa

After becoming familiar with CASS methodology which is used to calculate the US
logistics costs, now it's time we studied methods of determining the costs in under
developed countries.

We chose South Africa for this purpose, because we have two formal reports on
state of logistics survey for South Africaat hand for years of 2004 and 2005.

4.7.1 South Africa’s Methodology

The multiple perspectives considered by the state of logistics survey include estab-
lished areas of research, such as cost-modeling, transport economics and supply-
chain analysis, as well as emerging research areas, such as the role of logisticsin
economic development. The research methodology reflects this holistic approach
and the relative maturity of these research areas. A more formal and quantitative
approach is adopted for the development of the cost of logistics, while a more
qualitative and exploratory approach is applied to the small business and economic
devel opment perspective.

For the purposes of model development, logistics is considered to be that part of
the supply-chain process that deals with the transportation, warehousing, inventory
carrying, administration and management of physical products between the primary
point of production and the point of delivery to the final consumer (or last customer
in the supply chain whenever products are not delivered to consumers). Per defini-
tion this excludes the cost of passenger transport and the cost of transport, storage,
packaging, handling, etc. of mail and luggage, as well as the storage and movement
tasks that occur during the production process (The second annual state of logistics
survey for South Africa 2005).

4.7.2 Conclusion of State of Logistics Survey in South Africa

Based on annual reports on state of logistics survey for South Africa, 2005, in the
first State of Logistics Survey in 2004, the need for measurement and revitalization
of basicinfrastructurein South Africa'sdual economy was accentuated. The process
of addressing these needs has started with the release of the National Freight Logis-
tics Strategy, which delineates a comprehensive development framework, as well as
Spoor net’s growth plans for recapitalization.

The global context — the case for developmental logistics. Currently, the world’s
focus on logistics issues is divided with the first world caught in a three-way
paradox, i.e. to:

— Continue the efficient development of their economies and therefore logistics
systems

— Contribute to sustainable development globally and stimulate global growth,
poverty alleviation and open access, which require a different approach to global
logistics
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— Provide homeland security against perceived terror threats, which will tax logis-
tics systems even more and bring new and unexpected inefficiencies into the
system

These paradoxical themes are all related to developmental logistics. The global vil-
lage made competition difficult for the third world, but at the same time, enabled it
to catch up with the first world in new and important ways.

These issues point towards a need for structural change to existing logistics sys-
temsthat will improve efficiencies, while al so enabling international access between
the developed and devel oping world and between first and second economieslocally
(The second annual state of logistics survey for South Africa 2005).

A macro-economic perspective. South Africa’'s 2004 production and imports
increased by 7.4% on the 2003 volumes. While transport costs increased by 11%,
the overall logistics cost remained flat at 15.2% of the GDP. In absolute terms, the
biggest cost driver istransportation, rising by about R138 billionin the freight sector.
The gap between road and rail corridor freight transport has widened even further
during the past year, compounding the structural inefficiency in the economy. The
good news is that the declines experienced by rail between 1997 and 2003 have
been halted, with rail maintaining similar tonnage levels over the past 2 years. How-
ever, the challenge facing the economy remains: while rail focuses on reversing
historic trends, growth in tonnage available for transport is still captured by road.
The structural changes required and indicated for developmental logistics are still
South Africa’s biggest challenge. Efficient long-haul corridors are required, Along-
side afocus on greater access for the second economy through focused investments
(The second annual state of logistics survey for South Africa 2005).

Industry innovation. The surveysin South Africa reflect the supply-chain chal-
lenges and innovations of the chemicals, processed foods and logistics service
provider industries. The nature of supply-chaininnovation reflectsthe varying levels
of supply-chain maturity across the industries, as well as the fundamental chal-
lenges experienced by these industries. The high level of supply-chain maturity of
the bulk chemical industry is reflected in the move to cross-industry collaboration
to improve the utilization of the national logistics infrastructure. In the highly com-
petitive cost-sensitive industries, such as processed foods, firm-level innovation to
reduce costs dominates, sometimes at the expense of channel-level innovation (The
second annual state of logistics survey for South Africa 2005).

Government service delivery. The supply challenges faced by government in
delivering servicestoitscitizensareillustrated in an overview of the National Health
Care System, where the need for inventory management is identified as the key
challenge (The second annual state of logistics survey for South Africa 2005).

The need for expanding small business support initiatives to include al the
aspectsinvolved in establishing channelsto market and in devel oping supply chains
is obvious. A comprehensive range of SMME® networking and logistics interven-
tionsisrequired on alarge scale. Innovative solutionsto the integration of small and
large businesses in a supply-chain context are emerging (The second annual state of
logistics survey for South Africa 2005).

8 South Africa currency is Rand. 1 South Africarand = 0.140313 US dollars.
9 Small, medium and micro enterprises.
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4.8 Conclusion

As noted before, global trends show that all the countries all over the world, espe-
cialy developed countries are going forward to implement and also improve their
methodologies calculating logistics costs. Results of these calculations show that
logistics costs comprise proportion of GDP (Table 4.7). So efficiency and effective-
ness of logistics activities could be an important competitive advantage and also a
strong infrastructure for economical growth.

In other words, logistics costs measurement is a proper indicator for the past and
future states of logistics. One should never forget that measuring logistics costs is
not agoal but it isaproper indicator for monitoring and eval uating national logistics.

Another remarkable point is that current methodologies are needed to improve
more, calculating more precisely in today’s complicated and competitive world.
So countries should invest more on this issue according to different countries
experiments.

Finally, we could summarize our suggestions in some research priorities.

Theimprovementsmadein the performance of the national |ogistics system needs
to berooted in multiple-perspectivesresearch, ranging from a macro-economicview
to the reduction of thelogistics divides between the first and second economies. This
requiresaresearch agendato be devel oped to continuously provide quality informa-
tion that can be integrated to support both strategic and operational decision-making
with respect to these varying perspectives. To this end, it is proposed that research
is focused on the following areas (The second annual state of logistics survey for
South Africa 2005):

— Structural inefficienciesin the logistics system
— Logistics modeling with both a macro-economic and industry focus
— Strategies for improved supply-chain efficiency

Table 4.7 Logistics costs as a percentage of GDP (Transport & Logistics in the Internet Age:
International Summit 2001 cited by Amos 2007)

Country GDPin US$ million Logisticsin US$ million % of GDP
Mexico 334,729 49,753 14.9
Ireland 67,392 9,611 14.2
Singapore 94,063 13,074 13.9
Hong Kong 153,068 20,992 137
Germany 2,352,472 306,264 13.0
Taiwan 273,440 35,686 13.0
Denmark 174,237 22,440 12.8
Portugal 101,182 12,871 12.7
Canada 585,105 70,191 12.0
Japan 4,599,706 522,982 11.3
Netherlands 392,550 44,495 11.3
Italy 1,214,272 137,027 11.2
UK 1,151,348 122,344 10.6

us 7,576,100 795,265 10.5
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— Strategies for reducing the logistics divide
— Logistics for improved government service delivery.
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Chapter 5
Spatial Analysisand Land-Use Planning

Elnaz Miandoabchi and Nasrin Asgari

In today’s global economy, logistics and supply chain management has become the
back-bonethat supports national economic growth. Logisticsis definitely becoming
akey issue of the economic development.

One of the key parts of the development planning for the economic sectors is
planning for the geographical and spatial development of the economic activities
which is crucia in achieving balanced and sustainable development. Spatial plan-
ning contains methods which the public sector employees to control and direct
the future distribution of the activities in the space. Public sector as the leader of
the direction of the whole development of the economic sectors has the respon-
sibility of planning and regulation for the spatial development of the logistics
sector, considering the socio-economic and environmental consequences of the
plans.

In this chapter, we will discuss spatial planning and analysis for the logistics
industry. After abrief definition of the concept, we examine the geographic concepts
of logistics. Then, we proceed to describe the role of public sector in planning for
the logistics sector, especially from spatial planning aspect, and then we proceed
to present some real world examples of spatial planning and spatial analysis for
logistics activities.

5.1 Spatial Planning and Development

There are numerous definitions of spatial planning. One of the earliest definitions
comes from the European Regional/Spatial Planning Charter (often called the “ Tor-
remolinos Charter”), adopted in 1983 by the European Conference of Ministers
responsible for regional planning: “Regional/spatial planning gives geographical
expression to the economic, social, cultural and ecological policies of society. It
is, at the same time, a scientific discipline, an administrative technique and a policy
developed as an interdisciplinary and comprehensive approach directed towards a

R. Zanjirani Farahani et ., Supply Chain and Logistics in National, International 85
and Governmental Environment. Contributions to Management Science.
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balanced regional development and the physical organization of space according to
an overall strategy.”

“Spatia planning supports the guidelines and regulations for spatial or regional
development by which the distribution and quality of physical features and human
activities across the territory is maintained or atered. Thereis increasing attention
to the use of space and territory and its contribution to environmental sustainability,
economic competitiveness and social cohesion.” (Nadin 2003).

According to the compendium of European spatial planning systems, “spatial
planning refers to the methods used largely by the public sector to influence the
future distribution of activities in space. It is undertaken with the aims of creating
amore rational territorial organization of land uses and the linkages between them,
to balance demands for development with the need to protect the environment, and
to achieve social and economic objectives. Spatial planning embraces measures to
co-ordinatethe spatial impacts of other sector policies, to achieveamore even distri-
bution of economic development between regions than would otherwise be created
by market forces, and to regulate the conversion of land and property uses’ (see
http://www.espon.org.uk).

Spatia planning includes urban, regional, national or transnational spatial plan-
ning. The concept of spatial planning is not native to English-speaking countries.
It originates from terms such as “aménagement du territoire” from France and
“Raumplanung” from Germany.

One of the closely related issues of the development to the concept of spatial
planning is sustainabl e devel opment. Sustainable devel opment is a socio-ecol ogical
process characterized by the fulfillment of human needs while maintaining the qual-
ity of the natural environment indefinitely. The linkage between environment and
development was globally recognized in 1980, when the International Union for the
Conservation of Nature published the World Conservation Strategy and used the
term “ sustainable development.”

The concept came into usage after the Brundtland Commission (formally the
World Commission on Environment) published a report in 1987. The commission
was set up by the United Nations General Assembly. The definition proposed by the
Brundtland Commission became the most referred definition of sustainable devel-
opment: a development that “meets the needs of the present generation without
compromising the ability of future generationsto meet their own needs.”

Many times, and with some force, the connection between spatial planning and
sustainable development, has been created. Many institutions including the World
Commission on Environment and Devel opment and the European Union have called
for more effective use of spatial planning for more sustainable devel opment.

Spatial planning addresses sustainability to the extent that is adopts and imple-
ments core sustainability principles. These include (Nadin 2003):

— Environmental limits — apply the precautionary principle so as not to exceed
carrying capacities
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— Demand management rather than planning to simply meet demands
Environmental efficiency — reducing our use of natural resources

Welfare efficiency — obtaining the most human benefit from economic activity
Equity — social cohesion and an equitable distribution of wealth.

Having presented a brief description of spatial planning and its related issues,
we will discuss about the geographic and spatial aspects of logisticsindustry.

5.2 Logistics, Space and Geography

When speaking about the spatial aspects of logistics activities, we are concerned
with the geographical and locational characteristics of the logistics industry and the
consequences of those locations. This issue can be covered by a more general topic
of science called “economic geography”.

Economic geography is a multidisciplinary subject in which the locational,
organizational and behavioral principles and processes associated with the spatial
allocation of scarce resources such as human, man-made and natural resources, and
the spatial patterns, direct and indirect, environmental, economic, and social con-
sequences resulting from such allocations, are studied. Or economic geographers,
simply, study the principles governing the spatial allocation of resources and the
resulting consequences.

Based on the above definitions, major perspectives and explanationsin economic
geography can be summarized as follows (see http://faculty.washington.edu):

e Location and spatia distribution of economic activities, including questions of
“place’, “locality”, “site and situation” and land use;

— Typical dependent variables:

« Location (retail, industrial, residential etc.)

« Reélativelocation and spatial access

« Density

« Degree of concentration (clustering) or dispersion

« Size (of cities or facilities)

« Interna structures (e.g. product mix, organizational setup, etc.)

« Placeattributes; locality characteristics

— Important independent explanatory variables:

« Classical, primary and geographicforces, including frictions of space (eco-
nomic distance: communication and transport costs, incl. cost of time).
Dependence on land (land-intensiveness of residential, agricultural,

recreational, industrial and service activities), and internal and external
economies of scale & scope.
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Others: post-classical, derived, secondary and institutional forces, includ-
ing uncertainty (instability and complexity), power relations, technology,
Entrepreneurship, organization, distribution of man-made and human
resources (including “investment inertia” and “Infrastructure”), cultural,
“personal”, and “subjective’ factors such as values, “conventions’, habits,
beliefs, biases and preferences, etc.

Spatial interaction and economic dependence and interdependence such as com-
munications, transpiration, and migration:

— Typical dependent variables:

Flows (of messages, goods and people)

Distances and direction

Routing in networks

Origins and destinations

Regional and interregiona inter-industry transactions (input—output
analysis)

— Important independent explanatory variables:

Factorsrelated to “transferability”

Factors related to “complementarity”; sufficient similarities and required
differentiation including absolute and “comparative (relative) advantage”.
Relative accessibility and lack of intervening opportunities

Economic change in a spatial context (regional growth or decline, technologi-
cal innovation, processes of structural change (i.e. long-run compositional and
interdependence changesin the economy) regional economic development, etc.):

— Typical dependent variables:

Change in spatial structures: such as change in spatial distribution, e.g.
population densities, change in spatial interaction pattern, e.g. migration
patterns

Regional economic development: e.g. Changes in income, employment,
human welfare, quality of life

— Important independent explanatory variables:

Factorsrelated to locational (dis-) advantages and locational change
Spatial interaction stimuli

Economic devel opment conditionsand events: e.g. natural resource endow-
ment, human resources (skills, education), employment structure, organi-
zational, institutional and political factors, access to capital, technology
and entrepreneurship, Trade, migration

Studiesin economic geography and related subjects have reveal ed theimportant role
of logistics functions in the economy. Novel production concepts such as flexible
manufacturing, just-in-time production, increased outsourcing, and off-shoring, rely
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on efficient logistical activities. The application of the economic geography in ana-
lyzing logistics, have been investigated in a number of studies. But it has not been
gained adequate consideration in this area of research (Aoyamaet al. 2006).

In economic geography, transport has been viewed as an area related to other
areas of research, such as urban and/or transport geography. However, the orga-
nizational dynamics of the logistics industry has not been among the interests of
those areas. For example, mobility and accessibility are studied in urban geog-
raphy, and transport geographers are interested in the flow of commodities and
people or the operations of facilities. Transport geography, as a discipline, emerged
from economic geography in the second half of the twentieth century. Traditionally,
transportation has been an important factor behind the economic representations of
the geographic space, namely in terms of the location of economic activities and the
costs of distance. It triesto link spatial constraints and attributes with the origin, the
destination, the extent, the nature and the purpose of movements.

Transport geography became a distinct field of study as the consequence of con-
tradictions between economic geographers and transport geographers. Economic
geographersassumed that industrial location decisions are unrelated to the transport
costs, while transport geographer did not. Solving transportation, routing, and dis-
tribution problems and the analysis of flows of goods and services between regions,
has been investigated by the operations research and regional science researchers.
But the theoretical implications of logistics functions have traditionally excluded
from the scope of their research. The importance of the logistics is beginning to be
accepted by some economic geographers (Aoyama et a. 2006).

In the following section we will discuss some of the most important geograph-
ical dimensions of the logistics in the logistics industry, presented by Hesse and
Rodrigue (2004).

5.3 Core Geographical Dimensions of L ogistics

This section is based on Hesse and Rodrigue (2004).

As it isinvestigated in by transport geography, the structural change in distri-
bution and logistics can be viewed from various geographical dimensions. These
dimensions are presented in terms of flows (i.e. information, freight, transportation,
and vehicles), nodes and networks within the supply chain. An increasing interest
in hubs, flows and networks in the broader sense has been noted recently. Logis-
tics and physical distribution provide mobility for people, goods, and information,
which interact with space and also with time (Fig. 5.1).

The concept of space/time convergence is already known in transport geogra-
phy, where time is considered as the amount of space that can be traded with
a specific amount of time, including travel and transshipment. This concept has
been expanded by logistics to contain activities that were not previously considered
fully in space/time relationships. They imply an organization and synchronization of
flows through nodes and network strategies. The expansion of a distribution system
involves a trade-off between marginal improvements of spatial coverage (AS) and
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Fig. 5.1 Geographical dimensions of logistics (Hesse and Rodrigue 2004)

the related marginal time change (AT). Supply chain management enables a more
efficient space/time convergence since the marginal differences are larger for space
(AS) than for time (AT 1). In this paradigm, also includes the notion of time as
a management constraint of transportation, in the space/time convergence. Time
is a component of flows, synchronized at nodes and the expression of a network
structure, while it is a factor of distance/friction/impedance. Thus, the expansion
and improvement of a distribution system from DS1 to DS3 could either imply an
extended spatial coverage with the same amount of time or same spatial coverage
with a reduction of time, or a combination of both. The distribution system is not
only supports the constant flow of commodities, but ensures that they are available
and accessible synchronized-timely.

5.3.1 Flows

This section is based on Hesse and Rodrigue (2004).

The amount of freight transport isrising as the result of the growth of geograph-
ical areas of interaction and the temporal flexibilization of freight. Traditionally the
flow of goods started by processing of raw materialsto manufacturers, and it contin-
ued viawholesaler and/or shipper to retailer, ending at the end user. The occurrence
of delays was very common in this chain, causing accumulated inventories, and
there was a limited flow of information from the consumer to the supply chain.
An important physical outcome of supply chain management is the concentration
of storage in one facility, instead of several. This facility is increasingly becom-
ing aflow and throughput oriented distribution centre (DC), instead of awarehouse
holding cost intensive large inventories.

Now, the freight flows has lower volumes, higher frequency, and occur in longer
distances. These flows have been associated with modal adaptation. The degree of
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change can be attributed by the growth of geographical areas of interaction, and the
temporal flexibilization of freight flows, both resulting in arising amount of freight
transport. The DC, thus, becomes on of the main components of such a distribution
system.

5.3.2 Nodes and Location

This section is based on Hesse and Rodrigue (2004).

The concentration of logistics functionsin certain facilities at strategic locations
is very common. Terminals provide major improvementsin freight flows. Facilities
are becoming larger and the particular connection of regional and long-distancerela-
tions characterize their location. Traditionally, freight distribution has been located
at major places of production. But today, mostly large-scale goodsflows are directed
through major gateways and hubs, mainly large ports and major airports, and at
highway intersections with access to a market. The changing geography of manu-
facturing and production has been concurrent by a changing geography of freight
distribution.

The economics of scale which exist in utilizing nationally designed networks
causes the distribution to be increasingly planned and operated on their basis.
Favorite locations are either those gateways or transportation corridors with access
both to traditional gateways of trade and to large consumer markets. Distribution
companies expand the infrastructure and rationalize flows in order to meet the
demand for timely and accurate delivery. As a result of increasing competition
between distribution locations, all major freight hubs such as large ports, freight
airports, inland hubs are currently expanding their infrastructure. The strategy of
concentrating freight at hub locations is becoming restricted, due to density, land
constraints, and traffic congestion in main roads and routes. Such limits to expan-
sion and the scarce neighborhood connections of major hubs are becoming the most
important barrier for the development of major hub locations.

“Inland Hubs” are becoming more and more important, where primarily road and
air freight is consolidated as a consequence. These new DC areas are mainly asso-
ciated with the interstate network and air cargo facilities. Warehousing, trucking,
freight forwarding and air cargo activities are major indicators and drivers of this
new distribution economy.

The current location of DCs is an outcome of high pressure on supply chains,
caused by accelerated information transfers, changing consumer preferences and
rising competition. As many parts of the supply chain are now globally integrated,
DCs tend to provide the connections between global sourcing and regional distri-
bution. Innovations such as containerization and particularly IT developments have
integrated all components of the supply chain. As aresult, container shipping lines,
freight forwarders, warehousing firms, terminal operators, and other major players
in the distribution business are trying to control as many parts of the logistics chain
as possible. These firms are challenged by vertical and horizontal integrations, by
mergers, takeovers and strategic alliances. Competitiveness for such firms means
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increasing the throughput and providing the demanded services at low rates. So the
activity space of main portsisincreasingly becoming relocated to low cost locations
reaching and connecting more distant places of their neighborhoods.

Concerning the issue of location, decision makers must carefully evaluate the
advantages and disadvantages of different candidate locations. Suburban sites offer
larger and lower cost land resources, unrestricted transport access, arobust environ-
ment for round-the-clock operations, and the locational advantage of intersections,
connecting local and long-distance flows, compared to the urban areas. Trade-offs
between inventory and transport costs is also highly supportive for suburban loca-
tions, since freight transport and land use are closely related to each other. DC loca-
tions are chosen by companies as faraway as possible from expensive lands, taking
into account the best balance between land price and distance. Proximity to the mar-
ketsisimportant because of logistical and cost reasons. Most of recently constructed
DCs and warehouses are located in urban regions, at the periphery or at the outer
regions. Further, the function of nodes has become more complex with several DCs
performing light manufacturing tasks such as assembly and especially packaging.

5.3.3 Networks

This section is based on Hesse and Rodrigue (2004).

The spatial structure of the distribution is affected by the spatial structure of the
transportation networks. Network building leads to a shift towardslarger DCs, often
serving significant transnational catchments. However, national or regional DCs,
with some goodsstill require athree-tier distribution system, with regional, national
and international DCs. The structure of networks has also adapted to satisfy the
requirements of an integrated freight transport demand, which can take many forms
and operate at different scales. Freight network structures can be classified into
five categories: point-to-point, corridor, hub-and-spoke, fixed routing and flexible
routing.

When specialized and specific one-time orders have to be satisfied, point-to-point
distribution is unavoidable. They often create less-than-full-load as well as empty
return problems. Such structures imply minimum logistical requirements and less
efficiency. Corridor structures of distribution often link high density areas with ser-
vices such as the land bridge where container trains link seaboards. Traffic along
the corridor can be loaded or unloaded at local or regional DCs. The Hub-and-
spoke networks are mainly based on air freight distribution and efficient DCs. In
such networks, the hub must have the capacity to handle large amounts of time-
sensitive shipments. The logistical requirements of a hub-and-spoke structure are
consequently extensive, asaresult of theimportance of efficiency at the hub’stermi-
nal. In routing networks often circular configurations are used in order to transship
from one route to the other at some hubs. Pendulum networks with many container
shipping services are instances of relatively fixed routing distribution networks.
Achieving flexible routing requires a high level of logistical integration as routes
and hubs are shifting depending on the anticipated variations of theintegrated freight
transport demand.
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5.4 Role of Public Sector

In today’s global economy, logistics and supply chain management has become the
back-bonethat supports national economic growth, and logisticsis definitely emerg-
ing as a key theme of the economic development. Needless to say, the efficiency
of the logistics services can contribute to the competitiveness of firms in global
markets.

“Freight logisticsis vital to the economy because of its enabling effect. It extends
the market reach by giving manufacturers access to a wider range of raw materials
and supplies from different sources. It also provides consumers with access to a
wider range of domestic and international goods and services, while reducing waste
in production, consumption and capital expenditure” (Industry Steering Committee
of the Freight Transport Logistics Industry Action Agenda 2002).

Although the private sector (i.e. logistics companies and logistics actors) may
plan and establish their own facilities to support the logistical needs, this undirected
attempts may be very diverse with conflicting interests, which may not lead to a bet-
ter level of logistics services and lower costs at the national scale. Besides, private
sector doesn’t have the authority in providing some of the very important require-
ments of the logistic services, such as infrastructures for various transportation
modes and large regional logistical centres.

Because of the national importance of logistics sector to trade and devel opment,
public sector is responsible for planning and supporting logistics industry and its
related infrastructures.

Public sector’s role includes (Amos 2007):

— Determining the logistics policy principles including public policy objectives,
roles of public and private sectors, role of markets and of regulation, roles of
central and local governments, and principles of industry access or licensing.

— Auditing of current performanceof logistic current performanceincluding bench-
marking of service performance, benchmarking of cost performance, benchmark-
ing government functions, research into customer perceptions, and problems and
bottlenecks.

— Planning for related legal and regulatory changes such as new legalization or leg-
isations if necessary, amendments to existing legislation or regulations, changes
to administrative structures to implement logistics strategy.

— Planning for participation process of private suppliers of customers and logistics
services, private suppliers of logistics services, public infrastructure suppliers,
governmental service suppliers, local government authorities, and key policy
departments (trade, transport, etc.).

— Planning for public infrastructure framework such as finance and management,
access rights to public infrastructure, pricing and cost recovery policies, pub-
lic infrastructure investment priorities, and land-use planning (e.g. for transport
corridorsor logistics centres).

— Determining the monitoring and review mechanism for the industry includ-
ing measurable objectives, timetables and milestones, clear responsibility and
accountability, public transparency and reporting, and periodic updating.
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Land-use planning and planning for spatial development of logistic activities basi-
cally include the determination of the geographical location and land-use allocation
of logistical facilities and other related transportation infrastructures. Interven-
ing and directing the spatial development of logistics activities, considering the
socio-economic and environmental development consequences of their establish-
ment and operation enable the public sectors to provide balanced and sustainable
economic growth.

In section, we will present some of the real world examples of related practices
to spatial planning and analysis for logistics industry.

5.5 Spatial Planning for Logistics

In this section, we will present anumber of real world practicesin thefield of spatial
analysis and planning for logistics industry. The subjects of the presented cases are
somewhat diverse. The first two cases are related to the spatial planning of logis-
tics terminals, one at the European transnational level and the other at the regional
Japanese level. Both cases present mathematical decision making approaches to
recommend desired solutions. The third case discusses the organizational and insti-
tutional aspects of the processes, rather than mathematical approaches. The purpose
behind presenting such diverse exampleswas to provide someinsight for the spatial
development planning of logistics industry.

It should be mentioned that, from the public sectors point of view geographical
and locational planning is different form what exists for private firms. For a sin-
gle firm or even a group of cooperating firms, geographical decisions are based on
organizational objective which can increase the profit or lower the related costs.
Decision making for the public sector involves a wide spectrum of objectives, rang-
ing from national income and expenditures to qualitative objectives such as equity,
social welfare, etc. such a process requires complex assessments for the environ-
mental and socio-economical consequences of the considered planning scenarios
for the specific region and for the higher scales of the geography.

5.5.1 Spatial Planning for Logistics Terminals

This section isbased on Nathanail and Gogas (2005), Ockwell (2001) and Nathanail
(2007).

This case presents a transnational European project (IMONODE) which was
initiated to support transnational co-operation to enhance balanced and sustain-
able development of the European territory. The focus of the project was directed
towards chains along the transportation network of the Central European, Adriatic,
Danubian, South Eastern European Space (CADSES) area and especially along the
main routes (corridors) that cross the area of interest in order to shift cargo from
road to rail or sea transport and to improve the accessibility and the connectivity
of the regionstowards an integrated, intermodal and interoperable freight transport
network (Nathanail and Gogas 2005).
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Project consisted of anumber of work packages, one of which referred to spatial
planning and development of intermodal nodal points in the area of CADSES. In
particular, through a questionnaire survey the intermodal freight transport nodes to
be included in the infrastructural network to be accomplished. Also, a survey on
business, operation and administration issues concerning freight centres throughout
Europeis elaborated in order to examine the function of the freight centres from an
overall scope.

Nathanail (2007) studied and presented an analytical qualitative procedurewhich
had been devel oped and implemented for assessment of the intermodal freight trans-
port and logistics terminals (TLTs) in Europe. The research was carried out in a
framework of the project, its main objective being the identification of TLTs, and
their presentation using a set of common criteriawhich is used for their evaluation.

TLTs are considered those key nodes along a freight transport corridor which
service the transshipment of cargo from one mode to the other and support at least
two transportation modes. Activities that occur at TLTs are related to cargo con-
solidation (into unitized cargo, such as containers) or deconsolidation, and others
facilitating the supply chain realization (Ockwell 2001).

The main objective of the TLTs is to support the intermodal transportation
of cargo and at the same time to achieve minimization of total transportation
cost, elimination of traffic congestion on the roadway network, and reduction of
environmental pollution and deterioration.

TLTs are categorized into four major categories. Table 5.1 indicates these cate-
goriesand their attributes.

First, a set of objectives, sub-objectives and criteria are needed to be fulfilled in
order for a freight transport node to be considered as TLT and to be included in the
analysis. The objectives were:

— Improvement of the competitiveness. Competitiveness of industry and transport
sector

Table5.1 TLTs categories and attributes (Nathanail 2007)

Category
Attribute City terminal  Freight village Industrial and Special logistics
logistics park area
Location Aturban area Atinterurban areain Atinterurban areain At international
or within regions or within regions transport node
Transportation  Road—oad, Road-rail Road—road, All modes
modes road—rail road-rail
Transportation  Accessto Direct connections  Direct connections ~ Direct connections
networks urban area to national to national to international
networks networks networks
Stekeholders ~ Forwarder, Operating company, Industrial Larger companies,
retailer small companies, companies, transport
transport transport companies

companies companies
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— Development. National and regional increase of attractivenessof region for instal-
lation of business socioeconomic devel opment

— Contribution to transport policy. Improvement of competitiveness of intermodal
transport, modernization of freight transport sector, exploitation of existing
infrastructure

— Cohesion. Economic and territorial cohesion

— Improvement of quality of life. Reduction of environmental pollution dueto traffic,
improvement of life at urban areas, reduction of logistics costs

A set of multicriteria evaluation process was accomplished through a common
methodology, applied to the selected freight nodes. In particular, several quanti-
tative and qualitative indicators describing the attributes of the TLTs were used, in
order to evaluate and prioritize them:

— Geostrategic (location of TLTsand connectionsto all transportation networks)
— Appropriateness of land
— Planning security

“Geostrategic” concerns the location of the TLT and the types and quality of its
connectionsto several transportation networks. From the locational aspect, the dis-
tance of each terminal from major industrial zones, important ports or hub-airports,
transport and transshipment companies and form urban, commercial or agricultural
centres should be defined. Also, the flows (long haulage and/or distribution — tons
per year generated in the catchment area of the selected TLT) and the international
flows passing through the site per year, are to be identified in other fields. Finally,
the type of connection (good, very good — direct or indirect — to be realized within
the next 10 years or not) to the national and international motorway and railway
networks, as well as to maritime terminals and/or hub-airports are considered.

“Appropriateness of land” isthe present and the anticipated saturation ratio —i.e.
the fraction or the percentage of the present and the anticipated flows serviced by
the TLT/its capacity. Also, the size and the expandability of the terminal are exam-
ined, which is the percentage of the anticipated demand that may be accommodated
by the site (this constitutes an indicator of the market share) and the percentage of
the ability to expand the available size in the near future. Furthermore, the topogra-
phy (flat or mountains — major infrastructure development is required) of the wider
areas where the freight stations are located is examined. Finally, the avail ability and
sufficiency of the superstructure, the utility networks and the equipment is consid-
ered, in combination with the provision of some special secondary activities by the
operators of each TLT to its users and customers.

Several environmental issues are taken into account in detail. The existence of an
environmentally protected areain the vicinity of the selected site or in the wider area
is examined, in combination with the visual impact that is entailed by the develop-
ment of the TLT, as per the harmonization of the TLT’s activities with the regional
landscape identity.

“Planning security” is concerned with the available land and land use planning
issues are stressed. Not only is the property status and availability of each terminal
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(public, private, PPP,, one or more owners or in expropriation) analyzed, also, as
per the planning, it is declared whether the TLT’sfuture plans (e.g. for further devel -
opment) are approved for implementation and are in accordance with the national
and regional planning (e.g. whether the land is established or not).

Based on the above criteria, a performance matrix was produced for each TLT
concerning each one of the main criteria and the overall performance. The qualified
TLTsthen are evaluated and prioritized based on cal culated performances.

5.5.2 Spatial Planning for Public Logistics Terminals

This section is based on Taniguchi et al. (1999).

This caseis about planning for the optimal size and location planning of the pub-
lic logistics terminals (Taniguchi et al. 1999). The study focuses on optimization
in designing public logistics terminals, explicitly taking into account environmen-
tal impacts of the solution alternatives (traffic conditions on the road network). A
mathematical model was developed using queuing theory and nonlinear program-
ming. The model dealswith the minimization of the transportation and facility costs
at terminals. In order to determine truck and passenger car traffic on the road net-
work of any location pattern of candidate sites of public logistics terminals, the user
equilibrium assignment procedureis applied within the model. Figure 5.2 indicates
the structures of the bilevel mathematical model.

The developed model is solved by the genetic algorithm metaheuristic solution
procedure. It is assumed that the movement of goods is divided into two parts:
line-haul, which is long-distance transportation by large trucks on expressways, and

upper level problem

determination of optimal locations
of terminals

ﬁ minimizing total cost
AN

determination of optimal size of
terminals
Location pattern Number of trucks for Traffic condition
of terminals each terminal of each link

1 T

lower level problem

Behaviors of terminal and route choice

Fig. 5.2 Structure of the bilevel mathematical model (Taniguchi et al. 1999)
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local pickup/delivery, which istransportation over short distances by small truckson
urban roads. L ogistics terminal s are the connection points between the line-haul and
pickup/delivery of goods where transshipments are usually performed. Goods may
be stored at terminals, but no inventory is considered. The origin and destination
points of freight are set for line-haul and pickup/delivery trucks within the road
network. These points are referred to as centroids. The model has four features:

— Determining the optimal location of logistics terminals from candidate nodes,

— Taking into account trade-offs between transportation costs and facility costs
(such as construction, maintenance, land and truck operation costs in the termi-
nals);

— Assuming that the distribution and assignment of truck traffic can not be con-
trolled;

— Determining the distribution of the movement of goods for each pair of centroids
for line-haul trucks and pickup/delivery trucks,

— Assuming that each truck tries to minimize its costs by choosing a logistics
terminal from candidate nodes.

The model was applied to an actual road network in the Kyoto-Osaka area, to deter-
mine the optimal size and location of logistics terminals. The network is planned
for the year 2010, and 16 candidates for logistics terminals are specified along with
severa planned expressways. It has two centroids for line-haul trucks in East and
West Japan and 36 centroids for pickup/delivery trucks and passenger cars within
the Kyoto-Osaka area. Six nodes outside the area are included for passenger cars.
Predicted matrix of O-D traffic volume in 2010 existed for passenger and freight
traffic, and these were used in all calculations.

Because of the absence of predicted goods movements between centroids in
East/West Japan and those within the Kyoto-Osakaareain 2010, the present amount
of goodswas used in case 1, and the amount of 1.5 timeswas used in case 2. In case
3, the capacity of ordinary roads between some nodes was increased, the other con-
ditions being the same as that of case 1. The land price is high for some candidate
nodes close to large cities and thus the construction costs of logistics terminalsin
these areas are higher, but the transportation costs are lower for pickup/delivery
trucks between logistics terminals and customers. So the trade-offs can be taken
into account between terminal costs and transportation costs.

Genetic algorithms were found to be effective in obtaining an optimal solution
for the size and location of logistics terminals. The optimal location of logistics ter-
minals were generally at junctions of expressways and close to large cities, because
of the heavy congestion on many ordinary roads which generates an increase in
transportation costs.

It was found that improvements in the road network significantly affect the
location of logistics terminals, even if the improvements were not near the termi-
nals because improvements alleviate traffic congestion, which leads to decreased
transportation cost of the pickup/delivery trucks.
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5.5.3 Spatial Planning and Logistics Centres

This section is based on Leppanen (2007).

The present case is related to a project named Integrating logistics centre net-
works in the Baltic Sea Region (InLoC), which aims at improving the competitive-
nessand attractiveness of the Baltic Searegion in relation to other European regions.
Thisis achieved by transnational co-operation on spatial planning and improvement
of transport and communication links. InLoC stimulates the business sector of the
area by creating better conditions for logistics operations. Furthermore, the project
will result in innovative co-operation networks of all actors in transport chains, as
well as networks of the logistics centre (LC) related actors (Leppanen 2007).

The InLoC project creates better conditions for logistics operations in the Baltic
Sea region by enhancing networking between logistics centres and their interest
groups. The project is divided into four work packages. The objectivesinclude:

— Improving the networking and operation of ports, logistics centres and other
|ogistics operators.

— Creating conditions for the spatial integration of logistics operations, analyz-
ing spatial and environmental consequences of logistics centre development and
removing bottlenecksin port-hinterland- ogistics centre connections.

— Enhancing co-operation of logistics companies by improving the compatibility of
different 1CT-based networks.

— Educating public on logistics centres and disseminating knowledge of them and
their potential, as well aslogisticsin general.

Each objective was related to a work package. The emphasis of the second work
package was on the relationship between spatial planning and logistics, the territo-
rial and environmental impacts of logistics and the transport connections of logistics
centres and other logistic nodal points. Even though logistics centres were the pri-
mary focus, in many cases along the project, it was useful to consider logistics
centresin a broader sense as agglomeration points of logistic operationsin contrast
to seeing them as strictly defined logistic centres. The activities aimed at supporting
the idea of creating favorable conditions for spatial integration of logistics opera-
tions, and thusthe overall objectivesof the InLoC project. Having said that, in many
cases spatial integration of logistics leads to more efficient and sustainable logistics.
For example, through combining transport flows and centralizing volumes, it is pos-
sible to build transport links with higher frequenciesand better use of capacity. This
in turn results in more efficient transport and cargo handling. At the same time, it
is possible to promote efficient land use, decrease congestion and lower the level of
emissions, as well as to promote more sustainable transport modes. Four types of
studies are conducted (L eppanen 2007).
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5.5.3.1 Case Studieson Spatial Planning and L ogistics Centres

This section is based on Leppanen (2007).

The case study on spatial planning and logistics centres focused on the relation-
ship between spatial planning function and logistics operators (logistics centres in
particular) in Finland, Denmark, Poland, Latvia. Theideawasto study both the spa-
tial planning systems in each country from the logistics devel opment perspective,
and research areas that would serve as case examplesin providing information from
real life situations. The research questions were as follows: what are the needs of
logistics centres in relation to spatia planning (and vice versa) and what kind of
problems and conflicts occur in real life situations.

Spatial planning authorities see that it would be important for logistics opera-
tors to participate more actively in the planning processes. It is found that logistics
actors should be more involved in transport planning. From the point of view of
logistics actors, continuous co-operation with spatial planning authorities leads to
more effective spatial planning, land use planning and building practices. In the
early stages of planning, flow of information into both directions between the spa-
tial planners and logistics actors is required. It is important that spatial planning
prepares al alterationsthat logistics actors need in their operation beforehand.

It is required that logistics companies and actors be more familiar with the plan-
ning process in general. Also, logistics actors should be aware on how they can
influence the spatial planning process and they should be more willing to make
themselves known for spatial planners, as well as for the decision makers on a
national level. They are also looking forward to more persistent spatial planning,
in some cases in order to avoid the situation in which the plans change after a short
time of approval.

Logistics companies should be able to gather the information themselves, as
well as get professional help from the authorities in the interpretation, if needed.
L ogistics companies should also aim at making their own plans for land use more
persistent in the near future. It takes a lot of time to amend the land use plan to
correspond to the needs of logistics companies afterwards. As important is to take
into account the uncertaintiesin spatial planning.

The development of regional logistics strategies is important. But it was sug-
gested that instead of focusing on particular regions, the emphasis on devel opment
efforts should be on the operation of entire networks and competences within these
networks. For example, it is more reasonable from the added value point of view to
develop the co-operation of logistics companies within and with logistics centres,
than merely to work to allure transport flows to pass through a certain region.

It is suggested that the further development and integration of the existing logis-
tics nodal points, should be focused on the areas where the infrastructure is more
developed. On the other hand, areas with insufficient infrastructure for the demand
of transport and other logistics services require new logistics centres. Ports, in fact
appearing more or less as logistics centres, were still considered to have significant
potential in providing the logistics chains with more value adding services.
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5.5.3.2 Territorial Impact Assessment of Logistics Centres

This section is based on Leppanen (2007).

The territorial impact assessments examined the relationship between alogistic
nodal point and a defined focal area in Poland, Lithuania, Estonia and Finland. A
strategic environmental impact assessment of a logistics investment in Poland was
also produced.

The case studies showed that the type of interrel ationships between logistic nodal
points and the surrounding territories or regions can be very different. However,
the territorial impacts are common, which generally fall into the following cate-
gories: the impacts on traffic, local or regional economies, spatial planning and the
environment.

The main consequence of spatial integration of logistics operations is the con-
centration of traffic flows. This can occur in actual logistics centres, ports or other
agglomeration points of logistics operations. On the one hand, it can cause the goods
traffic to be concentrated to certain routes that can be optimized for heavy traffic
and possibly even separated from the other types of traffic. On the other hand, the
increase of heavy traffic does not have desirable effects on routes with inadequate
capacity or other inappropriate qualities. Even still, intensified volumes on links
between logistics centres support the shifting of cargos into more sustainable and
efficient modes of transportation.

The impacts of logistics on local or regional economies vary greatly depending
onthetypeof industrial production, thetype of trade of a particular regionand onthe
basi c logistics position of the region. The case studies showed that logistics can have
various positive effects on the logistics sector economy and on the other businesses
established in the target areas. Measures of improving logistics competitiveness of
aregion are justified by the increase of investment attractiveness, new businesses
and new jobs. On the other hand, Establishing or expanding logistics service areas
normally faces competition from other forms of land use such as housing, recre-
ation, nature conservation, which may result in various types of conflicts. A typical
example of thisis the situation in many ports that are situated in the neighborhood
of acity centre. The ports face with lack of space for their development, and their
locations are usually not good in terms of the requirements of heavy traffic either.
There is a high pressure to put the areas into other use, for example for housing
or offices. When logistics is integrated into spatial planning processes well enough,
the development projects of infrastructure act as an essential part of the sustainable
development.

A wide rage of environmental impacts should be considered when evaluating the
consequences of logistics centres and logistics operationsin general, ranging from
the impacts of the building of logisticsinfrastructure, to all the long term impacts of
logistics operations of a fully functioning logistics centre. The legal framework for
such an impact assessment defines the issues that have to be assessed. According
to this framework, the direct and indirect impacts on human health, soil, water and
air, community structure and other issues should be considered. For the logistics
and or infrastructure projects close to nature conservation areas, special challenges
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may arise. Planning logistics in away that minimizes the environmental impactsis
ademanding task in general.

The extreme complexity of the territorial and environmental impacts related to
logistics and infrastructure development underlines the necessity of excellent plan-
ning. It is very important to apply proper and suitable systems of planning and
impact assessments, but do not delay the development projects unnecessarily.

5.5.3.3 Hinterland Connectionsof Ports/LCs

This section is based on Leppanen (2007).

The studies on hinterland connections of logistics centres and ports were con-
ducted in Finland, Lithuania, Latvia, Poland and Denmark.

The way in which a logistics centre or other logistic nodal point is linked with
atransport network is a critical factor in its functionality. The needs for improving
this linkage become concrete in the physical transportation infrastructure, the road
and rail networks. The most critical connections are the local ones, but a non local
connection such as a missing link of a railway network, can be equally critical and
influence the long distance connections.

The result of surveys showed that a wide variety of bottlenecks and deficiencies
exist in the hinterland connections of ports and logistics centres. Specificaly, the
deficienciesin therail network included missing links, both the ones connecting the
nodal point to the network, and links further away in the network. Improvementsin
the condition of tracksare required to support the use of heavier axel loadsand trains
of higher speed. The needs for improvements in the road networks are even more
diverse. The local connections and the linkage between the logistics nodal point
and national road network are the most problematic connections. In many cases
exits and junctions were reported to be bottlenecks and obstacles in utilizing the
whole capacity of the road network, even in the regions with otherwise well devel-
oped infrastructure. It is suggested that the awareness of the importance of transport
connections and the profitability of the investments that provide accessibility and
efficient cargo flows should be increased.
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Chapter 6
Supply Networ k Design

Hoda Davar zani and Shabnam Rezapour

A well-structured supply chain is of key importance in achieving efficient oper-
ations among the suppliers, producers, distribution facilities (DCs), and retailers
that congtitute the supply chain. The changing environment (economic and polit-
ical conditions) makes industries to redesign their existing production and dis-
tribution network to meet customer service levels at lowest cost (Dullaert et al.
2007).

Man power costs, governmental regulations, taxes, and duties change rapidly in
the international environment which alters the attractiveness of locations (Tong and
Walter 1980).

The literature usually assumes that the physical network structure of the supply
chain is given, and the objective is to minimize (maximize) the system-wide cost
(profit) by the best-planned movement of goods through the chain. However, the
physical network structure of a supply chain can usually influence its performance,
and hence afirm’'s competitiveness.

The supply chain network design phaseincludes strategic decisions, such asfacil-
ity location decisions and technology selection decisions. Once the supply chain
physical configuration is determined, the focus shifts to the tactical and operational
levels decisions such as inventory management decisions and distribution decisions
within the chain. Failure to consider the related inventory and shipment costs when
deciding on the locations of facilities in the supply chain’s networks can lead to
sub-optimality of the chain’s structure. Works that have considered the integration
of location, inventory, and distribution coordination issues in supply chain net-
work design include Erlebacher and Meller (2000), Daskin et al. (2002), and Shen
et a. (2003).

Some major supply chain network design decisions include (Shen 2007):

— Which producers should we use?

— How many DCs should there be and where should they be located?
— How do we set the DC capacity at each location?

— What products should each factory produce?

R. Zanjirani Farahani et al., Supply Chain and Logistics in National, International 105
and Governmental Environment. Contributions to Management Science.
DOI 10.1007/978-3-7908-2156-7 6, (©) Springer-Verlag Berlin Heidelberg 2009



106 H. Davarzani and S. Rezapour

Given locations and capacities, supply chain decisions will then try to answer
questions such as the following:

— What quantities should we produce and store at these locations?
— How many goods and when should be moved from location to location?

In this chapter we will have ageneral overview of distribution networks and some of
their models as well; finally this chapter concludes with national and international
aspects of thisissue and some related case studies.

6.1 Classification of Network Design Problems

Dullaert et al. (2007) mentions some classification criteria for network design
problems. These criteria are briefly discussed below:

— Objective function: minimizing costs, maximizing profits or a multiple objective
function;

— Number of layers in the production-distribution system: 2, 3, or multiple layersto

model supply chain interactionsin order to better support managerial decisions;

Number of layersto belocated,;

Number of commaodities: single versus multiple commodities,

Capacity limitations on facilities: to model the limited availability of production

and distribution resources at aternative sites;

Nature of demand: deterministic or stochastic;

Number of time periods: single or multiple time periods;

— Other side-constraints;

— Capacity or technology acquisition: different facility configurations (e.g. size)
are no longer modeled in at the input stage of the problem as “ different” facilities
based on their predetermined configuration, but can be endogenously determined;

— International features: impact of price and exchangerate uncertainties, tariffsand
duties are taken into account for production-distribution decisions.

Also by investigating many different kinds of network design problems in the lit-
erature, we can mention some other classification criteria for supply chain network
design problems as follows:

— Feasible locating space for the facilities: thisfeasible space sometimes defines as
aplane and sometimes defines as a set of feasible discrete points.

— Physical flows of the network: sometimes in designing the supply chain network
only forward flows considered, sometimes only reverse flows, and both of them
can also be considered.

We summarized the characteristics of problems investigated in some of the recent
works about the supply chain competitionin Tables6.1 and 6.2.
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6.2 Network Design M odels

In this section we briefly investigate some of the simple and basic models proposed
in the literature for supply chain network design problems. For more details about
these models reader can refer to their references.

6.2.1 Basic Model

Shen (2007) designs a three-tiered supply chain system consisting of one or more
suppliers, DCs, and retailers as abasic model for supply chain network design prob-
lem. Each retailer has uncertain demand. The model wants to determine how many
DCs needsto belocated, whereto locate them, which retailersto assign to each DC,
how often to reorder at the DC and what level of safety stock to maintain, so as to
minimize total location, shipment, and inventory costs, while ensuring a specified
level of service.

They assume that location costs are incurred when DCs are established. Line-
haul transportation costs are incurred for shipments from a supplier to the DCs.
Local transportation costs are also incurred in moving the goods from the DCs to
the retailers. Inventory costs are incurred at each DC and consist of the carrying
cost for the average inventory used over a period of time and safety stock inventory
carried to protect against stock outsthat might result from uncertain retailer demand.
Inputs and parameters

I: set of retailers
J: set of candidate DC locations
ui: mean (daily) demand at retailer i, for eachi € |
82: variance of (daily) demand at retailer i, for eachi € |
fj: fixed (annual) cost of locatingaDC at j, for each j € J
dij: cost of shipping aunit from DC j to retailer i, for eachie l and j € J
o desired percentage of retailer orders satisfied (fill rate)
B: weight factor associated with the shipment cost
0: weight factor associated with the inventory cost
Z,: standard normal deviate suchthat P(z < z4) =
h: inventory holding cost per unit of product per year
F;: fixed administrative and handling cost of placing an order at DC j, for each
jeld
L: DC order lead timein days
gj: fixed shipment cost per shipment from the supplier to DC j
aj: cost per unit of ashipment from the supplier to DC j
x: a constant used to convert daily demand into annual demand (e.g., 365 if
demands occur every day of the year)

Variables

Xj =1, if retailer j is selected asaDC location, and O otherwise, for each j € J
yij = 1, if retailer i is served by a DC based at locationj, and O otherwise, for each
| elandeach j€J.
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Here, cal culating the working inventory cost and the safety stock cost isexplained.
Working inventory cost: A DC orders inventory from the supplier using a (r,Q)
policy with service level constraints. Let S; denote the set of retailers served by
J,Dj denote the total annual (expected) demand going through DC j, and n be the
number of shipments per year from the supplier. Then the average shipment sizein
one shipment from the supplier to DC j isDj/n, and the average working inventory
cost at DC j is 6hD;j/(2n). Assuming the delivery cost from the supplier to DC j
can becalculated as: gj +a;jDj/n, whereg; isthefixed cost of placing an order, then
the total annual cost of ordering inventory from the supplier to DC j isgiven by

Fin + B(gj +a;Dj/n)n+6hDj/(2n).

It is easy to show that the optimal value of n that minimizes the above function is
equal to /6hDj/(2(Fj + Baj)). The corresponding total annual working inventory
cost associated with DC j can be expressed as:

\/29hDj/(2(Fj+BqJ->>+B<’TjDJ-

Safety Stock Cost: Using Eppen’s risk-pooling result, the amount of safety stock
required to ensure that stockouts occur with a probability of o or less is:

Za \/ L ¥ o7 . The corresponding holding cost for the safety stock at DC j is:

i€sj
6hza\/L Y o2 = 6hza\/L26i2Yij.

i€sj i€l

Model:

;(Bliidij + Bajui) xYij

MaX;{ijj +

+/26N(F; +/3qj)\/2uix yij + 6hz,
|

\/Z,?fizy”} = ; { fiXj + (;ai,—yij) +K;j \/Z,l«li)’ij +q\/2|,3i2yij} , (6.1)

Subject to

ZYij:l (Vi€|), (6.2)
jed

Yij—X;j <0 (Viel) and (Vjel), (6.3
Yije{0,1} (Viel) and (Vjel), (6.4)

X;€{0,1} (Vjeld), (6.5)
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where
dij = By ui(dij +aj),

Kj = \/ZGhX(Fj + Baj),

q = 6hzg,

~2
O = L0-i2.

The first two terms of the objective function location include the fixed cost of
locating facilities, and the delivery costs from the DCs to the retailers as well as
the marginal cost of shipping a unit from a supplier to a DC. The last two terms
are related to inventory costs, which are nonlinear in the assignment variables. K;
captures the inventory effects due to the fixed ordering costs at the DC as well as
the fixed transport costs from a supplier to aDC. Finaly, q capturesthe safety stock
costs at the DCs. The value of q depends on the desired service level.

Constraint (6.2) stipulates that each retailer is assigned to exactly one DC. Con-
straint (6.3) states that retailers can only be assigned to candidate sites that are
selected as DCs. Constraints (6.4) and (6.5) are standard integrality constraints.

Shen (2000) and Shen et al. (2003) use a column generation method to mini-
mize the above objective function and Daskin et al. (2001) proposes a Lagrangian
relaxation method for this problem.

6.2.2 Model with Capacitated DCs

This section is based on Ozsen et a. (2006).

Ozsen et a. (2006) introduce a capacitated version of the basic model. They
assume that the DCs have capacity restrictions. The capacity constraints are defined
based on how the inventory is managed.

Their model eval uates the tradeoff between having more DCsto ensure sufficient
system capacity versus ordering more frequently through the definition of capacity.
If we assume the inventory is managed by a (r,Q) model with atype-| servicelevel
constraint at each DC. By defining C; asthe capacity of DC j, rj asthe reorder point
a DC j, and Qj asthe reorder quantity at DC j.

Theinventory at DC j reachesits maximum when there isn’t any demand during
the lead time. Thus, the maximal accumulation at DC j equals Qj +rj whererj =
safety stock + E [demand during lead time]. Let D be the expected annual demand
of retailers served by DC j. They write the capacity constraint for DC j as.

Qj +rj<Cj,

or

Qj +Za\/LDj/X +Lbj/, <cj. (6.6)
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By adding this constraint to basic problem model in Sect. 6.2.1, they obtain a new
model with nonlinear terms in both the objective function and the constraints. They
apply a Lagrangian relaxation solution algorithm to solve this problem.

6.2.3 Model with Service Considerations

This section is based on Shen and Daskin (2005).

Basic model in Sect. 6.2.1 capturesimportant facility location, transportation and
inventory costs. In this model some retailers may be served very well, in the sense
that they are located very close to the DCs to which they are assigned, while others
may be served poorly. The maximal covering location problem try to maximize the
number of customersthat are covered by afixed number of facilities (customer i is
covered if nodei is assigned to afacility that iswithin d. of node i, where d. isthe
coverage distance). Shen and Daskin (2005) instead of maximizing covered demand
volume, for fixed total demand, minimize the uncovered demand volume. By this
way they formulate a model that simultaneously minimizes the fixed costs of the
facilities and a weighted sum of the uncovered demand volume as follows:

MinY fix;+W Y dij yij, (6.7)
J N
subject to (6.2)—(6.5), whereW is the weight on the uncovered demand volume and
_ X Ui if dij > dc
dij =
0 if not.

This model is structurally identical to basic model. The only difference is that we
penalize all assignments of demand nodes to DCs that are more than d. away from
the DC.

Shen and Daskin (2005) propose two solving methods, one based on the weight-
ing method and the other based on genetic algorithms, to solve this multi-objective
model. The genetic algorithm performsvery well compared to the weighting method,
and it is the only feasible approach for large-sized problem instances.

6.2.4 Model with Parameter Uncertainty — Scenario Based
Approach

This section is based on Snyder et al. (2007).

Snyder et al. (2007) present a stochastic version of the basic model that explicitly
handles parameter uncertainty by allowing parameters to be described by discrete
scenarios, each with a specified probability of occurrence. The goal is to choose
DC locations, assign retailers to DCs, and set inventory levels at DCs to minimize
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the total system wide cost. To model this problem, we need to define the following
additional notation:

Set
S: set of scenarios, indexed by s.

Parameters

— Uis: mean daily demand at retailer i in scenario s, foriel,s €S

— 82: variance of daily demand at retailer i in scenarios, fori€1,s €S

— djjs: per-unit cost to ship from DC j to retailer i in scenarios, foriel,s€S, jeJ
— Qs: probability that scenario s occurs, for s € S

Decision variables

Xj =1,if jisselected asafacility location, and O otherwise, for each j € J
yijs = 1, if retailer i € | isserved by DC j € J inscenario s € S, and O otherwise

Model:

Minzg{ﬁxw (;dﬁjsyus> +K,—\/;uisyijerq\/;Ljsgyi,—s}. (6.8)
S

Subject to

Yyis=1 (viel),(vseS), (6.9)
J

Vis—X; <0 (Viel),(Vjel),(¥se9), (6.10)
yij€{0,1} (Viel),(Vjed),(¥seSs), (6.11)
xj€{0,1} (Vjel), (6.12)

where

dijs = B pis(dijs +a;),
q= 6hz,.

Snyder et a. (2007) present a Lagrangian-relaxation based solution algorithm for
the above model. They show the Lagrangian subproblem is a non-linear integer
program, but it can be solved by alow-order polynomial algorithm.

6.2.5 Theory in Application: Distribution Network for Fresh/Dry
and Frozen Food (Ambrosino and Sciomachen 2007)

Let us consider a food distribution network consisting of a depot &, a set C of n
customers that in this case are markets located on the highway, and a fleet V of m
homogeneous vehicles; and the customer demand is known.
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In particular, since any time some frozen product is unloaded from a vehicle, a
variation of the temperature may occur, it is assumed that a maximum number of
stops, U, of the vehiclesis allowed; therefore, each vehicle v € V can visit at most
U customers when supplying frozen products.

A vehiclestarting from § can visit the customersaccording to two different paths:

1. A sequentia path: a vehicle goes on the highway, visits al customers along
the same one-way direction and when the last one is visited, it leaves the high-
way, changesdirection, goesto all customerslocated along the opposite side and
finally returnsto the depot;

2. An dternate path: a vehicle enters and leaves the highway severa times for
visiting customers located at opposite sides of the highway.

We can now formally define a weighted digraph G = (N, E), representing the dis-
tribution network under consideration, where N = {0,1,...,n} is the set of nodes
(customersareindexedi=1,...,n and nodei = Orefersto depot §) andE = AUPUB
isthe arc set such that:

— A givesthe oriented connections between customers and customers and the depot
that are on the same side of the highway;

— P represents the set of oriented arcs that connect customers and the depot on the
opposite side of the highway;

— Bistheset of “bridgearcs’: for each pair of customersi, j € N that are connected
by a bridge, we have two “bridge arcs’, namely, (i, j) and (j,i).

6.2.5.1 Problem Definition and M odeling

Additional notation:

f: fixed cost of the vehicles;
z: capacity of the vehicles.
We use as decision variables:
Xijjk = 1, if vehiclek visits customer j immediately after customer i,
Xijk = 0, Otherwise, (i, j) e AUPUB,Vk €V,
uik = 1, if vehiclek suppliesfrozen productsto nodei,
uix = 0, Otherwise, Vi € N\{0},vk € V.

Moreover, since a customer can be visited more than once, Ambrosino and

Sciomachen (2007) have introduced the following variables:

q?k > 0, quantity of fresh/dry products supplied to customer i by vehiclek,

Vie N\ {0},vk eV

qifk > 0, quantity of frozen products supplied to customer i by vehiclek,

Vie N\ {0},vk e V.
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Finally, the flow variables:

fijx > O, that represents the quantity of flow shipped from node i to node j by
vehiclek, V(i, j) e AUPUB, Yk e V.

Note that, for formulation convenience, variables x;jc and fjj are used for those
pairs of customers who are connected by a bridge, i.e. customer j is served with
customer i without any routing of vehiclek.

The resulted model is given by (6.1)—6.11):

Min Y cij > xix+ Y, >, fxoik (6.13)
(i,j)ee  keVv ieN\{0}keV
Subject to:
Y Yxjik=1 vieN\{0}, (6.14)
(i,j)eE keV
Y Xijk= 2 Xjk VieN\VkeV, (6.15)
(i,j)eE (j,i)eE
fijk <xijz V(i,j) €E,Vk eV, (6.16)
Y fik— Y, fik= qifk+qidk Vi e N\{0},vk eV, (6.17)
(J.i)eE (i,j)€E
Y qf=D{ vieN\{0}, (6.18)
keVv
> gj =D/ VieN\{0}, (6.19)
kev
a5 —2uk <0 VieN\{0},vkeV, (6.20)
Y ux<U VkeV, (6.21)
iEN\{0}
Xijk + Xjik = 2Xijk V(i,]) € B,Vk €V, (6.22)

ay >0 VieN\{0},vkeV,

gl >0 VieN\{0},VkeV,

fix >0 VieN\{0},vkeV, (6.23)
Xijk € {0,1} Vie N\{0},VkeV,

uik € {0,1} Vie N\{0},Vke V.

6.3 Closed-loop Network Design

Recovery of used products is receiving much attention recently due to growing
environmental concern (Salema et al. 2007). In order to achieve an effcient imple-
mentation of such networks, there is an essential need to appropriate closed-loop
network design for the arising goods flow from users to producers. This issue will
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be discussed in chapter nine completely but in this part we investigate the design of
such logistics networks mathematically.

We review the study done by Shih (2001) who employs the mixed integer pro-
gramming method to optimize the infrastructure design and the reverse network
flow for end-of-life computers and home appliances. The proposed model attempts
to minimizethetotal cost, which consists of transportation cost, operating cost, fixed
cost for new facilities, final disposal cost and landfill cost, aswell asthe sale revenue
of reclaimed materials. Integer variables are incorporated for site selection for stor-
age and treatment facilities. The optimal physical flow of products going through
collection points, storage sites, recycling plants, and the final disposition sites are
obtained. The model includes flow conservation constraints, facility capacity con-
straints, a number limit for new facilities, and non-negative constraints. The model
can solve for the optimal reverse network flow and also determine the number and
the location of new facilities. The following discussion of this section is based on
Shih (2001).

Parameters:

subscript for collecting points
subscript for four major home appliances and computers
subscript for storage sites
subscript for disassembly:recycling plants
subscript for final disposition facilities
. subscript for materials from recycling plants
: number of existing storage sites
number of existing recycling plants
number of existing final disposition plants
hy: number limit of new storage sites
h,: number limit of new recycling plants
hs: number limit of candidate re-processing plants
Lq: weight of the material g
Xisj: quantity of product j transported from collecting point i to storage s
Yspj: quantity of product j transported from storage site s to disassembly plant p
Hipj: quantity of product j transported from collecting point i to disassembly
plant p
Zprg: quantity of material g transported from disassembly plant p to final disposi-
tion facility r
Wsj: total quantity of product j going through storage site s
Vpj: total quantity of product j going through disassembly plant p
Ts: total units of EOL products going through storage site s
Qp: total units of EOL productsgoing in the plant p
Urg: total quantity of material g sent to final disposition facility r
Ss: {0,1} variable for selection of storage site
Pp: {0,1} variablefor selection of disassembly:recycle plant
Rrg: {0,1} variablefor selection of final disposition facility Other parameters
B1: aset denoting the profitable reclaimed materials
B2: aset denoting the materialsthat incur cost

2a35Q 3T 90— =
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. unit revenue of selling material g

: unit cost of treating material g

i- unit subsidy for collecting product j at collecting points from the fund
i- unit subsidy for storing product j at storage sites from the fund

i: unit subsidy for recycling product j at disassembly:recycle plants from

the fund

i: unit transportation cost for aproduct j (per km) from collecting point to

storage site

i: unit transportation cost for a product j (per km) from storage site to

disassembly plant

. transportation cost of material g (per kg km) from disassembly plant to

final disposition

i: unit transportation cost for aproduct j (per km) from collecting point to

disassembly plant

is: distance from collecting point i to storage site s

. distance from storage site s to recycling plant p

. distance from collecting point i to recycling plant p

. distance from recycling plant p to disposition plant r

. fixed cost for setting a storage site S

. fixed cost for setting a disassembly:recycle plant

. fixed cost for setting afinal disposition facility

i: unit operation cost of collecting product j at collecting point

i: unit operation cost of storing product j at storage site

i: unit operation cost of recycling product j at disassembly:recycle plant
ij: estimated number of product j that can be collected at collection point i
ig. weight percentage of material g in product j

. lower limit for the annual capacity of the storage site s

. upper limit for the annual capacity of the storage site s

- lower limit for the annual capacity of the disassembly:recycle plant p

- upper limit for the annual capacity of the disassembly:recycle plant p

. lower limit for the annual capacity of the final disposition facility r for

material g

. upper limit for the annual capacity of the final disposition facility r for

material g

Mathematical model:

geB2 i

geBlL

222 Maj x Xisj +§%ZM31 % (Yspj + Hipj) —

i ] ]

ZEE(TQSj x Dis x Xisj) —&—%%Z(TCSPJ' x Dgp X Yspj) —
]

is ]

233 (TCIPj x Dip x Hipj) + 2 X X (TCPRg x Dpr X Zprg) — (6.24)
1 p) pri

q S v

2 fsxSs— 2 prPp— 2 erRrg—ZZCC]_J XA”—
s=n+1 p=m-+1 r=d+1 ij

22 2CCj X Xisj —%%ZCng X Yspj +Z%ZCC3J x Hipj.
] I ]

isj
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Subject to:
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ZXisj-l-ZHipj =A;; for dli,j,
B P

insj :Wsj for all S,j,

i

ZYSPJ :WSJ fOI’ a“ S, j,
p

D Yspj+ > Hipj =Vpj for alp,j,
S i

f r

Y Zpg=Uyg for dlrg,

p

Y Ug=Lg foralrg,
zr_,WstMINSxSS foral s,
j

> Wsj <MAXSx S, foralls,
i

Y Wsj=Ts foralls,

j

D Vpj > MINPx P, forall p,
j

Y Vpj <MAXPx P, foral p,
i

Y Vpj=Qp foralp,
j

Urg > MINRyg xRy foralr,g,
Urg < MAXReg x Rrg  fordlr,g,

q
Z SS S h17
s=n+1

k
> Pp<h2,
p=m+1
\')
Y Ry <hs.
r=d+1

(6.25)
(6.26)
(6.27)
(6.28)

(6.29)
(6.30)

(6.31)

(6.32)
(6.33)
(6.34)
(6.35)
(6.36)
(6.37)

(6.38)
(6.39)

(6.40)

(6.41)

(6.42)

where: non-negative decision variables and {0,1} integer variables: Ss, Pp, Ryg.
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Table 6.3 Description of model constraints

No. Description

(6.25) Flow conservation at the collection point |

(6.26), (6.27) Flow conservation at the storage site s, and record
the total amount passing through the storage site

(6.28) Mass conservation at the disassembly:recycle plant p

(6.29) The gth material that leaves the plant p

(6.30), (6.31) Materia going to the final disposition sites. The

material can go to a secondary material market,
landfill or treatment plantsif they are hazardous
(6.32), (6.33), (6.34) Capacity limitsof storage sites
(6.35), (6.36), (6.37) Capacity limitsof disassembly:recycling plants
(6.38), (6.39) Capacity constraints for the final disposition site
(6.40), (6.41), (6.42) Upper limitsfor the number of new facilities

In order to achieve better understanding of different constraints, Table 6.3
provides the description of the constraints in the model.

6.4 International Distribution Network Design

An international distribution network could be seen as a network of factories and
material sourcing on aworld wide basis. It performs its work through the process-
ing activities and their corresponding linkages with suppliers and buyers. As these
activities, nodes and linkages spread out around the world, it becomes essential to
carefully coordinate the operations.

There are some different factors that should be considered in “international
distribution network design”.

Researchers devel oping mathematical models and conducting simulation studies
need to be aware of factors affecting the international distribution network design.

6.4.1 Influential Factorsin I nternational Distribution Network
Design

In an international distribution network design, activities and sourcing decisions
should be adapted to countries conditions. So, it can lead to gainsin cost, quality,
lead times, etc.

In the remainder of this part we will demonstrate the role of country, industry
type and multi-national networks strategiesin an international distribution network
design.
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6.4.1.1 Country

We can divide thisfactor (conditions of different countries) into some more detailed
factors. Endowment factors, cultural variations, arbitrage and leverage opportuni-
ties, government incentives and regulations.

In the following, these factors will be discussed more:

— Endowment factor. Any country around the world has its own characteristics.
So, there are many differences among them.

e There are three levels of endowment factors; primary, secondary and tertiary
endowment factors (Porter 1986).

e Primary factors include access to low-cost labor or perhaps proximity to raw
materials (Kogut 1985). Companies like Toyota, in order to take advantage
of low wages, locate part of their labor intensive productions in countries
with this characteristic. Natural resources, such as access to specia kind of
stone, largelogs, etc. make you choose some specific countriesto locate your
operations.

e Secondary endowment factors include the quality of infrastructure (Porter
1986). For example, accessibility of e-communications, roads, transporta-
tion stations such as airports or railways and the quality of the mentioned
items. We can add skilled labor and scientific personnel to the list above, as
secondary endowment factors.

e Notethat the primary and secondary endowment factors may not occur simul-
taneously. For example, a country with low wages may have very poor
infrastructure.

e Tertiary endowment factors relate to the country demand and operation con-
ditions (Porter 1986). For examplelocating in a populated country like China.

— Cultural variations. Cultural variations can cause misunderstandings or faults
in the communications between the different nodes in an international distribu-
tion network (Murphyand and Dalenberg 1989). Differences in languages and
definitions add to the complexity of an international distribution network design.

— Arbitrage and leverage. In international distribution network designitis essential
to leverage and arbitrage the movement of material and location of activities.

e By having excessto capacity or anumber of suppliers spread acrosstheworld,
the exchange rate should be leveraged by sourcing from countries with weak
currencies and limiting production in countries with strength currencies.

e No harmonized tax structures between different countries have made good
opportunities to arbitrage tax regimes. For instance, in countries with a low
tax rate, items with higher value are noticed.

e Finally, it should be noticed that demand patterns vary according to buyer
behavior variations and seasonality.

— Government incentives and regulations. Governmentshave understood the advan-
tage of being a part of an international distribution network, so they provide a



6 Supply Network Design 121

series of incentives to multi-nationals. Some of the countries have set up export
processing zones which have eliminated or at least minimized most of interna-
tional distribution networks problems. An example of this could be free trade
zones in many countrieslike China, Mexico, Iran and etc.

e An important factor in this part is regulations which are different from one
country to another. Items like shop floor control, tariffs, export require-
ments, import substitution impositions, customs duties, quotas, customs pro-
cedure, standards and labor requirementsare very essential in an international
distribution network design.

6.4.1.2 Industry

Thetype of industry can influence the design of distribution networks. Factors such
as amount of raw materials and the relative scarcity, value and cost of components,
perishability of products and the characteristics of the processes employed (Prasad
and Sounderpandian 2003) are very important in an international distribution net-
work design.

6.4.1.3 Multi-National Networks Strategies

From the international point of view, we need to have responsive and flexible net-
worksto be ableto adapt ourselvesto shiftsin therelative changesin the endowment
factors (Doz 1986).

6.5 National and Governmental Distribution Networks

National and governmental distribution networks are very similar to each other.
Both of them are within the same geography borders and the government is usually
responsible for both of them.

It is noticeable that there is a dight difference between national and governmen-
tal distribution networks. The later is much more regional than the former. In other
words, when we talk about national distribution networks we emphasize geographi-
cal borders of that network. Although governmental distribution networks could be
regional networks, our stress is on the possession of them. For example, in some
countries we can see the national distribution network of flour or in one country the
government in some regions has made governmental distribution networks of fruit
and so on.
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6.5.1 Comparison Between | nternational
and National-Governmental Distribution Networks Design

In this part, we want to go back to Sect. 6.4.1 and review the influential factors
once more and see which of those factors could be mentioned in national and
governmental distribution network design.

Among country related factors; cultural variations and endowment factors are
some of the factors which can be discussed here.

In endowment factors, it is possible to have more access to low-cost labor in an
especia region of a country or to be close to raw materials. The quality of infras-
tructure like the quality of roads or accessibility to airports, etc. are considered in
this part.

We can seethefactor of cultural variationsin thisissue (national and governmen-
tal distribution network design) as well, because in each country different people
with different cultures live in different regions. So, these differences should be
noticed in national and governmental distribution network design.

Among industry factors, we should consider how much raw materials do we
need? Or whether our products are perishable or not? It is also important in design
of national and governmental distribution networks to notice the value and cost of
components and the characteristics of the processes employed.

Again, transportation is a keyword here that should be considered as an essential
factor in national and governmental distribution network design.

All in al, there are many factors influencing the design of international, national
and governmental distribution networks, that we mentioned some of the most
important here.

In the following, you will go over a related case study which clarifies the
introduced parameters.

6.6 Distribution and L ogistics Development in China
(Jiang and Prater 2002)

Today, there are three main forces that are changing and modernizing China's dis-
tribution and logistics system. These are the booming economy, entering the WTO
and e-commerce. While great changes have been made, China's distribution system
till lies somewhere between socialism and free market capitalism.

6.6.1 China’s Traditional Distribution System

In the pre-reform era, prior to the mid-1980s, china’s both production and distribu-
tion were conducted solely according to the dictates of the State Plan; the production
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and how much of the product were determined by the state; distribution channels
within Chinawere strictly controlled by the three-tier system.

China's distribution networks during this period were organized along rigid,
vertical lines. Tier-1 distributers were located in Beijing, Shanghai, Tianjin, and
Guangzhou; Tier-2 consisted of wholesalersin the provincial capitals and medium-
sized cities; and Tier-3wholesal ersoperated in smaller cities and towns (Chen 2001).
State-owned distributors shipped products for each industry from Tier-1 facilities
to province and cities, then to local retailers. With no marker forces at work, this
extended distribution center increased the prices as each layer added additional
operating margins ranging from 5 to 17%.

As China grew more interested in trading with all over the world, leaders rec-
ognized the need to liberalize this system. With the introduction of reformsin the
mid-1980s, control gradually shifted away from central government control to the
provinces and municipalities, which gained the right to establish their own trading
companies.

6.6.2 China’s Current Distribution System

One of the biggest current changes in China's business environment is the opening
of distribution rights. There can be no true market access without distribution rights.

Today, China sdistribution systemslie somewhere between arigid planned struc-
ture and a free market system. The nationwide State system still exists, but therigid
demarcations between each level, and between different parts of the system, have
broken down. Manufacturers may now bypasswholesalersand sell directly to retail-
ers. Moreover, the three traditional tiers now compete against each other as well as
against new, privately owned companies.

6.6.3 Chinese Company Per spective

Today, china’'s market has many virtual “Great Walls” Three types of “bricks’:
Unbal anced economic devel opment, the need for guanxi and regional protectionism,
has built these walls.

6.6.3.1 Unbalanced Economic Development

With a population of more than 1.3 billion, China is the largest potential market in
theworld. However, it iswrong to view China as one homogenous market. In reality
it has at least two “countries’ contained within it. Thefirst is a coastal urban mega-
lopoliswith amost 30% of population with a per capitaincomein the neighborhood
of $1,000 (the magic number above which Chinese can start buying luxuries) and a
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highly educated populace (Powell 2002). The second country is a vast Third World
interior of nearly 70% of population, where incomes can be as low as $200 a year.

With China's geographic size (almost the same as USA) and a wide range of per
capita GDP and disposable income, most Chinese distributors are small and spe-
cialized in limited types of goods. Large-scale distributors and wholesalers are few.
Suppliers have to deal with many different distributors or wholesalers to achieve
national coverage.

6.6.3.2 The Need for Guanxi

Chinese culture is distinguished from the Western culture in many ways, including
how businessis conducted. A key differenceisthat Chinese prefer to deal with peo-
ple they know and trust. On the surface, this may seem similar to Western business
procedures; however what this really means is that Western companies as well as
Chinese from different regions have to make themselves known to Chinese compa-
nies before any business can take place. This is known as guanxi, which literally
means relationships.

Guanxi can also be viewed as “friendship with implications of continued
exchange of favors’ (Pye 1992).

In China, the right guanxi or connectionswill increase the odds or business suc-
cess. While Western businesses may not see this as necessarily cost effective, it
does have advantages. By making the right connections an organization minimizes
the risks, frustrations and disappointments of doing businessin China.

If a company (or individual) has always delivered on their promises, then they
are being trustworthy and Chinese business people are open to working with them
again. However, failure to follow the rules of reciprocity and equity in a guanxi-
based relationship results in loss of face and being labeled as untrustworthy (Luo
and Chen 1966).

6.6.3.3 Regional Protectionism

Beyond the geographic size and unbalanced devel opment, the political/legal barriers
are the most powerful forces that separate China's distribution market. Govern-
ment interference on economic activitiesincreasesthe risk to private investment and
affects the extent of participation of private sector in the supplying and distribution
of goods.

Provinces and municipalities have erected tariff and non-tariff barriers to keep
out one another’s products. As soon as you move across provincial bordersin China,
there are barriers. Thus each provinceor city built its own steel mill, chemical plant,
brewery and so forth. Tight state control over distribution was aimed at maximum
employment, not efficient use of resources.

Since the 1980s, with the decline of central planning, economic authority has
devolved to local governments. In some ways decentralization has worsened
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protectionism. Most state-owned enterprises are controlled by local governments.
Local authorities are obsessed with local economic growth, employment, social
stability, and tax revenues.

6.6.4 Future Prospects of China’s Distribution/Logistics

To determine where China’s distribution industry is going, one must understand the
forces that are causing the change. There are three main forces that are changing
and modernizing China's distribution and logistics system. These are the boom-
ing economy, entering the WTO and e-commerce. All these forces have a common
characteristic: they are tearing down the walls facing distribution logistics. Boom-
ing economy results in more export-oriented foreign firms, China’s entrance into
the WTO is tearing down the regulation walls since the Chinese government must
phase out most restrictions affecting the sales, services, and distribution sectors to
foreign firms. Finally, the advent of e-commerce is tearing down the bricks and
mortar walls of physical distribution. As a result of these efforts distribution is
widely regarded as one of the most critical determinantsof business successin China
today. The government of China has been trying to overcomedifficultiesin logistics
system including China’'s overburdened, underdeveloped physical infrastructure;
inexpert, underfunded state-owned distribution companies; unbalanced economy
development; enormous, fragmented distribution and logistics sector; and regional
protectionism.

6.6.5 Distribution and Logistics Development in Japan

Distribution system in Japan is typically complex, multilayered and highly unique.
Japan is a country with huge but gradual reformation in its logistics system. Before
1990s, distribution system in Japan was inefficient; a product changed hand from
manufacturer to general distributor to special distributor to special sub-distributor to
retailer to consumer; sometimes the product never physically changed hand merely
the paperwork. Primary, secondary, and tertiary wholesalers in Japan existed with
each group performing different functions in the physical and financial aspects of
distribution. Often, goods were trucked from one warehouse to another in the same
block (Martin et a. 1998). But after a while this system was changed, some cor-
poration like toyota as a leader in scm concept and sony changed dramatically and
after them the other organizationstransformed.

If we want to review the history of logistics and distribution system in Japan we
may face with following eras (Kagjita 2000):

e 1970s— Unclear markets enlarge

— Useof IT for collaboration begins
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e 1980 — Transpotation deregulation
e 1981 — Telecommunication deregulation
e Mid 19880s—IT in strategic use

— Study of Japanese firms collaborations

— Quick response

— Standardizing EDI

— Transportation deregulation partialy begins

— Several leading firm start to adapt to market change
— Supply chain management born

e 1992 — Movement from physical distribution to logistics.

The intense rivalry between wholesalers and retailers used to put pressure on man-
ufacturers to continually bring out new products. However, the lengthy Japanese
distribution channel made it difficult for manufacturers to keep their finger on the
pulse of the market. To overcome this obstacle, manufacturers used two techniques
(Martin et al. 1998):

1. Many manufactures opened and operated “antenna” stores which were designed
to broadcast ideas and receive ideas and feedback from consumers.

2. Another technique used by many manufacturers was having their own distribu-
tion channels, Matsushita sold through 56,000 retail outlets half of which sold
only Matsushita products and were therefore solely dependent on Matsushita.

Japanese executives themselves give four reasons why distribution is a problem in
Japan (Martin et al. 1998):

1. Limited space and crowded conditions cause low inventories and many small
deliveries

2. Slow transportation because of congestion on an inadequate roadway system

3. Government regulationsthat protect small distributors and small retailers

4. Tradition-bound commitments and longstanding trading relationships among
distributors, some of which have existed for generations

Because of mentioned problem, there is an essential need to an accurate and appro-
priate plan to overcome existence obstacles. Japanese tried different solutions to
achieve success, they employed lean supply chain, continuous improvement thech-
niques and intelligently use of IT. In the past, logistics and logistics departments
used to be regarded as “cost centers that just cost money”. In order to change
these industry views on logistics, improvements to change logistics to profit cen-
terswith high value and thorough implementation of compliancethat is the premise
for improvements are necessary. In the future, Japanese Industries will continue to
promote optimal logistics solutions.
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Chapter 7
Privatization

Ameneh Mohar erhaye Esfahani and Sara Hosseini

Supply chain consists of different entities with various responsihilities, but all of
them follow one purpose: reaching to high satisfaction of their customers to maxi-
mizetheir profit individually and supply chain profit as awhole. Each entity in each
echelon has an ownership, whether governmental or private. Whether the ownership
affects supply chain performance, its profit and other things are subjects that are
discussed in this chapter by introducing privatization and its effects and challenges.

Regarding living in a changing and competitive world, governments tend to
reduce size of fiscal deficit, improve efficiency, and develop capital market to be
viable and powerful in such world but, most of them are affected by weak per-
formance of public or state-owned enterprises. State-owned enterprises domination
was an obstacle for reaching these situationsfor most countries, so they approached
to divest government of state-owned enterprises domination. Concerning “Open
doors’ policy, liberalization and commercialization, the doors were really opened
slowly to private sectorsfor privatization. Nowadays, the main question is“How we
should privatize our tasks rather than whether privatization or not?’

Privatization has faced worldwide acceptance in the past decade. During 1990—
2000 the compound annual average growth rate was around 10%. It denoted that
global privatization revenues jumped from $25 billion in 1990 to $200 hillion in
2000. In addition to increased growth rates and revenues, the number of countries
that have implemented privatization policies exceeded 110. In short, we can say that
private participation and privatization influenced a variety of aspects of economic
activities. The most important yield is that, after two decades of applying privati-
zation, there is not any country that has started privatization and reversed gear or
stopped halfway. Privatization progressed from the time it covered all sectors of
economic activity, with majority of telecommunications, transportation and energy.
For example, telecommunications alone has accounted for an average of 30% of
total privatization proceedsin 1994-1997 and around 50% in 1998-1999.

Figure 7.1 shows the value of global privatization revenuesfrom 1990 to 2000.

Although developing countries started privatization after developed countries,
they had much attention to it. You can see thisin Fig. 7.2.
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Fig. 7.1 Global revenues of privatization (Shehadi 2002)
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7.1 A Literature Review on Privatization and its Definition

Ownership has its cost and benefit economical considerations in contracting out.
Ownership has a two side factor with one pulse and one negative. On pulse side it
can facilitate reaching profitable sales, reduces long-term cost, and provides a capi-
tal basisfor efficient enterprise operation. But on the negative side, ownership often
involves ongoing maintenance costs, costs related to transforming capital assets
into liquid assets and need for some political will to provide for long-term capi-
tal replacement when it is politically more expedient to provide tax relief or new
services to citizens (Johnson and Wal zer 2000).

Traditional ideology of Anglo-Saxon economists before the 1970s was based on
theideathat ownership did not matter when it cameto efficiency; it depends on mar-
ket structure within which supplier and providersoperatei.e., market structureisthe
determinant of behavior. The question is where public ownership may be desirable?
Public ownership can be desirable when there are public good elements in supply
and other alternatives, such as subsidies, are difficult, for the reasons of leakages and
transactions costs, to apply, but in these casesit was amatter of practical expediency
rather than criteria.

In other cases, when there are some externalities that cannot be easily eter-
nalized by property rights alocations, again public ownership can be justified.
When the output is a merit good, again there may be a rational for public own-
ership. For a variety of reasons, the notion of the state-supply model has come
under security in recent years. The major effect of privatization and liberaliza-
tion of markets have brought this question again that “ownership doesn’'t matter.”
It was clearly of increased efficiency through establishing principal-agent relation-
ship by variety of private sectors. Privatization has aso resulted in divesting of
supply through outsourcing and this again leads to enhancing efficiency. The final
aim of less government involvement in supplying is known generally as injecting
“commercialization” into the system.

Commercialization can involve full privatization but it is not as just this means.
It can mean outsourcing when the ownership does not change but tasks, works and
responsibilities are shifted to a private sector. The government and private sectors
can cooperatewith each other. Generally, greater commercialization and particularly
privatization was introduced into many sectorsin the 1980s and 1990s. It was real-
ized that many of the outputs, products or services of state enterprises do not need
public provision. New vision of competition isthat open market permitting potential
entry can curtail some of the power of monopolies, at least some private sector input
would allow moreflexibility in investment financing, and they have more incentives
to grow for competition. At a more macro level, some governments also saw the
opportunity to use funds raised by privatization as ways for smoothing transition
to lower tax regimes as national deficits were reduced. In other cases, the motiva-
tion was more ideological rather than economic. For example, in UK, the notion of
a “Share-owning Democracy” underlined much of the privatization process in the
1980s and 1990s (Kulkurni and Sharma, 2004).
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Privatization has been a major reform issue in the devel oping countries since the
mid-1980s, with different nameﬁ-“desincorporaci(')n” in Mexico, “capitalization”
in Bolivia, “divestment” in India and “peoplisation” in Sri Lanka. With these dif-
ferent labels we can understand that privatization had various ways in each country.
Some states have moved rapidly to divest themselves of their public enterprises,
while others have progressed at little more snails' pace, selling only a few strate-
gicaly unimportant state assets, such as state- run hotels or bottling companies
(Hakan 2005).

Morocco was first Arab country that formally implemented privatization asapol -
icy, after that Tunisia, Jordan and Egypt followed it quickly. Latin America started
privatization in 1990s. We can not just say that privatization reached worldwide
acceptance but it is ameasure of maturation in these days.

Now, it is necessary to exactly define privatization policy. The most complete
definition that we can say is the first definition in our chapter of privatization.

Privatization is a compound policy based on six empirically supported hypothe-
ses; First, that “ownership metters’ i.e., when the firm has a private owner, the
economic performance is optimized. Second, the “management matters’ i.e., for
private manager, his own interests and shareholders are important. So, he tries to
attract and satisfy himself and shareholders with delivering much better economic
performance than do politicians or bureaucrats. Third, the “market matters’ i.e., the
business decisions should be driven by demand in competitive markets, rather than
dictated exogenoudly by politics or other forces. Forth, the “competition matters’
i.e., we should not forget the effect of competition as an invisible hand in economy
that injects incentives and motivation to growth. Fifth, the “freedom of fail matters’
denoted to possibility of a bankrupt firm exiting the market is a necessary part of a
competitiveand healthy market. Finally, the“ regulation matters’ denoted to therole
of effective regulation in balancing the interests of firms and customers in market
with no competition (Shehadi 2002).

Privatization is “any process aimed at shifting functions and responsihilities, in
whole or in part, from the government to the private sector” (see http://www.gao.
gov).

Privatization in its most traditional form refers to “public sector divestiture of
assets and serviceresponsibilities, allowing the private sector to take over all aspects
of service and service delivery.” (Johnson and Walzer 2000)

Privatization is the abolition of barriersto private sectors’ provision of services
or the infrastructure necessary for their delivery (Shehadi 2002).

7.2 Stepsto Privatization (Shehadi 2002)

Governments that have succeeded in privatization should try to follow the best
appropriate strategy for implementation of it. Privatization can be implemented in
following steps.
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7.2.1 First Phase: Getting Ready

Step 1. Identification of privatization candidates: Thefirst major step in this process
is to define the objectives of privatization in general and of the specific transaction
in particular.

Step 2. Feasibility study: The second major step is to determine the necessity of
company or sector restructuring.

By reviewing of the candidates and after recognizing the preparations required
for each transaction to go forward, governments should then define their overall
privatization strategy.

However, the existence of a strategy that addresses a number of issues seems to
be necessary:

— The candidates for privatization. An approach, which provides flexibility and
predictability, would be to have annual or biennial programs, with identified
privatization transactions.

— Thetimeframefor each privatization.

— The priorities for the overall program. Even when the political will exists, when
there is no opposition, and when the enterprise is cooperating, the capacity of a
government to manage a transaction in most developing countriesis restricted. To
be effective, governmentshave to make choicesand set priorities. In any situation,
before setting of priorities, a careful assessment of both the importance of the
transaction to the economy, and the feasibility of the transaction within the given
timeframe should be done.

Once the overall privatization strategy and the individual transaction strategies have
been selected, the government can then proceed to the next phase.

7.2.2 Second Phase: Movingto Sale

Step 3. Privatization plan
Step 4. Legidlation or executive order
Step 5. Sadle

In this phase, government should provide a vision on the future role of the state,
the roles and responsibilities of the various participants (government departments,
civil society and the private sector) in the privatization process, the guidelines for
each infrastructure privatization (market structure, regulatory design, etc.),
the use of proceeds, social and labor concerns, and how they will be addressed.
Within this context, the government can then define the appropriate privatization
method.
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7.3 Privatization M ethods

— Asset sale or long-term lease
— Contracting out (outsourcing)
— Corporatization

Franchise

Internal markets

Joint venture

Management contracts
Private infrastructure
Partnership
Public—private-partnership
Anchor investor sale
Performance-based contracts
— Self-help

— Volunteer

— Vouchers

Theseformsof privatization are the most important formsthat are partially different
from each other in terms of structure. Our main aim is to know these forms best in
order to be able to choose the most appropriate structure in various cases. We now
illustrate their definition and some examples where needed.

7.3.1 Asset Saleor Long Term Lease

The government sells assets or leases them for long term to private firms with the
aim of turning physical capital to financial capital. These assets are such as air-
ports, gas utilities or real estate (Johnson and Walzer 2000). In other word, asset
saleisthetransfer of ownership of government assets, commercial-type enterprises,
or functionsto the private sector. In general, the government hasno rolein financial
support, management, or oversight of a sold asset. However, if the asset is sold to
a company in an industry with monopolistic characteristics, the government may
regulate certain aspect of business, such as utility rates (see http://www.gao.gov).

There are two other forms that are counted as subsets of asset sale. These are
Sale-Leaseback and Employee buyout.

Sale-Leaseback, as its name implies, means that a government agency sells the
asset to a private sector and then leases it back. But in Employee buyout an exiting
public manager and employee take the public unit privately, typically purchasing
the company through an employee stock ownership program (ESOP) or employee
stock association (ESA) (Johnson and Wal zer 2000). If you are eager to know more
about ESOP refer to http://www.gao.gov.
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7.3.2 Contracting Out (Outsourcing)

Contracting out is the selecting and hiring of private firms or non-profit organiza-
tions to provide goods or services for the government. In this form of privatization,
government remains financier and it can select or reject the private firms because of
their quality, performance, economic considerations, etc. but they contract and act
according to it. (Johnson and Wal zer, 2000; http://www.gao.gov)

“Outsourcing is defined as the contracting of one or more of a company’s busi-
ness processes to an outside service provider to help increase value, by primarily
reducing operating cost and focusing on core competencies.”

Outsourcing, according to Coopers & Lybrand’s Breakpoint: Business Process
Redesign, is “the practice of contracting out for services once run by an organiza-
tion’s employees and managers.” (Kulkurni and Sharma 2004)

7.3.3 Corporatization

Government corporations are entities that are separate and created by Congress.
The general aim of creating such corporation is, conducting revenue-producing
commercial-type activities. They are often freed from certain governmental restric-
tionsrelated to personnel and procurement. (Johnson and Walzer 2000; http://www.
gao.gov)

7.3.4 Franchise

Government gives an exclusive right to provide a service within a specified geo-
graphical area. Franchise is divided to two subsets:

— Franchising of external services. It isthe same as the statement above.

— Franchising of internal services. Under the franchising of internal services, gov-
ernment agencies provide administrative services to other government agencies
on a reimbursable basis. In this way, new opportunities are created to obtain
administrative services from another governmental entity instead of providing
them for themselves (http://www.gao.gov).

7.3.5 Internal Market

In this case, departments are allowed to purchase support services from in-house
provider or outside supplier. In-house provider needs to be an independent unit to
compete with outside supplier. Some advantages of this system are bringing market
forces to bear within an organization. Internal customer can reject the service of
in-house provider if they can't satisfy their expectations (Johnson and Wal zer 2000).
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7.3.6 Joint Venture

In order to control asset management and service delivery, government and pri-
vate sectorsjoin together and share their responsibilitiesfor policy and management
decision. In this case, asset may be owned by the government or by a new private
firm. Also, operation and service delivery may be contracted to the private partner
or it may be jointly provided (Johnson and Walzer, 2000).

This state can be accounted as one form of public—private-partnership.

7.3.7 Management Contracts

In this type of privatization, just operation of a facility is contracted out to a pri-
vate sector. This can be used for places such as airports, wastewater plants, arenas,
cinemas. (Johnson and Walzer 2000)

7.3.8 Private Infrastructure Development and Operation

The private sector builds finances and operates public infrastructure such as airports
and roads, recovering costs through user charges. Two general techniques are used
in this case:

— Build- Operate- Transfer (BOT). The private sector does every work for the
related project but at the end of complication period, ownership reverts to the
government. It is usually applied for public constructions.

— Build-Own-Operate (BOO). The private sector is the owner, too. (Johnson and
Walzer 2000)

7.3.9 Partnership

Partnership usually provides opportunities to improve access to new technologies
and tools, new research expertise and infrastructure, private equity markets, new
product markets, new customers and new marketing and distribution networks.
Thus, the synergies through knowledge sharing, joint learning, scale economies,
resource pooling and cost sharing can be obtained.

Partnerships can help to maximize the efficiency and effectiveness of sustain-
able development orientated supply chain management strategies. Examples of
partnerships are discussed below:

— Partnershipsamong groups of companiesworking with the same suppliersenable
partnersto develop common standards and share the costs of monitoring and ver-
ification (e.g., the work done by the Hudson Bay Company with other department
store chains internationally).
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— Partnerships which build private sector capacity in developing countries enable
companies to start sourcing products and services from local suppliers, thereby
increasing their economic contribution to host countries and reducing operating
costs (e.g., the work done by Chevron Texaco and UNDP in Kazakhstan and
Angola). (Braun 2005)

7.3.10 Public—Private-Partnership (PPP)

Public—private-Partnership is a contraction conformed between public and private
sectors that can include a variety of activities such as development, financing,
ownership, and operation of a public facility or service. It is usually related to
infrastructure projects or facilities. Through such a partnership, we can improve our
ability, skills and strength and al so decrease weakness. It occurs by dividing respon-
sibilities and sharing income resulting from the partnership in direct proportion to
the partner’sinvestment.

From this partnership, public sector reaches new revenue or service delivery
capacity without having to pay the private-sector partner (Johnson and Wal zer 2000).
In this way, the roles of public partners can be defined in terms of core competen-
cies(including identification of public needs, arbitrage between needs and managing
contracts for maximal social value creation), time horizon and incentives. Also,
there are some roles for private partners in terms of core competencies (including
technology use and development, economies of scale and scope, development and
export of know- how) and reputation building (dynamicincentivesand opportunism)
(Braun 2005).

7.3.11 Anchor I nvestor Sales

Thereis no clear definition of anchor investor sales. So, we explain it with an exam-
ple; in Egypt the only private company (Cement Misr) tends to buy Abu Zaabal for
Fertilizers, but this company was allowed lease Abu Zaabal for a period of 3 years
before buying. Cement Misr is committed to paying LE 182.8 million for the com-
pany under an installment plan against collateral over a 3-year period. This was an
anchor investor salewith avalue of LE 128.8 million (CARANA Corporation 2002).

7.3.12 Performance Based Contract

Without considering the Performance parameter and trying to improveiit, al of the
outsourcing, contracting, privatizing and partnering won’t work effectively. Some of
the most important motivatorsfor outsourcing projects are flexibility and speed, cost
containment/certainty, improved quality, access to personnel or skills, innovation
and enhancing focus on core mission.
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Following considerationswill resultin a “Performance-based” contract:

1. Soliciting bids on the basis of what results you want to achieve rather than what
activities you want to conduct.

Defining clear performance expectations and measures (baseline vs. expected
results).

3. Clearly defining due dates and milestones.

4. Providing incentives for performance.
5
6

N

. Granting flexibility in exchange for accountability for results.
. Monitoring to ensure that performanceis being achieved.

There are critical factors for managing a performance-based contract successfully
including:

e Monitoring Performance with regular reporting
e Adjusting:

— ldentifying changesin external factorsthat will impact performance
— Devising corrective action plans for deviations

— Benchmarking and comparing! Analyze for next steps

— Revise performance targets to continue the push for gains

e Providing comparative performance datato contractors: create a*“race to the top”
culture
e Communicating and rewarding success (see http://www.knownet.hhs.gov)

7.3.13 Self-Help

Self-Help case generally occurs in community groups or neighborhood organiza-
tions to take over a service or government asset such as a local park. The main
difference is that the service providers are the service users too. Service providers
are non-profit organizations. Such cases are suitable for zoos, museums, fairs,
remote parks (Johnson and Wal zer 2000).

7.3.14 Volunteers

Volunteersare used to provideall or part of agovernment service and are conducted
through a government volunteer program or non-profit organization and it can be a
kind of outsourcing (Johnson and Walzer 2000).

7.3.15 Vouchers

Government pays for the services. These payments subsidize the consumer of the
service, yet services are provided by the private sector. In addition to providing
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Fig. 7.3 Risk alocation in contract design (Johnson and Walzer 2000)

greater freedom of choice, voucher brings consumer pressure to bear, creating
incentive for consumer to shop around service. For service providers to supply
high-quality, low-cost services (Johnson and Walzer 2000).

The choice of the privatization method is dependent upon company or sector that
decided to be privatized. Therefore, we should identify various methods and the
application thereof. Each method has different ranges of risks, commercial between
the state and private investor to which we briefly refer in the next section (Fig. 7.3).

7.4 Selecting the Appropriate Method (Shehadi 2002)

There are many methods for privatization or Private Participation in Infrastructure
(PP1), but thereis no option that fits all. One of the most important determinants of
the transaction success is the selection of method and strategy of privatization that
has to be made with respect to sector or SOE attributes, the government’s policy
goals, and the state of the international market.

The method of privatization should carefully trade off between the concerns of
investors and consumers to optimize the benefits of privatization.

Itisevident that the choice among PPl optionsresultsin adifferent distribution of
responsibilities between the private and the public sectors. Anyway, Irrespective of
theoption for PPI, the state will be responsiblefor regulation or contract monitoring.

7.5 Impact of Privatization (Shehadi 2002)

The experience of the past two decades of privatization showsthat privatization can
work effectively. Privatization has had, for the most part, a positive impact on the
countriesthat have implemented it.

In a landmark study, Galal et al. (1994) find that there was a net welfare gain
from privatization.

According to their study, the positive welfare effect of privatization resulted
from productivity improvements, optimizing investments, efficiency pricing, and
increased flexibility in hiring. The study also suggests that the main determinants
of the success of privatization are competition in the marketplace into which the
enterprise is being divested, effective regulation of non-competitive sectors, the
credibility of government commitments, efficient capital markets, the relinquishing
of control to the private sector, and transparency in the privatization process.
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Here, the impact of privatization on company performance, on fiscal adjust-
ment, on foreign investment, on capital market development, on employment and
on poverty is reviewed:

7.5.1 Company Performance

It is agreed that privatization has lead to improvementsin financial and operational
performance of company. The impact of privatization on the performance of pri-
vatized firms can be measured with regard to some of the firm's indicators such as
profitability, efficiency or labor productivity, investments, output, dividends, exports
and financial leverage.

Governments can make sure that privatization improves company performance
through a number of ways including: Divesting into competitive markets; putting
in place commercial and corporate |l egidation that providesfor good corporate gov-
ernance mechanisms such as transparency, accountability of managers to owners,
protection of the rights of minority shareholders, etc.; selecting a method for priva-
tization that gives a core of private owners management control of the enterprise;
giving the new management the flexibility to hire and fire; and imposing a hard
budget constraint on the new enterprise.

7.5.2 Fiscal Adjustment

Governments often implement privatization to overcome serious fiscal pressures,
either to decrease the burden of loss-making enterprises on public funds or to
increase additional revenuesto fill afinancing gap.

The fiscal impact of privatization depends on the volume of proceeds and how
they are directed.

Privatization itself can generate recurring revenues to the state treasury. First,
privatization raises the tax base. Privatized SOEs are subjected to corporate taxa-
tion. In the field of privatizing infrastructure sectors, introduction of competition
can result in further tax base expansion. Second, the privatization of infrastructure
sectorsalso earnsrecurring revenuesin theform of license fees, radio spectrum fees,
right-of-way fees, and other revenues associated with commercial management of
the public domain. Third, by removing infrastructure bottlenecks in the medium
term and absorbing new investments, privatization can be seen as a catalyst for the
expansion of economic activity and the consequent rise in tax revenues.

Governments have to join privatization with parallel measures to manage the
public debt efficiently and to reduce the budget deficit. If they decide to use part of
the funds to finance development projects, they should put safeguards in place to
prevent politically motivated and wasteful government disbursement.
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7.5.3 Foreign | nvestments

Privatization is one of the most effective policies that governmentscan use to attract
foreign investments, both Foreign Direct Investments (FDI) and foreign portfolio
investments.

Privatization hasincreased foreign investmentsin most countries. However, until
governments don’t eliminate constraints on foreign investments and don’t simplify
associated administrative procedures, they can’'t use privatization as an effective
instrument to attract foreign investments. Moreover, they have to improve the
legal and judiciary environment for business and bring it up to international “best
practice” standards.

7.5.4 Capital Market Development

Privatization has been the main agent in development of capital markets. It haslead
to the growth (in terms of market capitalization) and deepening (in terms of numbers
of shareholders) of financial markets, as well asincreasing their liquidity.

Governments have to upgrade the capital markets legislation and set up an
effective financia regulatory authority. They also have to design their privatiza-
tion transactions in an appropriate way to promote broad share ownership. Social
security legidlation often has to be revised to support the establishment of private
pension fundsthat will result in liquidity to the market.

7.5.5 Employment

Moving toward privatization is not without its own pitfalls. Still, an issue that
continues to plague privatization initiatives is how these strategies affect public
employees.

The assessment of the impact of privatization on employment is complex and has
different dimensions.

In order to seriously pursuing employment concerns, governments should devise
labor strategies, so they would be ableto mitigate the adverseresults of privatization.

Though the impact of privatization on labor is vague, it has been observed that
privatization can have a neutral or even positive effect on employment. In general,
since government links privatization with adequate labor policy and social safety
nets, beside the implementation of Employee Stock Ownership Plans (ESOPs),
privatization leads to a positive effect on labor.

Labor cost is approximately three-fourth of most municipal budgets. When some
issues such as performance of government and cost- saving are important, inevitably
personnel costs appear more than past.
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The opposition from public employee unions and anxiety of the employeesthem-
selves can pose a formidable obstacle to privatization. Employees are anxious about
loss of job, reduced fees, lower earning, and they don’t know about future work-
ing conditions. There are five areas of potential impact and ways they will need
assistance that should interest public officials:

— Lossof jobs

— Wages and earning

— Building trust

— Coping whit changes

— Enabling leadership (Johnson and Wal zer 2000)

7.5.6 Poverty

Privatization and PPl can result in a determinable improvement in overall welfare.
If governments design the privatization process regarding objectives, private pro-
vision of infrastructure services can be more affordable and provide greater access
to the poor than public provision. Governments can comprise service obligationsin
the contract or devise subsidy schemesto yield a greater share of the benefits to the
poor.

7.6 Managing Privatization Program

Privatization is a demanding process that is not without pitfalls. Since we decide
to privatize until we achieve results, we should confront with different ranges of
pitfalls and obstacle. It's so clear that without any perfect and right management,
we fail at the beginning of process. It is hecessary to know all aspects of challenges
and after that plan the program to manage it in the best way. However, there is no
exact and right way to implement privatization program but some necessities may
be helpful to manageit in aright way. These are as following:

7.6.1 Political Commitment from the Top Political Leadership

In the first definition of privatization we noted that it is a “policy” so a political
power is required to overcome the types of obstacles to a successful transaction:
opposition, bureaucratic inertia, and lack of coordination. SOEs and ministries are
often not equipped for such vast transformation. And they can not meet privations,
their data are not sufficient and there are many other problems. Government can
overcome the most important obstacles of privatization mainly by providing polit-
ical commitment to the process. The ways that government can help to facilitate
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privatization process depend on circumstance of each country. But international
experience suggests these ways:

— Supporting privatization by having the highest executive authority in the country
oversee the privatization process, arrange with privatization opponents,

— Mobilizing protection for privatization by the people who are most likely to
benefit from it;

— Pursuing atransparent and fair privatization process to eliminate possible corrup-
tions;

— Establishing alabor strategy that consider laborsfor job and social security;

— Hiring technical expertise as needed: legal, financial, regulatory, etc. in
addition to hiring qualified professionals to prepare privatization transactions
(Shehadi 2002).

7.6.2 Transparency and Fairness of the Privatization Process

Transparency is an inseparable factor in successful privatization programs, because
lack of Transparency leadsto misperception about fairness of process, especially for
public. The need to existence of transparency can beillustrated in four levels:

First, laws and regulations should direct publicity and openness in the imple-
mentation of the program. Second, the advisors should be selected according to
pre-announced terms of reference and selection criteria, the selection process itself
should be public and competitive. Third, procedures in selecting individuals, pur-
chase prices and selecting criteria in evaluation bidders should be opened, since
more investors are encouraged in participating.

In short, transparency has a value and price, in terms of the speed with which
transactions can be implemented (Shehadi 2002).

7.6.3 A Desirable Legal Environment

Without supporting legal environment, privatization process will stop at the begin-
ning. Government should provide supporting legal environment before privatization.
In such environment, investors (internal or external) are persuaded to invest or sale
SOE. Some more important key legalizations are brought in the Table 7.1 (but they
are some not all).

7.6.4 Liberalization and Competition before Privatization

The benefits of privatization are not optimized without liberalization and competi-
tion. Undoubtedly, one of the main effects of privatization is injecting competition
in market, but if we do not liberalize market and follow “open doors’ policy, how
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Table 7.1 Key legalization on privatization (Shehadi 2002)

Legidation Relevant features
Bankruptcy law Condition and procedures for liquidation, bankrupty, and insolvency
Contract law Considerations about form of contracts
Company law Restrictions to ownership forms (for example, with or without limited
liability, and joint stock company)
Supporting the establishment of companies
Providing for minimum capita requirements in case of sale or transfer
shares and on protection of minority shareholders
Financial law Possibility of getting finance from local banks, pension funds, and

other financing
| dentification that whether laws show favoritism between local and
foreign ownership and amount of harmony between them
Rules for importing materials and liabilities for import duties
Submission to export Control
Application of corporate income tax, real estate tax, value-added tax
Contractual rights on employees and obligations on employer
Flexibility in hiring and firing
Retraining jobs
ESOP
Civil service benefits
Price of civil services
Voluntary retirement packages
ESOPs
Transfer from public to private ownership

Foreign investment law
Import/Export law

Tax law
Labor law

Civil service law

Socia security law

can we compete? And on what thing do we want compete when all doors are closed
and only monopolies act? Of course, we obtain best results of privatization when
it acts in a competitive environment. It is so important that we can say competi-
tion and privatization are two inseparable elements for a policy that government
decides. Bringing competition into infrastructure services often needs the vertical
or horizontal unbundling of a sector.

Horizontal disclosing separates the sector into competing entities in the same
market segment (e.g., the break-up of AT&T into regional “Baby Bells’).

Vertical disclosing separatesthe sector into various components, each at different
stage of value chain (e.g., the separation of electricity production, transmission, and
distribution). This process takes long time and cost but it has proven to be worth the
time and effort spends on it. Table 7.2 brings examples of unbundling sectors into
their component activities (Shehadi 2002).

7.6.5 Establish Strategies for Employees

In the discussion on the impact of privatization on labors section, it was noted that
opposition and reaction of labors is a hard obstacle in front of progressing pri-
vatization, especially in SOEs. Some strategies can help private sectors to solve
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Table 7.2 Unbundling sectors into their component activities adapted (Shehadi 2002)
Horizontal unbundling (Competitive  Vertical unbundling

component) (Monopolistic component)

Service Telecommunication services Traffic safety

Passengers and freight transportation ~ Port or river dredging

Equipment supply
Physical Infrastructure Warehouse Power transmission and

distribution
Terminas Roads, rail track
Power station Water transport and distribution

Wireless and |ong-distance networks

this dilemma. Reports and studies indicated that communi cation, employeeinvolve-
ment, and training are crucia in managing a privatization initiative. So, involving
employee in the decision making process is an important strategy in reducing neg-
ative feedback of employee and minimizing the potentia conflict over workforce
changes such as privatization. We should provide programsfor them. The programs
should be aimed to minimize employee opposition and effect of privatization on
public employees.

We should train employees about contracting, evaluating contracts.

Here, some of the international experienceswith privatization have been listed:

— Governments can and should plan appropriate labor strategies to mitigate the
adverse impact of privatization on employment;

— Governmentsshould involve employees and their delegatesin early design stages
of labor strategies. The particular form of engagement will havetofit the political,
social, and economic system of the country;

— Governments should communicate the government’s labor strategy to employees
and to the public at large;

— Timeisvaluable and delaysin restructuring are costly;

— Governments should implement minimal company restructuring and let the pri-
vate sector restructure consistently with existing policies and legisation;

— Governments can handle large-scale redundancies better than the private sec-
tor. They can minimize labor resistance and set the parameters for subsequent
restructuring;

— Governments should beware of setting unsustai nable compensation precedents or
socia safety nets;

— Voluntary programs, such as early retirement schemes, and Employee Stock
Ownership Plans (ESOPs) help overcome labor opposition to privatization;

— Governments should reform labor | egislation to make labor marketsflexible. This
will aleviate the adverse consequences of privatization and stimulate faster job
creation.
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7.6.6 Establish Regulatory Framework

The most important issue in establishing regulatory framework is providing stable,
clear and reasonable rules. Establishing such rules is a difficult process, because
it should balance the interests of the private partner and citizen or user. The main
role of aregulator is to promote competition and bring a clear definition of it. To
reach this aim, the regulator should be so powerful that can avoid anti-competitive
practicesand can license new entrants. Governments can facilitate the establishment
of regulatory institutions. One way for facilitating the establishment of regulatory
institutionsis designing independent and financially autonomousregulatory institu-
tions that are not subject to arbitrary political intervention. Thisis a very effective
way; however, governments are reluctant to useiit.

Another factor that governments should consider is the scope of the regulatory
authority. For example, some countries have opted for the single-industry regulator,
establishing a separate regulator for telecommunications, one for electricity, and
SO on.

7.6.7 Evaluation and Monitoring

Interest in privatization and competitive government moved beyond ideological and
political boundariesto become two of the more popular and successful management
practices, but without an established decision making process, several pitfalls can
occur.

For example, Indianapolis and Philadelphia have developed systematic
approachesto evaluate both privatization and competition for services.

A commissionin Indianapolis consists of both public and private sector that have
representatives for analyzing costs, competitiveness, and performance evaluation.
The Indianapolismodel of managed competition allows public employeesto bid for
contracts.

Philadelphia provides a 19-point checklist to be used by city employees in
evaluating contracting for services.

Violent factor which causes a revision of privatization is the change in political
climate. Accurate and complete cost data for public services are essential for an
effective competitive process.

We can benefit some simple sources such as citizens. Outside and inside sources
or customer and citizen involvement can help:

— Shield against potential opposition

— Build apolitical case for privatization

— Ensure against a charge of favoritism or corruption in privatization decision-
making process.

Well-developed privatization or competitive initiatives involve many technical,
financial, and legal issues that need variety of expertise sources. They also require
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citizen and employeeinput to help in providing accurate information and encourages
an open process.

Monitoring and performance evaluation play the main role in continuing the pri-
vatization process successfully. Following the lead of the private sector, many public
agencies are measuring performance of services to ensure cost-effectiveness and
quality. Because, turning a service over to a private firm without any oversight and
evaluation can result in lower quality services and higher cost. Especially for ser-
vices involving environmental regulations, such as solid waste disposal and water
and wastewater treatment, monitoring contractor performance has a greater impor-
tance. There are some issues that should be evaluated such as, cost, quality and
customer satisfaction.

Cost factors are important for city officials to monitor because cost pressure is
usually adriving forcein the promotion of privatizationin thefirst place. It shouldn’t
be forgotten why we privatize? One of aims was saving more money, provision of
services for people with lower price. Another considerable factor is quality. Cities
can assure that contractors meet quality and performance standards by enumerating
specific tasks or performance measures in the contract. Citizen satisfaction with
contracted servicesis vital to the long-run success of privatization. There are some
simple techniques to eval uate private sectors systematically for municipal officials.

— Monitoring citizen complaints
— Analyzing data and records

— Conducting field inspection

— Conducting citizen survey

Itiswisefor citiesto use avariety of techniques. A single approach may not provide
aproper overal picture of performance.
The content of this section is based on Johnson and Walzer (2000).

7.7 New Opportunities

The major areato profit from privatization is government-owned enterprises, infras-
tructure, and social insurance. These areas consist of three subjectsthat areradically
different with each other, so the ways to reach privatization are different.

These three issues are made clear by some examplesin each case. Government-
owned enterprises among the world are being privatized. Some examples of
government-owned enterprisesthat are being privatized in united state are:

— Export-Import bank of United States, Federal prison industries, United States
postal service, National railroad, Legal Services Corporation, Rural telephone
bank, Corporation for public broadcasting.

— Some appropriate infrastructures for contracting are water supply, wastewater
treatment, transportation, prisons.
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— Social insurance privatization can be applied in socia security (for retirement
system), social service (child care, job training, administering social programs
under government contract).

It is noticeable that vouchers are emerging as the preferred privatization method for
some social welfare services for two reasons (Johnson and Walzer 2000, Chap. 3):

— Social services have been monopolistic, and vouchers introduce competition
which destroys monopolies and improve services.

— Itisdifficult to specify quality standardsin social services contracts, but vouchers
offer a solution because standards do not have to be articulated.

Privatization/contracting would lead to some progresses, such as improving leg-
islative framework governing procurement, acquisition, contracting and outsourc-
ing, simplification of procurement and contracting processes and expanding use
of Business- oriented acquisition models and information technology, expanding
Performance- based contracting and other results- oriented procurement vehicles,
substantial decrease in the number of formal bid protest cases as a result of agency
efforts to proactively manage contract disputes and where applied effectively, this
process stimulates government to be more competitive.

7.8 Challenges (See http://www.knownet.hhs.gov)

It is evident that some challenges arise in this way. Some of them are as following:

— Additional efforts are needed within each agency to simplify and streamline
procurement and contracting in government.

— Agencies continue to struggle to implement Performance-based contracting and
effective contract monitoring systems and implementation of this process is
uneven across government.

— The quality of cost data and financial information used in the procurement and
outsourcing processes needs to be improved.

— Significant problems surround the implementation of the privatization and greater
efforts are needed to involve and protect public employees during the outsourcing
process.

— Tension between program staff and contract staff exists, with a need for greater
collaboration between the two communities on improving the procurement and
contracting processes.

— Some contract officers and program managers lack the skills that are needed as
government increasingly turns towards contracted services and outsourcing.

In confronting with these challenges, the following recommendations would be
helpful: Develop an aggressive champion to lead effortsto improve contracting, pro-
curement and outsourcing in the government, aggressively implement performance-
based contracting and provideincentivesto contractorsfor improved results, launch
aprocess to Re-Engineer this process government-wide, continue the trend towards
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simplification, flexibility and streamlining in government procurement, develop
specific proposals to remedy the shortcomings identified in this process, examine
alternativesto this process, invest in training contract officers and line managersfor
managing government programsin a highly contracted and outsourced environment,
emphasizing its use as a tool for creating a data base rather than merely a priva-
tization vehicle, collaborate with employees and their unions during outsourcing
initiatives and devel op pension and benefit portability solutions.

7.9 Case Studies

In this section we investigate some case studies. The main aim is to reach a more
sense and understanding about privatization results. The first case is about port
privatization, which has logistic approach. The second case discusses rice milling
and textile industries in Egypt. The third one discusses institutional and structure
changesin air navigation service-providing organizationsin different countries. And
finally, bank privatization in Argentinais investigated.

The cases are presented briefly in order to make the reader familiar with pri-
vatization applications in reality. The cases are introduced in the order mentioned
above.

7.9.1 Port Privatization, Efficiency and Competitiveness
(Heng 2005)

Today, one of the most obvious phenomena in port industry is port privatization,
since portsformavital link in the overall trading chain and efficiency isan important
factor for a nation to achieve internationally competitive advantages.

Based on the principal-agent theory, private ownership should be more efficient
than the public one (Hartley et al. 1991; Parker 1994). The transformation from pub-
lic to private ownership, even without change in the competition, will be associated
with improved efficiency (Hartley et al. 1991; Parker 1994).

Many studies have been conducted on the relationship between port ownership
structure and its operation efficiency, and the effect of port size on port efficiency.
We summarize the result of the past studies about these three fieldsin Table 7.3.

Since the environment in which ports operate has changed dramatically, ports
are affected by various new forces driving global competition, including the far
reaching unitization of general cargo, the rise of mega-carriers, the devel opment of
inland transport networks, the creation of network linkage among port operators, the
market entry of logistics integrators and so on. The eight key determinants of port
competitiveness are presented in Heng (2005).
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Table 7.3 Result of past studies

Deny Confirm Subject

Van Den Broeck  Liu (1995) Relation between port ownership structure
et d. (1994) and port operation efficiency

Baird (2000) Coto-Millaet a. (2000)

Cullinane et a. (2002)
Estache et al. (2002)
Cullinane et a. (2002)
Coto- Martinez-Budria et al. (1999) The effect of port size on port efficiency
Millan (2000)
Tongzon (2001) Notteboom et al. (2000)
Cullinane et a. (2002)

7.9.1.1 Methodology

This study uses stochastic Frontier production model of Battese and Coelli (1995)
to investigate the relationship between port ownership structure, port size and tech-
nical efficiency. The technical inefficiency effects are specialized as a function of
firm specific variables, and the parameters of an inefficiency model are simultane-
ously estimated with those of stochastic frontier production model. To avoid more
complexity and focus on main subject, we don't enter to detail about variables and
models. We just show the result of the model:
The result of regression model was as below:

— —0.639: indicated that Ports with larger size are more efficient than port with
smaller ones.

— —0.666: said that Positive relationship between technical efficiency and privati-
zation in port industry.

— 40.415: denoted that an inverted U-shape relationship between technical effi-
ciency and privatization.

According to this model following ports are known with highest competitiveness
Index (Fig. 7.4).

7.9.1.2 Conclusions

— Private sector participation in the port industry is useful for improving port
operation efficiency.

— This study shows that the best extent of private participation in container ports/
terminal is between the private public and the private mode.

— It is better for port authorities to limit the private sector participation within the
“landowner and operator” function and take over the regulatory function.

— Port authorities should introduce private finance, operational & management
instead of state funds and administration while they remain in place asregulators.
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Fig. 7.4 Container port/competitiveness index (Heng 2005)

— Implying partial privatization is as a quite effective way to help port authorities
to win in the competition.
— Another most important factor is adaptability to the customer’s demand.

7.9.2 Rice Milling and Textile Industry in Egypt after Privatization

Privatization program in Egypt was started in late 1980s and early 1990s. It was
promoted by government through establishing law 203. Law 203 denoted to priva-
tize 203 SOE because of the existence of violent crisis in Egypt’s economic. After
persuading privatization program, substantial changes happened in Egyptian rice
milling sectors. Rice became one of the candidate agricultural products to liber-
alize. Before liberalization of rice market during early 1990s, public sector took
88.2% of market capacity inits hands. Liberalization of mills attracted new entrants
and private sector started their growth in this environment. By 1997, private mills
overtook public milsin milling capacity. Public castor milling companies lost their
market shareto the private sectors quickly such that by 1998/1999, the private sector
firms obtained 78.6% of the total milling capacity of the sector. In 1998, 7 out of 8
public sector of rice milling was sold by ESA. And final company was sold in 2001
by ESA, too. Competition was the consequence of this privatization. Rice milling in
Egypt is now highly dynamic and competitive.

7.9.3 Textile and Garments

The spinning and weaving (textiles) industry plays main role in the economy of
Egypt by employing 30% of total industrial workforce in that country and revenue



152 A.M. Esfahani and S. Hosseini

of LE 8 billion, LE 3 billion of exporting. There are 42 public enterprises and 2,356
private enterprises engaged in the textiles industry in Egypt. However, there was
private company in this sector together with a public monopoly until the last few
years on al the “upstream” stages in the supply chain for cotton textiles. Internal
trade, supply of cotton, cotton ginning and spinning of yarn and weaving and dyeing
of fabric, all depends on that “upstream” stage with state-owned ownership. These
policies have negative impact on competitiveness and dynamism of a sector that
could be amuch larger exporter and source of job creation. Fortunately, in the past
few years, the combination of privatizations and policy liberalization has allowed
increasing private sector participation. For example, in cotton ginning, there are
seven main gins: two state-owned, two privatized and two new private. Theresultis
to achieve greater degree of choice of suppliers for downstream producers.

7.9.4 Ingtitutional and Structure Changesin Air Navigation
Service-Providing Organizations (Button and
McDougall 2006)

Major changes are happening in the ways in which ANSs (air navigation service)
are provided. They aim is to be single Europe skies, to pay attention to importance
of financial factors, to reach new technology, to change ownership structure and
economic regulation.

In past years, ANSPs (air navigation service providers) have been paid less
attention, why?

1. ANSPs are largely natural monopolies whereby economies of scale, scope, and
density, beside transaction cost issues, make competition untenable.

2. ANSPs becomedistant from the political process, so they tend to focuson afairly
tight community of aviation customers and users.

7.9.4.1 TheAir Transportation Value Chain

ATC (air traffic controller) is one element in a longer value chain that ultimately
provides air transportation services to customers. One reason to recent pressures to
review the nature of ANSsisthat many airline markets have been found to be finan-
cially unstable, whereas the overall air transportation industry, including navigation
services has enjoyed stability. In following figure (Fig. 7.5), you can see the supply
chain of air service provision. It showsthat Airlines have less return than others.

7.9.4.2 Toward Privatization

— We discussed about commercializationin literature review on privatization. Com-
mercialization is a general word in this context, it includes a variety of different
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Fig. 7.5 Economic margins of industries within the air transportation sector (a) Calculation of
return on investment globally (1992-1996) using McKinsey data. (b) Calculation of operating
margins globally (2000-2001) using Airline Business data. (Button and McDougall 2006)

measures to bring private sector style incentives into the provision of ATC. The
trendsrelated to privatization led to increasein the scal e of economiesthat ANSPs
can enjoy and put pressure on more cross-boundary coordination and investment.
Domestically, they can profit by labor saving in shadow of this approach. After
arriving privatization into air navigation institutes, major changes have accrued.
These are represented in form of some graphs. In this case six air navigation
ingtitutes are investigated. Thefirst figuresi.e., Fig. 7.6 indicate:

— “Commercialization has allowed the ANSPsto implement moderni zation projects
more effectively”

— Any discernable pattern for smaller ANSPs because their investment tend to be
discrete and irregular.

But datadidn’t show all thingsincluding followings:

— The nature of the investment.

— Commercialization and access to private finance market pushes their organiza-
tions towoard the maximum production possibility frontier but there are clear
problems of self-interest involved in these insights.

— Investment program are dependent on the capital base.
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Fig. 7.6 Annual capital expenditures of larger ANSPs (in 2004 prices)

Table 7.4 Returns and saving

Air service Australia $70 million in standby/money market facilities
$4 million in overdraft arrangement
NATS UK $38.6 million liquidity reserve
$4 million debt-service reserve for 6 month
NAV Canada $170 million operation and maintenance reserve

$125 million debt-service reserve
$520 million as unallocated credit facility balance

— Effect of event such as 11 September 2001.
— Government guarantees help, but moral hazard problems abound.
— Table 7.4 is appropriate for see more details.

Other changes and results under privatization were reducing in delay that is
accounted as critical factor. Labor and staff costs are more than 50% costs in air
navigation systems. By reducing number of labors and staff and improving their
remaining productivity costs come lower and benefits go higher.

7.9.5 Bank Privatization in Argentina (Clarke and Cull 2005)

Clarke and Robert Cull (2005) offered a simple model of the tradeoffs governments
and buyers face during provincial bank privatizations of the 1990sin Argentina. In
addition to price, the buyer is concerned with solvency and profitability following
privatization and politicians are concerned with layoffs and service coverage. This
is the first theoretical model that tries to show how political incentives affect the
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features of bank privatization contracts and to test whether the outcomes meet the
model’s predictions.

At the beginning of the 1990s, the public provincial banks had poor performance
in terms of portfolio quality, the efficiency with which they generated income, and
their return on assets. The provincial governments could borrow from the pub-
lic provincia banks, which would then discount the loans to the Central Bank of
Argentina. Moreover, if the provincia banks became insolvent, the Central Bank
bailed them out. As aresult, provincial governments had little motivation to mon-
itor management closely and could use the banks to finance desired programs at a
relatively low cost.

This arrangement finished in the early 1990s, when the newly elected Menem
administration implemented the Convertibility Plan. The Convertibility Law, and
the new 1992 Charter of the Central Bank that advocated it, vastly affected the
provincial banks, by preventing the Central Bank from rediscounting loansand from
guaranteeing bank deposits.

Taking advantage of the Tequila Crisis in December 1994, the Federal Govern-
ment, with the assistance of the World Bank and the Inter-American Development
Bank, established the Fondo Fiduciario to further encourage privatization. Thisfed-
eral agency extended loans to the provinces to help them privatize their provincial
banks.

Under this program, the provinces separate the public provincial banksinto two
sections- a healthy bank to be privatized and aresidual entity containing non-viable
assets.

Thebasic strategy was to transfer the most attractive assets to the privati zed bank
and then to match those assets with liabilities up to the point that the privatized
bank’snet worth met Argentina'sprudential standards. The provincesused theloans
from the Fondo Fiduciario converting short-term obligationsto long-term loans.

To pass a substantial share of low-quality assets onto a private purchaser while
imposing branching and labor constraints would have been difficult, if not impos-
sible, without concessions on other dimensions. The most attractive of these were
the service contracts that were awarded to purchasers to provide banking services
to the provinces and guarantees as to the quality of the acquired assets. Instead of
verifying the quality of individual assets, which would have been time-intensive,
many provinces guaranteed a substantial share of the assets transferred to the
privatized bank.

7.10 Conclusion

Argentina’s provincial bank privatizations of the 1990s offer a unique opportunity
to study these issues. During this privatization, different provincial politicians, who
faced different constraints, agreed with private purchasers for the sale of their loss-
making public banks. Since the privatization contracts differed significantly in some
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regards, it can be investigated how the different incentives and constraints facing
different decision makers affected contract design.

Although their sample is quite small, the empirical evidence supports a number
of the theoretical predictions. For example, politicians in provinces with poor fis-
cal health were able to protect jobs for fewer bank employees and received higher
paymentsfor their banks. Additionally, the evidence suggeststhat the TequilaCrisis
indicated that politicians could protect fewer jobs and had to assume a higher share
of their public banks assets.

Their model predicted that when buyers had less expertise in managing a loan
portfolio, smaller portionsof theloan portfolio would be transferred to the privatized
bank.

In practice, due to the relatively short post-privatization experience for most
banks and because the banks are still going through a balancing process, the com-
plete assessment of bank privatization in Argentina is difficult. However, there is
some evidence that banks privatized after the Tequila Crisis have performed bet-
ter than those privatized before the crisis. This suggests that the Crisis may have
wrought some unforeseen benefits by tying politicians' hands.
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Chapter 8
Export Clusters

Seyed Vahid M oosavi and Mahdi Noorizadegan

Industrial clusters, specially export-oriented clusters are rather new and emerging
strategies for companies and countries to achieve export development throughout
theworld. According to Porter (1998) in hiswell known paper, clusters and the new
economics of competition, “paradoxically, the enduring competitive advantages in
a global economy lie increasingly in local things — knowledge, relationships, and
motivation that distant rivals cannot match” . These clusters have been considered as
competitive advantage of nations.

The experience of several developed economies including United States (in,
for instance, Silicon Valley, California; Research Triangle, North Carolina; etc.)
and other regions of the world (e.g. Ireland, Scotland, Singapore, New Zealand,
and Australia) has demonstrated that strong clusters ensure sustainable competitive
advantage within a region. Examplesfor developing countries are clustersin India,
Pakistan, Turkey, Chile, and Brazil to name afew.

In this chapter, we will discuss different aspects of clusters and export oriented
clusters, and attempt to highlight key issuesin developing successful clusters.

8.1 Cluster Definition

There is no precise definition for clusters and almost all of the existing def-
initions are based on the description of clusters. The following definitions are
the most acceptable ones among the researchers and practitioners. According to
Porter (1998), “a cluster is a geographically proximate group of interconnected
companies and associated institutions in a particular field linked by commonali-
ties and complementarities. Clusters encompass an array of linked industries and
other entitiesimportant to competition. .. including governmental organizationsand
other ingtitutions— such as universities, standard setting agencies, think tanks, voca-
tional training providers and trade associations” UNIDO! also defines clusters as

1 United Nations Industrial Development Organization.
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sectoral and geographical concentrationsof enterprisesthat produce and sell arange
of related or complementary products and thus, face common challenges and oppor-
tunities (UNIDO 2001). Another definition points out that an industry cluster is“a
group of business enterprises and non-business organizations for whom member-
ship within the group is an important element of each member firm’s individual
competitiveness. Binding the cluster together are buyer—supplier relationships, or
common technologies, common buyers or distribution channels, or common labor
pools’ (Bergman and Feser 1999).

Rosenfeld (1997) indicates that an industry cluster is*a geographically bounded
concentration of similar, related or complementary businesses, with active channels
for business transactions, communications and dialog that share specialized infras-
tructure, labor markets and services, and that are faced with common opportunities
and threats” Most of the above definitions focus on the geographic scope of clus-
ters. Based on this feature, clusters can be divided into two categories of “deep”
and “shallow” clusters. A cluster’s depth refers to the number of firmsin a specific
geographic area. Where there is a large concentration of firmsin a particular area,
the cluster is said to be “deep” and, conversely, where there is alow concentration
of firms, the cluster is said to be “shallow”.

And finally, clusters are inter-related industries and institutions that mutually
reinforce and enhance competitive advantage by acting as each other’s consumers,
competitors, partners, suppliers and sources of research and development, rely-
ing on collaboration and cooperation between public and private sectors, breaking
down barriers and promoting the intangible assets of synergy, trust and social cap-
ital. Clusters give an industry a stronger collective voice on R&D funding, skill
development, legislation and regulations.

Cluster-based economical policies are nowadays considered as an essential com-
ponent of SME?s development in many countries. Many of the constraints facing
SMEs are related to SMEs isolation rather than their limited size. Clustering and
closer cooperation among SMEs can, therefore, be a solution. SMESs in a cluster
could benefit from the cluster’s advertisement impact and the possibility of meet-
ing the requirements of large-scale orders through networking. Moreover, cluster
members benefit from collective actions such as joint marketing, purchasing, and
technology management, training, facilities, testing, etc. which are all factors that
lead to achieving economies of scale. Therefore, the key feature of thistype of SME
grouping is cluster dynamics which lead to SMEs growth. As companies spin-off
and compete with each other to expand their production capabilities, technological
variation occurswithin the cluster. M ore specialization increases/intensifiesthe need
for cooperation and horizontal integration between partners offers new business
opportunities within the cluster. More integration leads to the overall speciaization
of the cluster and increases its dynamics and competitiveness.

Beforefurther detail, it is necessary to distinguish between clusters and networks.
Networks are groups of firmsthat cooperate on ajoint devel opment project, comple-
menting each other and specializing in order to overcome common problems, and

2 Small and Medium Sized Enterprises.
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achieve collective efficiency and penetrate markets beyond their individual reach.
But as networking intensifies and more and more enterprises get involved, the ter-
ritorial, or cluster, dimension starts to emerge with the involvement of business
development service providers, associations of enterprises and government institu-
tions. Therefore, alarger number of different institutions are required to be involved
to construct a cluster.

8.2 Export Oriented Clusters

In Sect. 8.1, we completely discussed the definition of clusters; however, our focus
in this chapter is on clusters with export orientation, or clustering as a strategy for
development of export. Here, the main questions are “Do cluster based firms per-
form better internationally?’ and “Is export development a common priority for
cluster initiatives?’

According to a recent study (Solvell et a. 2003), 84% of the studied cluster
initiatives had a strong component of export promotion as part of their commer-
cia objectives. The opportunities clusters offer firms to significantly increase the
quantity and quality of export has been well established through experiences, such
as in Tirupur textile cluster in India. The textile entrepreneurs in Tirupur believe
that the formation of the Tirupur Exporters’ Association (TEA) in 1990 and the
activities pursued within the cluster strategy played a maor role in upgrading
the clusters capabilities and, ultimately, lead to a tenfold increase of exports in
10 years.

Particularly, in smaller and developing countries, export promotion tends to be
aprimary focus of cluster initiatives. Establishing a successful presencein foreign
markets is considerably more difficult for an SME than for a large enterprise, par-
ticularly in developing countries. Minimum volume requirements, quality controls,
complex export processes, and limited financial resources are the main barriers for
aless experienced and smaller enterprise.

Here again there are success stories. Costa Rica's Electronics and Informa
tion Technology cluster, a partnership between the government and the private
sector, resulted in advanced manufacturing operations leading to the export of
$44M (USD) of medical equipment and $36M (USD) of communication equipment
(Singh 2003).

It can be inferred from the successful export clusters in the world that there
are two approaches for developing export clusters, which can be referred to as
backward and forward development of clusters, similar to the well-known back-
ward and forward integration strategy of firms. The basic definition of cluster
dictates the geographic proximity of the cluster’'s entities; however, as global sup-
ply chainsincreasingly become moreintegrated, there are more and more examples
wherethisintegration hasled to additional investmentsand activitiesthat ultimately
strengthened the exporting cluster. For example, in Caldas, Colombia, Nespresso
has established relationshipswith local cooperativesto produce* specialty coffee” as
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abuyer. Thisinitiative includesjoint activitiesin areas such as specialized technical
education, tasting, quality control, infrastructure upgrading, logistics, and traceabil -
ity. This has contributed to the Colombia's ability to compete successfully in the
“gpecialty and gourmet” coffee segment, where increased and consistent quality
strongly influence the market price of the product. Thistype of cluster development
can be called backward development in which the international buyers cooperate
with local (usually small) producer due to some regional advantages of producers.
In the other type of cluster development, forward approach, which is a common
industrial cluster initiative; firms cooperate with each other to take advantage from
collective actions. A successful exampleis the evolution of the Tirupur knitted gar-
ment cluster. The creation of the Tirupur Exporters’ Association (TEA) in 1990 was
thefirst real step in creating the cluster. By the end of 2004, the value of exports had
risen from thelevel of $100 millionin 1990 to $1.2 billion. Growth in garment mak-
ing also triggered aparallel expansion within supply and serviceindustries(e.g. yarn
spinning, bleaching, dyeing, compacting, mercerizing and printing). Local spinning
and dyeing capacity increased by 5 and 20 times, respectively, as garment-makers
invested in their own facilities and specialized facilities were set up.
Finally, to conclude, we can consider the advantages of clustering as follows:

— Collective efficiency (creating synergy),

— Opportunitiesto access market information more expeditioudly,

— Ability to obtain specialized inputs and technical support more easily and cost-
effectively,

— Ability to participate in ‘consortiums’ to fulfill large orders,

— Ability to leverage market devel opment and promotional expenses,

— Group shipments to minimize transportation costs.

In the next sections, we will discuss some important issues and insights regarding
the successful development of clustersand export promotion strategies. Theseissues
areasfollows:

— The“Four Gears’ model of a National Export Strategy

— Cluster life cycle

— Different structuresfor different clusters

— Infrastructure development, financing and public—private-partnership (govern-
ment regulations)

— Cluster success factors and assessment measures

8.3 The Four GearsModel of a National Export Strategy

In 2003, the International Trade Centre (ITC) introduced an “Export Strategy Tem-
plate’3 process guideline to help export strategy makers with their effortsto build a
comprehensive and effective export strategy.

3 For details of this guideline see http://www.intracen.org/wedf/ef 2006/ Strategy- Tools.htm
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This model consists of four key focus areas on which export strategy makers
must focus to evaluate their current competitive position and to establish an export
strategy agenda. The model has beenillustrated in the Fig. 8.1. As shown in thefig-
ure, each gear drivesthe other gears. This characteristic showsthe effect of different
areas on each other and the importance of driving all gears in the same direction.
This meansthat the success of an area can lead to the success of the other areas and
viseversa.

It has been discussed in ITC 2005 that effective cluster initiatives must address
all of the competitiveness and developmental “gears’ of anational export strategy.

Three of the gears deal directly with cluster competitiveness. The fourth gear,
the development gear, is concerned with the contribution the cluster makesto socio-
economic growth in the cluster's geographic area. In each of these gears, strategy
makers have to consider the following issues:

— Border-in issues. Services in this areainclude enhancing existing supply capac-
ities, capacity diversification, and inter-firm collaboration and networking, tech-
nology transfer and information exchange, collaborative production arrangements
and competency development in export management.

— Border issues. Address bottlenecks in trade-related infrastructure, administrative
procedures and documentation such as transportation, trade facilitation, com-
pany registration, cost and availability of pre-shipment and post-shipment finance
and guarantees as well as non-tradable costs such as the cost of acquiring SO
certification.

— Border-out issues. Support exporters in dealing with opportunity identification,
markets development and national promotion issues.

Fig. 8.1 The four gears model of national export strategy (ITC 2005)
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— Development issues. Export strategies must also address the outcomesin terms of
employment generation, poverty reduction and regional development.

Here, one may wonder what the differences, or similarities, between export consor-
tia, as a strategic approach among firms, and export oriented clusters are. According
to UNIDO guide on export consortia (UNIDO 2003), “An export consortium is a
voluntary alliance of firms with the objective of promoting the goods and services
of its members abroad and facilitating the export of these products through joint
actions.” Bangalore Machine tool cluster can be considered as a successful consor-
tium (1TC 2005): where 56 SMEs were organized into nine marketing consortiums.
So far one of its main achievements, in terms of export-related activities, has been
the entry of one consortium into the Chinese market, which would have been impos-
sible for any single firm to achieve. In general, the achievements of consortiums
include:

— Alignment of efforts among firms and between firms and providers of business
development services

— Elaboration of common brochures

— Establishment of joint marketing offices across the country

— Appointment of common sales agents

— Creation of common websites

— Joint advertising campaigns

— Common warehouses

— Collective participation in more international exhibitions

A key finding related to the role of export consortia and clustering in Brazil
(Netto 2005) is that export consortia can be established inside a clustering system.
However, it is ill difficult to measure the impact of a cluster on the interna-
tionalization process of an export consortia or vice-versa. Indeed, analyzing the
evolution of the collective approach strategies for SMES, makes it clear that the
export consortium is one step behind from the clustering system.

The clustering strategy offers unique aspects which strengthen the sustainabil-
ity of this model. These aspects include the presence of high levels of cooperation
and integration, collective learning and the presence of different actors. The export
consortia can be a helpful tool which can leverage and accelerate the cluster’'s
internationalization process, but clustering alows exploring and acting over the
three dimensions of competitiveness: the structural (macroeconomic), the systemic
(territory) and the enterprise level (inside firms).

8.4 Cluster Life Cycle

Clusters, just like any other live/dynamic system, have life cycles, but a main
difference is that clusters are never created from scratch. According to Porter
(1998), “Cluster development can be enhanced by conscious private and pub-
lic action”. However, there have been numerous cases following an “unrealistic
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dream” approach to cluster identification, as was the case for several countries that
embarked on extravagant projects centered on information and communication tech-
nology clusters. These initiatives were based on hopes rather than on a thorough
analysis of potential and local conditions. ITC 2005 indicates a number of condi-
tions which is required for potential clusters to be successful, such as confirmed
production capacity within the target geographic areabased on SMEs (and possibly
one or more larger, prospective lead producers), some form of actual or poten-
tial competitive advantage (defined in terms of process, product, location or cost),
latent readiness among producers to cooperate, and more importantly international
demand for the product.

Clusters are dynamic and have a recognizable life cycle. The interventions that
are appropriate at an early stage in the lifecycle of acluster are likely to differ from
those appropriate at later stages. The lifecycle is often described in different ways.
Here, we describe the DTl model (DTI 2003) of cluster life cycle which can be
represented ssimply as a cyclical process composed of four stages as Fig. 8.2:

Aswe can see the life cycle has been separated to four stages as follows:

Embryonic clusters. Those at the early stages of growth.

Established clusters. Those perceived as having room for further growth.

Mature clusters. Those that are stable or will find further growth difficult.
Declining clusters. Thosewhich have reached their peak and arefailing or declin-
ing clusters at this stage are sometimes able to reinvent themselves and enter the
cycleagain.

An important note here is how the public sector or leader(s) of clusters intervene
in different stages of cluster life cycle. In embryonic clusters, government and
intermediary brokers can be important in encouraging collaboration and acting as

Embryonic

Declining Established

Mature

Fig. 8.2 The stages of the cluster lifecycle (DTI 2003)
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information brokers, a role that may not be needed at a later stage. In embryonic
clusters, for example, the prerequisite local conditions exist, but further develop-
ment of the cluster requires a catalyst — the opening of an industrial park, or the
building of specifically needed infrastructure — or a combination of catalytic inputs
(including, for example, the emergence of entrepreneurial |eadership such as Tirupur
Exporter Association).

In the maturity stage, risks of stagnation and lack of competitiveness may lead
the cluster to enter its decline phase. In this stage, firms and strategy makers should
transform the cluster to earlier stages, such asembryonic or established phases. This
can be best achieved through product diversification, market repositioning and/or
technology acquisition.

8.5 Structure of Clusters

Themain question in thissection may be: “what isthe right organi zation mechanism
to support cluster development?’ The organizational structure of a cluster can vary
based on two factors: firstly, the degree of cluster specialization and cluster depth,
and, secondly, the life cycle stage of the cluster. Even though these two factors are
relevant, organizational structure of cluster changes between informal and formal
structures. Awareness of strategy and policy makers of these conditionsis very crit-
ical to sustain a successful cluster over time. In general, it appears that as clusters
upgrade their capabilities and become more sophisticated, they tend to add formal
organizational structures. Thisis certainly the case when a cluster becomesinvolved
in infrastructure development or other initiatives involving a significant financial
component. Nevertheless, it is important to know that there is no “best practice”.
According to (ITC 2005), although TEA, as a formal structure, was clearly instru-
mental in the success of the knitwear cluster, two other equally successful Indian
examples—the hosiery cluster in Ludhianaand the ICT cluster in Bangalore— do not
have a cluster “organization” per se. Clustersin northern Italy have been tradition-
ally based on interpersonal relationshipsand old commercial relationshipsthat built
“social capital” in the form of strong “trust” between players. Existence of trust in
clusters with informal structuresis an essentially important factor. Schmitz (1999)
has extensively emphasized the role of trust in export clusters in Brazilian shoes
export clusters and Pakistan surgical instrument export. In leather shoes, the Sinos
Valley in Southern Brazil accounted for about 10% of world exportsin 1990; hav-
ing started from near zero in 1970, and the cluster of Sialkot is estimated to account
for over 20% of world exports in surgical instruments, making Pakistan the sec-
ond largest exporter after Germany. According to his paper, “The Valey wasrichin
social capital but poor in financial capital. The latter was to some extent overcome
by pooling financial resources.” Finally, Schmitz (1999) concludes that, there are
two distinguished types of trust (Fig. 8.3): one is based on family, ethnic or other
attributes (which are called “ascribed”), and the other is based on not old socio-
cultural ties but on conscious investment in inter-firm relationships (earned trust).
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_ “Deep” and mature
“Shallow” and embryonic clusters

clusters

Regulations

‘ Formal structure
Informal structure
(Social capital)
< |

Ascribed trust
*Large firms

*Small firms *High technical know-how

*low technology *Rapidly changing technology

*Large foreign buyers
Fig. 8.3 Transforming structures of clusters (Schmitz 1999)

Theformer usualy existsin earlier stages of clustersand gradually transformsto the
latter. Also, there are three categories of trust in the Pakistani cluster called: caste or
“biradari”, family ties, and social networks based on being “local”.

8.6 The Role of Public Sector and Financing in Clusters

To develop asuccessful cluster, the existence of acatalyst, acoordinator and aleader
isamost essential. However, in developing or developed countriesthis catalyst can
be apublic or private entity or a mixture of both. Furthermore, thereis also a grow-
ing consensus about the importance of the role played by other key cluster actors,
such as educational and research ingtitutions, financial institutions, suppliers, and
integration with the global operations and firms relevant to the sector.

In this section, we will discuss the impact of government on clusters, and
financing support institutes in different types of clusters.

Before providing further details, it is necessary to distinguish conditionsin devel -
oping economies and developed ones. According to studies examining clusters in
different places of the world, there are important differences in the dominant basis
of cluster competitiveness in developing nations. In general, SMESs in transitional
economies can operate under severe financial constraints and heavy distortions.
Many other conditions are also generally weaker in developing countries. Deficient
physical infrastructure, rigid labor laws, and weaker justice systems generally hinder
the development of a strong and internationally competitive cluster. Many transi-
tion economies also have a legacy of public ownership and public dominance over
resource allocation and central planning.
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Singh (2003) has investigated the government’s role as a cluster catalyst and
indicated the key government functions, actions and impact on selected clusters
along with areas for governments to support clusters with several examples of
government’sintervention in different parts of the world.

In addition to the three basic roles of government in providing suitable macro
economic conditions, improving microeconomic capacity and, establishing a sup-
portive and progressive regulatory environment, Porter (1998) argues that the gov-
ernment’s role should also include facilitating and upgrading cluster devel opment
and creating opportunities for productive dialogue to bring cluster participants
together. Some key government functions, as Singh (2003) indicated, are asfollows:

— Play the role of a“broker”, “facilitator”, “initiator”, “participant” and “listener”
to engage partnersin aproductive dialogue and create a sense of urgency to cause
action.

— Conduct ongoing cluster assessments to determine its viability and relative
strength to ensure global competitiveness.

— Institutionalize cluster upgrading (e.g. restructuring government programs and
services, diffusing new knowledge, and collecting and disseminating date/
information by clusters).

— Directly invest in and provide investment incentives for technical, physical and
knowledge infrastructure.

— Sponsor cluster conferences and forums to promote “social capital” (Porter
2000) opportunitiesfor participants.

Some successful interventions of government in clusters are as follows in (Singh
2003):

8.6.1 Ottawa’s Silicon Valley North

The early success at the Silicon Valley North’s telecommunication cluster can be
attributed to the Government of Canada’s unprecedented R& D spending levels, tax
credits and start-up support for companies. If Ottawa had not been blessed with
government laboratories, such as the NRC and the Defense Research Board, at the
end of WW?2, firmslike Computing Devices of Canadaand Leigh Instrumentswould
not have been created.

8.6.2 India’s Bangalore Software Cluster

Thisis an example of adeliberate public policy to support moving from application
software to systems design cluster. In 1991, the government initiated 15 Software
Technology Parks instrumental in creating a critical mass of 180 companies with
20,000 skilled professional workers. It exported 85% of its software products as
merchant exports accounting for 350 M$ (USD) in 96/97, growing with a 64% rate
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in 2002. While Information Technology Cluster growth worldwide has waned, the
Bangalore Cluster continuesto grow. Bangal ore attracts talented ex-patriots, foreign
investment and major corporations. Oracle, Microsoft and GE have opened offices
in Bangalore.

The US Department of Commerce, Economic Development Administration,
sponsored a major project to identify America’s industry clusters. The project
identified 380 leading clusters accounting for 78% of the nation’s exports.

Finally, Singh (2003) suggests that government as a facilitator, not a master
strategist, creates opportunities for cluster participants to organize, identify and
solve common problems, then the private sector leadership will emerge to drive
the process.

Singh (2006) addresses the key issue associated with the financing of cluster
development. Financing of cluster development is one of the major issues and
constraints that serve as a hindrance in developing countries to the successful per-
formance and development of especially export-oriented clusters. It is important to
note that several of the existing financing arrangements or options that are available
in devel oped countries do not necessarily work for growth of clustersin developing
countries. Some of these financing sourcesin developed countries are as follows:

— Venture capitals

Angel investors®
Insurance companies
Public pension funds
Foreign direct investment

But in many developing countries these sources are not available and, in stead,
in several developing countries government agencies (and sometimes devel opment
agencies such as UNIDO, World Bank, etc.) seek to provide accessto capital.

However, these options are few and far in between and also have led to sev-
erd initiatives failing to sustain after their initial promotion. In that paper, the new
emerging PPP° model, which has shown good results after being implemented in
Indian clusters, has been presented. In this model, a consultancy institute as PPP
manager has the responsibility to assist the Government and the Industry with
the development and commissioning of the cluster parks on a Concept to Com-
missioning basis. To do so, it created an exclusive Business Unit, namely Cluster
Development Initiative (CDI), and deployed a multi-disciplinary professional team,
under the leadership of a carefully chosen CEO, to executethe program. In addition,
various other technical services (e.g. architectural design and planning, financial
analysis, technical selection of machinery, etc.) are outsourced when required.

In order to undertake these tasks, this professional intermediary organization
should have the competencies related to capacity building, project development,
financing, implementation and O&M of infrastructure projects on a PPP basis. The
relationships between cluster stakehol ders have been shownin Fig. 8.4. This project

4 Angel investors are risk financiers who typically provide the first level of outside investment to
small start-ups to take them to the next level.

5 Private—public-partnership.
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PPP
manager

e

Fig. 8.4 The structure of PPP model (Singh 2006)

finance structure resultsin awin—win situation for all of the three major stakehol ders
of the process:

— The Government; sinceitsfinancial support actually resultsin financial closure of
the project and thereby achieving the purpose for which the assistanceis provided.

— Thefinancial institutions; in view of better off-take of loans at minimum transac-
tion costs with appropriate security coverage ensuring better repayments.

— The SME enterprises; whose schemes become bankable and can access institu-
tional finance, which otherwise would be difficult on an individual basis.

Finally, it is important to note that many cluster objectives — for example network-
ing, lobbying, and commercia cooperation — do not require large budgets. There
are, however, other objectives that have more significant funding requirements,
including infrastructure improvement, cluster expansion and technical training.
The results of a research conducted by UNIDO (Nadvi 1995) confirms that the
absence of adequate infrastructure, which undoubtedly reflects the absence of
financing for infrastructure, represents the single greatest constraint to the growth
and competitiveness of most of the clusters assessed.

8.7 Cluster Success Factors

There are different descriptions of success factors for export cluster. In this section,
we will present the results of two studies.
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8.7.1 DTI Report

Department of trade and industry (DTI 2003) of England in areport as “a practical
guide to Cluster Development”, expresses these factors as follows:

The evidence suggests three critical success factors which form the basis of
cluster success:

1. Networksand partnerships
2. Strong skills base
3. Innovation and R& D capacity

8.7.1.1 Networksand Partnerships

Some networks generate formal and informal flows of knowledge and information
throughout a cluster. These networks are the basement for success over time. Col-
lective learning and more competitive performance could be carried by the access
to tacit knowledge. Many cluster evolution activities are delivered by the networks
way.

Prosperous clusters are prone to have powerful embedded networks and rela
tionship systems. Trust and inter-personal relationships are favorably progressed,
supplying the cluster with a high rate of socia capital. The improvement of these
relationships and connections needs time. Networks may be supported through
strong organizational structures, or through shared cultural values and a common
purpose.

Face-to-face links or remote technologies such as the web could be the tools
to sharing knowledge through networks and partnerships. Technology has advanced
considerably in thisfield and cluster practitionersare using interactive cluster portals
to aid networking, share information about the cluster as well as using them for
actual business to business interactions. The key isthat aflow of knowledge occurs
in more complex networks in which active collaboration is encouraged.

8.7.1.2 The Presence of a Strong Skill Base

Thereis a consensus across the literature that successful clusters are those that have
a great base of skills, in higher levels and in management skills, and also have an
appropriate and qualified labour forcein general. For drawing the companiestoward
acluster and keep them with a cluster, and also to keep on with a prosperous devel-
opment of companiesin acluster, this element (labour force) should be taken highly
into consideration. So, considering all of these factors and as a reasonable com-
ment we could say that the quantity and quality of the labour forceis a highly vital
element in the devel opment of successful clusters.

A range of adequate skills and abilities are required for successful clusters. The
kinds of business skills that are pursued in successful clusters are those associated
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with global businesses such as strategic management skills for business leaders,
entrepreneurship for graduates, management and production techniques, leadership
skills, mentoring/coaching and personal development skills, etc.

The quality and availability of training can also be a factor contributing to the
progress of successful clusters. This can apply to the existing workforce as well as
to the new and potential entrants to the labor market. The capacity of the available
training infrastructure to respond to employer needs and provide relevant training
is a key factor. The cluster can have an influence on the provider side in terms of
encouraging appropriate provision that is flexible and meets the needs of employers.

8.7.1.3 Innovation and R& D Capacity

The evidence shows that product evolvement and well-developed research struc-
tures, with other forms of innovation, are essential for adynamic cluster. Innovation
keeps the cluster at the head of the market whilst a strong R& D base would be able
to give the ideas and products for future development. The advancement of inno-
vation and R&D are two separate but inter-related activities. Innovation in general
appliesto product or process development, but what is meant by R&D is the devel-
opment of new knowledge. In the best cases successful innovation is the outcome
of the R&D process. Innovation can be incremental so that existing products and
processes are built upon little by little, or may be more radical by introducing a
completely new product or approach. Successful clusters are inherently innovative
and practitioners can support the innovation process through encouraging network-
ing and the sharing of ideas. The development of networks outside the cluster could
also be beneficial as often innovativeideas are the onesthat work well in one setting
and are being applied for the first time to another area. The benefits of information
and intelligence servicesin this area are often worth exploring.

Constitutions based on research activities, as for universities, non-profit foun-
dations and for-profit R&D could function greatly as catalysts for research and
innovation. They are able to provide the foundation for developing new ideas and
applications, besides that, they could also play an essential and critical rolein nur-
turing high technology entrepreneurialism. Looking from this point of view it could
be said that, public and private research tools and resources are the key drivers for
the cluster.

8.7.2 The Cluster Initiative

A survey (Solvell et a. 2003) of over 200 cluster initiatives (most of them in devel-
oped countries), pointed out three common elements that, have some kind of effect
on raising the desire of new corporations and companies to join the cluster and/or
increasing the cluster’sinternational competitiveness:
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— Having the right resources. A budget that providesacluster initiative with enough
fund so that it would be able accomplish important projects without the need of
additional fundsis highly connected to the attraction of new firms.

— Having a strong and respected facilitator. He or she is ought to have a great
knowledge of clustering, a powerful network of contacts and enjoy the respect of
cluster members.

— Building a common framework. A framework based on strengths, where efforts
and time are dedicated to sharing the framework among cluster members, devel-
oping an explicit vision collectively and specifying quantitative targets.

There are some other factors that are often mentioned and talked about. These
other factors include, a reliable and proper infrastructure, having some sort of
entrepreneurial and risk taking characteristic and venture capital, as well as having
ahigh potential of making and designing complete backward and forward linkages.
But also in sectors like ICT, another favorably relevant factor is the educational and
professional institutions taking part. A stable business environment, suitable policy
intervention, and large firms acting as catalysts are al so some factorsthat haveintro-
duced themselves as significant and extremely relevant factors, in certain contexts,
particularly in developing countries.

According to Rosenberg (2002), many successfactorsin the origina California’s
Silicon Valley have been identified by researchers over the years some of which
are presented here: low taxes, venture capital, risk taking start-up culture, business
webs, physical infrastructure, 1T-savvy local population, local “living laboratories,”
good local markets, networking skills, activities and organizations for communi-
ties of interest, collocation of companiesin various stages of development, flexible
organizational structure, legal/accounting services, M&A activity for flow of skilled
labour and intellectual property, local academic and research institutes, commercial
partnerships between academiaand industry, activist government policy viaresearch
funding and small business debt assistance, speed of business activity, presence of
role models, and human talent in innovators, serial entrepreneurs, marketers, and
managers.

Above al, success is in fact the mixture, combination, arrangement and order
in which the ingredients come into play, and how the factors settle beside each
other, the environment — both local and global, the opportunities and the timing.
(Singh 2005)

8.8 Measuring Cluster Development

This section is based on DTI (2003).

Having favorable and measurable feedback is an essential part of the strategy
review process, and aso is a considerable help to the development quality of the
strategy itself. However, from the work undertaken, and reported in the accompa-
nying evidence paper, there is little evidence of the use of consistent indicators by
which to measure the development of clusters. In this part, an approach to indicator
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selectionis proposed. At first, indicators are assumed and used as a decision support
tool and further in the approach a potential monitoring framework is considered.
Different cluster initiatives have devel oped their own measures of success. They
depend on the objectivesthat the initiative had set for itself.
It is clear that establishing a set of metrics that are capable of tracking the
performance of a cluster over time and space is important for:

— Assessing the impact of cluster measures
— Benchmarking performance

Understanding the different elements of clusters and their respective performanceis
an important step in identifying where clusters might be strong or weak and where
subsequent intervention might be appropriate. This involves quantitative and quali-
tative analysis. Quantitative analysis might include statistical or numerical analysis
on variables such as employment or output. Qualitative analysis might include dis-
cussion with businesses in the cluster on the innovative content of projects, or an
assessment of the “softer” dimensions of the cluster.

Some of the principal factors promoting clusters as identified in studies focusing
on ICTsinclude:

— The presence of educational institutions which produce a stream of engineers

— Technicians and scientists

— State support in the form of tax incentives and subsidies

— Salubrious living conditions which enhance the quality of life, especialy in
university towns

— Availability of venture capital

— And generation of forward and backward linkages

8.8.1 Measuring the Success of I nterventions

Policy makers are willing to know if their intended goal s have been achieved by the
interventions adopted for the enhancement of the cluster performance. Also, they
want to know why interventions have not leaded to success. This information will
help to identify the effectiveness and efficiency of a certain policy approach and
whether it is appropriate or not. Measuring success can be performed in an actual
sense, i.e. has the intervention achieved the aims it has set itself, but might also
be considered relative to other possible actions, or similar approaches adopted in
other locations. Regular monitoring will also help to ensure that the intervention is
being implemented as planned and is having the intended effects, acting as an early
warning of any potential difficulties.

Measuring the success of diverseinterventions contributes to the monitoring and
evaluation of cluster development policies as awhole. It isimportant to understand
whether success or failure is due to the interventions adopted or to outside factors
beyond the control of policy makers.
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Cluster measurement may seek to identify three key things:

— The appropriateness of interventions. To estimate the relevance of the policy or
intervention with regard to the technical, social or economic problemsit is meant
to solve.

— The effectiveness of interventions. The fact that expected effects and objectives
has been acquired. Calculated by relating an output, result or impact indicator to
aquantified objective.

— The efficiency of interventions. The fact that the effects were obtained at conser-
vative cost and were worthwhile. To calculate this factor an efficiency indicator
is usually obtained by dividing the budgetary inputs by the quantity of effects
obtained.

Ideally, a measurement procedure should capture both the effects of the interven-
tions being undertaken and the development of the cluster in general. For the
development part it should take into consideration the several aspects of cluster
development and try to understand how each element is progressing over time. Clus-
ters are multi-faceted and measurement should recognize this. Thereis little point
in measuring one or two dimensions of a cluster, as thiswill lose important aspects
of performance. In practice, those aspects that are cited as the most important in
cluster development, such as networks and the development of social capital, are
currently not being measured on a regular or consistent basis. Most measures have
the economic performance of the cluster as the main measurement. This captures
the outcomes but cannot provide information on what is happening to the drivers of
cluster success. The different dimensions of clusters can be broadly classified under
one of four headings which broadly encapsul ate the following three “drivers’:

— Networks and partnerships— the extent of social capital.

— Innovation and R& D — the extent of innovation and R& D capacity.

— Skills—the availability and quality of the workforce within the cluster.

— Economy and enterprise — the level of employment, number of firms and their
performance and the outcomes.

As a principle the success of a certain intervention should be assessed on the basis
of what it is planned to achieve, and the assessment of how this helps the overall
performance of the cluster itself. Measuring the performance of clusters is based
upon improvements in the performance of the constituent parts of the cluster, and
establishing the effect of cluster policiesupon this. It iscommon practice to seek to:

— ldentify the outcomes of any intervention
— Theresults achieved by this; and potentially
— Theimpact that this has had on the development of the cluster as awhole

For the purpose of deciding which indicators to use, not only should we take into
consideration their relevance to the action in hand, but should also consider whether
they have awider relevance or not. Indicators that are confined to a certain context
or cluster would not always be useful for measuring the relative efficiency, in respect
to comparable clustersin other placesin UK or foreign countries. Definite increase
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Fig. 8.5 Anillustrative monitoring framework (DTI 2003)

in research funds which are received by an individual university are samples of
unique indicators. A preferable measurement could be an overall measurement of
the research cost in the cluster asawhole.

The science of measurement of clusterswill hold on to itsinfancy. So measuring
the efficiency of a certain cluster in a definite way would be out of reach. However,
it ispossibleto aim for an understanding of the results of particular interventionson
theidentified cluster and its component firms.

The choice of what indicatorsto use is dependent on:

— The nature of the cluster
— The nature of the interventions adopted
— The overall policy objective

We have formerly suggested that for measuring the enhancement and growth of
clusters we should differentiate the diverse dimensions of clusters. The selection
of indicators should illustrate this approach. Some indicators with the probability
of success are depicted in Fig. 8.5 below. These are not definitive and exhaustive,
but give a picture of the potential indicatorsthat could cal culate the devel opment of
clusters.

8.8.2 Establishing Targets

Determining targets for certain indicatorsis an important aspect of cluster develop-
ment initiatives. In addition to knowing the direction we wish to head, it isimportant
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Table 8.1 Cluster policy vs. industria policy (Ketels 2003)

Industrial Policy Cluster-based Policy
® Target desirable industries / ® All clusters can contribute to
sectors prosperity
® Focus on domestic companies ® Domestic and foreign companies

® |ntervene in competition (e.g., both enhance productivity

protection, industry promotion, ® Relax impediments and constraints
subsidies) to productivity

® Centralizes decisions at the ® Emphasize cross-industry linkages /
national level complementarities

® Encourage initiative at the state and

ﬂ local level

Distort competition Enhance competition

to know the distance and the time that it may take. Targets should be:

— Specific to the initiative in hand

— Measurable using identified data sets

— Achievable by theinitiative in question with the resources available

— Realistic, given the existing state of play

— Time-bound, in that there is an agreed data by which they will be achieved

8.9 Cluster Policy Vs. Industrial Policy

Following table (Table 8.1) innuendo cluster policy vs. industrial policy.

8.10 Cluster Initiatives Require a Catalyst

This section is based on ITC (2005).

A cluster can develop, grow and be competitive without its members ever
embarking on aligned “joint” initiatives. Silicon Valley in California is an exam-
ple of a very prosperous cluster that happened by the natural gathering of related
businesses in a geographic area. But, for the magjority of instances, and definitely in
the vast majority of clustersin developing countries, acatalyst is needed. This cata-
lystisnormally aninstitution (as evidenced by KNIDGRO's activitiesin Ludhiana).
In Tirupur’'s case, TEA assumed the role of both cluster catalyst and cluster leader.

Infact, if in addition to growing, acluster wantsto evolve, coordination and man-
agement should complement the catalyst and leadership roles. Formal or informal
associations may provide the necessary management input, through a formalized
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approach, such as that followed, although flexibly, by TEA would seem to be the
best option. And a solid public—private sector partnership is an essential precursor
to coordination. Industry clusters now play a major rolein public debate, economic
policy and research.

Beyond research and debate, however, there has been growing recognition that
the effective management of clusters can have an important impact on competitive-
ness and economic performance. A recent study pointed out 719 clustersin over 49
countries, from which 23 of them were developing nations. A 2003 survey of over
200 cluster initiatives revealed that over 80% of the respondents believed that the
initiative had improved the cluster competitiveness, and over 60% were confident
that theinitiative had improved the cluster international competitiveness.

Because of this growing interest, at the request of the Executive Forum net-
work, ITC is arranging a cycle of specific consultations over the first half of 2005.
The several negotiations focus on the important issue relating to the theme of
“ Competitiveness through Public—Private-Partnership”.

A report as consultation on “ Competitiveness through Export Clustering: Strate-
gic Considerations’ was being arranged by the I TC Executive Forum Team, UNIDO
and the Tirupur Export Association. The purpose of this consultation is to pro-
vide a forum and vehicle for public and private policy makers to review insights
not only from research, but also from the growing experience base of countries
around the world who have undertaken initiatives to enhance cluster performance
(Table 8.2).

This section is an overview of various aspects which are related to cluster con-
stitution and growth, drawing on the experience of a number of cluster initiatives
and in fact is the first level to set off this consultation. This discussion paper also
proposes general frameworks and language that is used to construct the ten specific
guestions given by the consultation:

Why clusters?
Can clusters boost the quality and quantity of exports?
Why do clusters succeed? When do clustersfail?
Do clustersjust happen or can they be made?
Doesthe public sector have arolein creating/building clusters? Or isthismainly
aprivate sector initiative? Who else should be included?
Does a developing country cluster differ from adeveloped country cluster?
7. Do clustersrequireaformal structure? Or isan informal network enough? What
istherole of trust?
8. Should buyers beincluded in an “Export oriented Cluster”?
9. What isthe role of financing? Who pays for what?
10. Are benefits measurable? Are the theoretical benefits borne out in reality? Are
the benefits equally distributed?

ghrwDdNE

o

Measuring the answers of these questions requires the reference to this
conclusion.
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Table 8.2 Private sector and government potential contributions (ITC 2005)

Government potential contributions to cluster
development

Support cluster-specific information gathering
and compilation

Organize its services around clusters

Foster linkages between universities and clus-
ters

Improve infrastructure requirements for clus-
ters

Streamline regulations that affect clusters
ability to compete

Focus export promotion activitiesaround clus-
ters

Act asasophisticated buyer for clusters' prod-
ucts and services

Establish cluster-oriented free trade zones or
industria parks

Focus efforts on attracting financing options
around clusters

Sponsor forums to bring together cluster par-
ticipants

Act asacatalyst for artisan clusters or clusters
that need initial organizational support

Incorporate interests of clustersin trade nego-
tiations and international agreements

8.11 Case Studies

Private sector potential contributionsto cluster
development

Jointly develop mechanisms to collect and
disseminate cluster information

Develop specialized education

Collaborate with local universities and institu-
tions on cluster-related research

Market jointly through trade fairs and delega-
tions

Collaborate on international market research

Find a balance between cooperation in some
activities and competition in others
Establish cluster-based trade associations

Establish cluster linkages with suppliers, cus-
tomers and related businesses

Cooperate with government to streamline reg-
ulations

Take the lead on infrastructure projects,
involving financial institutions and govern-
ments

Foster trust among its members

Start with small projects. Advertise early suc-
cesses to gain support for cluster activities

We provide three case studies in this section. These case studies include some
experiencesin Turkey, Pakistan and finally, one of the most well known export clus-
ters, Tirupur, Indiaas successful clustersin devel oping countries and Boston export
cluster as an example of successful onesin developed countries.

8.11.1 Turkey

Thissection is based on Yilmaz et a. (2005).

In Turkey, industries are dispersed all over the country; furthermore, another
important point is that 99% of all enterprises are placed in SME category. Along
the same lines, according to Yilmaz et al. (2005): “At present, there exist nei-
ther comprehensive strategies nor policies by public sector for clustersin Turkey”,
while many of enterprises belong to SMEs set. However, they had planned several
programs for promotion of SMEs such as“SME strategy and action plan” in 2003.
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According to this plan, they developed local and regional clusters which were
formed within organized industrial zones, industrial zones and small-scaleindustrial
states. Major traditional clusters that are scattered in Turkey can be listed below
(Yilmaz 2005):

— Textileyarnsand carpets: Gaziantep

— Ceramics: Kutahya, Bilecik and Eskisehir (They are in the same geographical
Region)

— Automotive: Bursa, Kocaeli (They are at the same geographical Region)

— Machinery: Konya, Ankara (They are at the same geographical Region)

— Furniture: Kayseri, Inegol (atown of Bursa), Ankara (Ankaraand Kayseri arein
the same geographical Region)

— Leather and leather products: Istanbul, Izmir and Corlu (Corlu (a town of
Tekirdag) and Istanbul are close to each other geographically)

— Towels and bath robes: Denizli

— Clothing: Istanbul

— Gold jewellery: Istanbul

— Truck dressing: Beypazari (atown of Ankara)

— Rose ail: Isparta, Burdur, Denizli, Afyon.

The analysis of the existing conditions was required to be done with support of
organization of small industrial estates (SIES).

Today, different organizations are responsible for determination and implemen-
tation of SMEs policies. They have created a group as “SME Study Group”. This
group consists of Ministry of Industry and Trade, the State Planning Organiza-
tion, undersecretaries of Treasury and Foreign Trade, State Institute of Statistics,
Small and Medium Industry Development Organization, Union of Chambers of
Commerce, Industry, Maritime Trade and Commodity Exchanges (TOBB), and
Confederation of Tradesmen and Artisans of Turkey (TESK).

Some of organizationsand companiesthat play important role are listed below:

e Private sector organizations. The associations/Unions cover many clusters. Export
clusters owe these sectors for the economic growth in recent years. The private
sector organizationsconsist of the umbrellaorganizationsof producers, chambers
of industry and commerce and their upper organization, “Union of Chambers
of Commerce, Industry, Maritime Trade and Commaodity Exchanges’ (TOBB).
They have been successfully active both in creating new clusters and developing
clustering networksfor the existing onesin their own areas.

They export and do some activity to promote their members to invest, they
also have close relationship to public organizations, private organizations and
international organizations, etc.

e Public sector organizations: Turkey government established export associations
as branches of undersecretaries for foreign trade, but government transfers their
management to private sector. Thereforethey have dual structure in term of man-
agement. They offer services like trade information, training, etc. furthermore,
some of the mentioned associations are connected to many public and private
organizations such as universities and manufacturers associations/unions.
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The other key public actorsin the export clusters are as follows.

— Small and medium sized industrial development organization (KOSGEB)
— Technology development centers in universities and enterprise devel opment
centers

e Sectoral Foreign Trade Companiesand Foreign Trade Capital Companies: Within
the liberalization policy, large company model (Foreign Trade Capital Compa-
nies) wasintroduced to promote export products. As aresult of increasing export,
role of these companies become more highlight and they export some of SMES
products. They lead clusters in many aspects such as cluster activities on export
marketing and technol ogy.

To develop foreign trade, another organization was established as Sectoral For-
eign Trade Companies (SFTCs) in 1994. The main functions of SFTCsare export
marketing and implementation of export procedure.

e NGOs initiatives: since 1999, a process has been started as “ competitive advan-
tage of Turkey” (CAT) in order to develop clusters. The project is directed by
the Center for Middle East Competitive Strategy Center which Michael Porter
chairs. Theteam work for CAT includes both foreigner and Turksand also private
companies and commercia banks sponsor it.

8.11.2 Pakistan

This section is based on Fayyaz (2005).

In 2003, SME cluster development has been introduced as principal element of
Pakistan trade policy and in order to adapt UNIDO's services, Export Promotion
Bureau (EPB) determined phased approach (Fayyaz 2005). As aresult of mentioned
approach, five pilot clusters have been developed in different places in Pakistan as
follows:

Leather and leather productsin Korangi, Karachi
Gems and jewellery in Saddar, Karachi
Ready-made garmentsin Lahore

Electric fansin Gujrat

— Cutlery in Wazirabad

The government of Punjab as a Pakistan province governor, aso, has started such
cluster development approach based on UNIDO program for seven SME clustersin
the province. In preliminary stage, in the 2004—2005 financial year, this project was
supported with more than US$ 200,000.

We could list main related agenciesto this project as follows:

Federa and Provincial Agencies

Ministry of Commerce (MOC)

Export Promotion Bureau (EPB)

Ministry of Industry & Production (MOI & P)
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MOC and EPB have been selected as the mandate for development of export clus-
ters. Small and Medium Enterprise Development Authority (SMEDA) is one of the
major departments of MOI&P. They work on training, feasibility studies, business
plans to add value to the export oriented clusters, at the same time, working on the
supply side.

e Ministry of Commerce (MOC):
Objectivesthat MOC should meet are announced as followings:

— Developing and modernizing Pakistan trading system
— Eliminating bottle-neck and developing liberalism in flow of trade
— Creating opportunitiesfor entrepreneurs

In order to achieve these objectives, several departments at MOC are working
together. Some of the major departments are as follows:

— Export Promotion Bureau (EPB)

— National Tariff Commission (NTC)

— Foreign Trade Institute of Pakistan (FTIP)
— Trade Marks Registry (TMR)

— Trading Corporation of Pakistan (TCP)

e EPB asprimary agency working under MOC istrying to promote export through
the following initiatives:

— Marketing (Market Research, Fairs and Exhibitions - local and international,
Trade Delegationsand ... .)

— Communication (Publication of Trade inquiries/opportunities, Library, Export
intelligence Bulletinand .. .)

— Human Resource Development (Training Institutes, Seminars on 1SO 9000
and 14000, TQM and ...)

— Service to exporters (Export Facilitation committee, Resolving problems in
exports, Simplification of procedures, Export procedures handbook and ... .)

— Regulatory (Formulation of proposalsfor the Trade Policy, Implementation of
Trade Policy, Textile Quota Management, Registration of Importers/Exporters
and...)

— Special incentives (Scheme for freight subsidy on exports, Management Con-
sultancy firms, Marketing & Brand development for Export Promotion and

)
e Ministry of Industries & Production (MOI&P):

MOI&P prepares information and analytical insight to create a competitive price
in a globalized economy. Some of the main activities of this ministry are as
follow:

— Marketing support to SMEs (for example to identify new opportunities, new
markets, increasing their competitiveness, identify new opportunitiesin global
markets, Branding Support.)
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— Packaging Support (Factors affecting the type of packaging, Technical spec-
ifications required, Information sources on the packaging requirements of
particular countries.)

— Advertisement & Media Support

As aresult of review on Pakistan cluster program, we can find that government of
Pakistan has played the major rolein development of country export through export
clusters. Moreover UNDIO in its published documents clearly considers the role of
Pakistan’s Government in the success of export clusters.

8.11.3 Tirupur

Indian industrial clusters have acted as nucleus that develops surrounding urban
societies. One of these clusters is centered in Tirupur city in southern India and
works on hosiery exports. In 1999, this cluster was accountable for more than 90%
of Indian’s knitwear exports to Western Europe, USA and Japan. This export was
equal to annual production of 145,000 tonnes of fabrics, especially in the form of
T-shirts and sweaters, which is equivalent to about 1,000 million USD and 10%
annual growth is expected.

During the last decade, pressures of local and international standards in textile
wet processing, forced dyestuff manufacturersand hosiery clustersto act under eco-
textile standards, both in individual and industry group activities.

8.11.3.1 Context and Framework for Sustainable Development of a Hosiery
Cluster

The main characteristic of India's industrial states is their clusters of small and
medium size industries that drive local economic development process. Clustersin
some zones are homogenous and in some others are heterogeneous. A map of some
major industrial clustersis shownin Fig. 8.6.

Each cluster has created its own urban centers, which are penetrated in traditional
rural areas. These rural ecosystems are expected to share their natural resources
with industrial and urban areas, and accept industrial wastes. But, rapid growth of
industrial and urban areas, is eradicating rural parts. Figure 8.7 shows a model that
is depicting such phenomena. Tirupur is a classic example of this model and its
statistic is summarized in Table 8.3. In general, ineffective resource conservation
policiesin industrial clusters, has inhabited faster technological adaptation to curb
water and solid waste pollution.

Individual units within these clusters have been traditionally competing mainly
on the grounds of cheap unskilled labor and low overheads due to minimal expen-
diture on technological safeguards for the environment; although in some cases the
situation has been recently changing towards a better direction.
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Fig. 8.6 Location of mgor industria clustersin India (Narayanaswamy and Scott 2001)

Because of the rapid and unplanned migration of population from rural areas
to urban areas and negligence in proper town planning, sanitation and other basic
amenities are inadequate in these new urban areas. To move toward a sustainable
developing state, Tirupur should develop a cohesive strategy in which both the
hosiery cluster and rural areas should be taken into account. This strategy should
be based on the availability of local knowledge and skills. In this strategy, clus-
ters and urban areas should be thought as resource productive centers, especially
with shared natural resources like water, land and energy. This ensures a sustain-
able resource from rural environment for a long time. Some pricing policies must
be taken into account to persuade industries to use resources more productively. An
appropriate GIS on clusters and rural—urban interdependencies would be helpful in
zoning clusters to achieve sustainability.

The leaders of Tirupur Exporters Association (TEA) discovered the potential
impact of globalization in the early 1990s, when the association was formed. As
TEA's focus was on exports, its approach was global. India decided to welcome
open market economic policies, but TEA decided as well beforehand. Like found-
ing any other clusters, thefirst step in developing an export cluster isto evaluate any
internal and external developmentsthat is probable to influence the performance of
the cluster.
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Table 8.3 Major environmental indicators of the history cluster and urban Tirupur
(Narayanaswamy and Scott 2001)

Housing Around 150,000 houses, of which more than 70% lack a toilet
facility and safe drinking water. 23% of the houses do not
have electricity connections and 10% do not have al the three
basic amenities

Water resource The water table, on an average, is 65m below the ground level,
has a TDS of around 1,000mg 1-1. 150 borewells are cur-
rently in operation. The river Bhavani, a monsoon driven,
non-perennia river, located 55km southwest of Tirupur is
another major water source. Ten villages located at a dis-
tance of 2-37 km from the city provide water to industries.
Private vendors abstract water from these villages and sell it
to industry @ US$0.7 per m3. These vendors cater to 90% of
industrial needs and 10% of domestic water requirement

Energy consumption The city consumes 115 M kWh paof electricity, of which indus-
try consumes 56%; commercia facilities 13%; public use 2%
and residential 2%. Most firms and commercia units have
diesel generators to help cope with erratic supply. Bleaching
and dyeing units consume about 500,000 tonnes pa of fuel
wood chopped from the nearby rain forest of the Nilgri hills
in Western Ghats

Health effects There are poor health facilities in the city, with only 1,000 beds
(inclusive of government and private hospitals) for 400,000
people. Cardiac arrest causes 38%; respiratory failure 17%;
and dysentery, diarrhea and fever 2% of total deaths annually
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TEA members set TEA's objective during different brain storming sessions in
1990. These objectives were as follows:

e Multilateral growth of knitwear industry and exports

e Developing infrastructure needs of industry and community of Tirupur

e Promoting industrial harmony and peace by offering the workers fair wages and
benefits, healthy working conditions and sharing of profits

e Fostering the growth of harmoniousrelationship with all sectors of the industry

e Forging meaningful relationship and constructive co-operation with other
associations

e Sharing experiences and information with those who approach the association

e Help theforeign buyers:

— Inlocating suitable suppliers
— Resolving commercial disputes amicably through informal arbitration

In order to reach these objectives, TEA identified areas that needed attention both
in short term and long term. Preliminary studies indicated the fact that there were
serious deficiencies in the infrastructure and that some of these deficiencies were
extremely critical not merely for growth but for the survival of the cluster itself.
So, further attempts were made in severa areas, such as.

Infrastructure

Production capacities and technology
Marketing

Manpower devel opment

Logistics

Quality assurance

Industrial peace

Finance

Fair business practices

Community orientation of projects

Finally the gaps were identified and a holistic approach was devel oped:

— Industry required huge quantities of water. Therewas no perennial source of water
supply anywhere in the vicinity of the cluster. Ground water available in and
around the cluster was inadequate quantitatively and qualitatively. Unless water
was made availablefor industrial use in adequate quantities and required qualities
the survival of the industry, leave alone growth would be at peril. Besides indus-
trial supply, the industry hasamoral responsibility to improve supply of water for
domestic use, as the entire population of Tirupur is dependent on knitwear indus-
try and vice-versa, since public cannot bear the high cost of water proposed to be
brought from a distance of 55 km. From a perennial source, the cost for domestic
use may cross subsidized.

— Supply of huge quantities of water for domestic and industrial use must be
matched by a scheme to evacuate the waste water. Hence an underground sewer-
age system may be put in place simultaneously.
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— The roads were congested and badly maintained. Good roads for internal trans-
portation of goods would be necessary.

— Production capacities need to be expanded, modernized and technologically
upgraded.

— Marketing skills of exporters need to be honed up.

— Theindustry was aready facing shortage of skilled manpower. Institutions need
to be developed to train manpower tailored to the requirements of the industry.

— Problems of logistics should be addressed.

— Members should be motivated to introduce and practice quality, environment and
management systems to enhance their credibility and competitive capacities in
international markets.

— The burgeoning work force should be managed carefully to maintain industria
peace and harmony.

— Avallahility of finance for term loans for creating assets and working capital to
run the operations should be ensured.

— Increasein the number of playerswould result in commercial disputes. A mecha-
nism needsto be devised and put in place to settle commercial disputesamicably.

— Community development projects should be an integral part of industrial devel-
opment.

TEA istrying to fulfill the specified objectivesindependently and jointly with other
associations, and is currently executing some improvement projects (list of projects
and its objectives have been introduced by Subramaniam 2005).

8.11.4 Greater Boston

This section is based on Swift (2002).

Nowadays, Greater Boston is known as economic engine of Massachusetts and
also as one of the most developed and innovative regionsin the world. This region
includesall of Suffolk County, alarge share of Middlesex and Norfolk counties, and
portions of Plymouth and Essex Counties.

Based on the Bureau of economic analysis, the persona income of Suffolk,
Norfolk and Middlesex Countiesis more than 50% of the total state’sincome.

Six large export industry clusters are known as the component of export sec-
tors. These clusters could be divided into two types: knowledge-based clusters and
clusters that are less knowledge intensive. The first type of these clusters includes
Information Technology, Health Care, Financia Services and Knowledge Creation.
The other type, itself is divided into two main categories of clusters. “Travel and
Tourism” and Traditional Manufacturing (such as paper, plastics and rubber and
metal working companies).

Figures 8.8 and 8.9, show export clusters’ growth in different themes, compar-
ing the Greater Boston Region, West Sub-Region and Massachusetts. Gains and
employment are two important factors in this comparison.
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The region’s economic growth includes several factors. One of them is edu-
cated workers, so that many workers without a college education didn't share in
this progress.

Another important point can be considered as the price of housing. The price
of housing has increased even faster than income growth. By increasing this gap
throughout the decade, the region’s growth ability will be decreased.
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8.11.5 Economic Over View

e Employment:

Figure 8.10 shows that unemployment rate in Greater Boston has been under the
unemployment rate in the state, over the past decade (it reached to 2.2% in 2000).
The distribution of unemployment rate is not the same all over the Greater Boston.
For example, the unemployment rate of the west sub-region (1-495) was around 2%.

e [ncome:

Wages in the Greater Boston are much better than wagesin the rest of the state. The
gap of wages between Greater Boston and rest of the state was 9.5% and it increased
to 13% in 2001. In Fig. 8.9, we can see wages in 1-495 are even higher than wages
in Greater Boston. In addition to growth of incomein this region, housing price has
more growth so that it creates an estimated affordability gap $31,460 in 1999.

e Employment by major industry:

The major activities in term of employment in this region are whole sale and
retail trade, manufacturing, Financial, Insurance and Real State (FIRE). Employ-
ment grew by 20.7% between 1993 and 2000. Also services have grown by 30.7%,
trade (whole sale and retail) by 15.4% and construction by 67.5%. The 1-495 west
sub-region with a growth equal to 62% was forerunner.

Figure 8.11 shows that the growth of employment in construction and agricul-
ture surpasses the other activities. Most of the large increase in construction can
be attributed to the Central Artery Project, increasing demand for home building
services and commercial space. On the other hand, spread of home yard service
companies boosted growth in the agriculture sector. This figure also shows day-off
in manufacturing. It is because of down sizing of regional manufacturing. Between
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Fig. 8.10 Unemployment rate: Greater Boston Region (Swift 2002)
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1993 and 1998, 50% of jobs arelost dueto plant closing or permanent layoffsin the
Metropolitan Area Planning Commission Region (which is slightly larger than the
Greater Boston Region) were from the manufacturing sector. Also in 2001, 35.5%
of Greater Boston layoffs were in manufacturing, over three times its share of total
employment.

8.11.5.1 Export Clusters

The knowledge-intensive export clusters that drive the larger economy of the State
are concentrated in Greater Boston. These export clusters are: knowledge creation,
information technology, financial services, care health, traditional manufacturing
and travel and tourism:

— Knowledge creation. The gains that were achieved in this group of clusters
include gains of research and testing, engineering and architectural services, and
the management, public relations, advertising, and accounting industries. The
most balanced growth of clusters belongs to knowledge creation and also most
of clustersin knowledge creation grew close to their state wide. By leading the
gains appropriately, growth of export industries drives demand for professional
business services like management, public relations, advertising and accounting
services (see Fig. 8.12).

— Information technology. The most effective export cluster in term of employment
in this region is the Information Technology export cluster, in away that growth
of it was more faster than average (60% vs. 21%). Two major sectors of IT that
absorbed main gains, could be introduced as “ computer software development”
and “other computer services’ (Fig. 8.13). More than 50,000 jobs were created
by these sectors between 1993 and 2000.
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Over 9% of wholejobsin thisregion are associated to I T export cluster. The growth
of this cluster in the [-495 west sub-region was much faster than its state or region
counterparts (see Fig. 8.9). Some of factors that caused this rate of growth in the
[-495, could be listed as the availability of land for development, immediate access
to major roads, ready access to professional services firms, the cultural amenities
their employees desired.

e Financial services. This cluster includes three important sectors as follows:

1. Securities and exchange services
2. Insurance carries
3. Banking and services

Engineering and
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Legal Services
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and Accounting Services
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Fig. 8.12 Knowledge creation: change in employment, Greater Boston Region: 1993-2000
(Swift 2002)
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Fig. 8.13 Information technology: change in employment, Greater Boston Region: 1993-2000
(Swift 2002)
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The growth of employment in this cluster was close to average of this region (25%
vs. 21%) between 1993 and 2000. Employment for securities and exchange services
grew dramatically. It is because of rapid rise of stock market during 1990s (see
Fig. 8.14).

But financial services employment faced to decreasein the 1-495 west sub-region

(seeFig. 8.8).

Health care. Thiscluster whereincludesteaching hospital and academic research
centers, attracts out-state patients and research funds and also causes develop-
ment of the related medical device and biotechnology sectors. The growth of
employment in the Health Care export cluster was less than average of growth
of employment in the region (7% during 1993 and 2000). While the drugs and
pharmaceutical s sector grew 173%, it still representsless than 3% of total cluster
employment in 2000 (Fig. 8.15).

Traditional manufacturing. Share of the traditional manufacturing export clus-
ter in employment after decreasing about 9%, has now been reduced to 3%
of Greater Boston employment. Reasons of this reduction have been discussed
“economic overview”. Figure 8.16 shows changes in traditional Manufacturing
sector. The same pattern exists for 1-495 sub-region.

Travel & tourism. We can study growth of the Travel and Tourism cluster in
Greater Boston by surveying the hotel industries. The grossincome in room sale
grew about 42% between year ending Jun 1997 and year ending Jun 2000, so
that at the end of this period it was about $1.3 billion®. Travelers spend usualy
on meals, retail purchases and accommodations.

Room sales in Greater Boston exceeded the statewide gains of 37%, and pro-
pelled an expansion of the industry.

Banking and
Savings Institutions

Insurance Carriers

LI rrrrrrrrrrrrrrroror o
Securities and NN

Exchange Services

T T T T T

-20 0 20 40 60 80 100 120

‘ DGreater Boston NMassachusetts ‘

Fig. 8.14 Financial services: change in employment, Greater Boston Region: 1993-2000
(Swift 2002)

6 This growth was observed in Suffolk, Middlesex, and Norfolk Counties.
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Chapter 9
Green Supply Chain Management

Ehsan Nikbakhsh

Nowadays along with the fast growth of industrialization in the world, the environ-
mental and ecological impacts of products have become a major issue. Considering
merely the economical impacts of industrial decisions, and excluding their eco-
logical impacts, make the human beings and animals more vulnerable to various
threats such as global warming, toxic environments, ozone layer depletion, and nat-
ural resources depletion. Therefore, considering environmental impacts of industrial
decisions plays an important role in preserving our environment.

Thefirst and most important step in this endeavor isto analyze productsimpacts
on environment with a holistic approach. This holism includes the analysis of
the product life cycle from the very beginning up to the very end of it. Using
this approach, ecological impacts of every little decision in various product stages
such as product conceptualization, design, raw materials processing, manufac-
turing, assembly, warehousing, packaging, transportation, reusing, and refurbish-
ing is measured and considered in designing the product and the required
operations.

Sustainability and environmental management require closing the loop of mate-
rial and product flows. Serious concerns about local, regional and international
impacts on environment and increased risk to health and safety of human beings
and animals from industrial activities have led to significant increase in green
and sustainable supply chain management research. In addition to environmen-
tal awareness, increased national and international legislation has made organi-
zations more responsible for environmental issues. However, smart companies
have also understood that returned products often contain lots of value to be
recovered.

In this chapter, we will discuss some of the fundamental aspects of Green Sup-
ply Chain Management (GrSCM). First, GrSCM, its origins, advantages, barriers,
and initiatives will be discussed. Next, we will review green design, green opera-
tions, green procurement, and GrSCM frameworks. Finally, the role of governments
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and international organizations in promoting and developing green supply chain
practices will be analyzed and discussed.

9.1 GrSCM Origins

In order to discover the origins of Green Supply Chain Management, we must
first review Supply Chain Management and Environmental Management as the two
bases of GrSCM.

9.1.1 Supply Chain Management

Supply Chain (SC) and Supply Chain Management (SCM) concepts have become
one of the most important managerial trends within the last two decades. One of
the main reasons contributing to this importance is the large share of logistics costs
in the finished product costs. Customer-orientation, intense competition, shrinking
product life cycles, and improvement of interorganizational communication tools
are among the many reasons contributing to the growing importance of SCM.

The Supply Chain and Supply Chain Management terms were introduced for the
first time in the middle of 1980s (Jones and Riley 1985) and later became more
widespread in the 1990s. Prior to that time, terms such as “Logistics” and “Oper-
ations Management” were used instead. Chopra and Meindl (2001) defined SC as
follows:

“A supply chain consists of all stages involved, directly or indirectly, in fulfilling a cus-

tomer request. The supply chain not only includes the manufacturer and suppliers, but also
transporters, warehouses, retailers, and customers themselves.”

SCM can be known as set of processes which an organization performs in order
to control its SC behaviors and achieve its predefined goals. Supply Chain Coun-
cil' (2007) defined SCM as a process which “encompasses every effort involving
producing and delivering a final product or service, from the supplier’s supplier to
the customer’s customer. Supply Chain Management includes managing supply and
demand, sourcing raw materials and parts, manufacturing and assembly, warehous-
ing and inventory tracking, order entry and order management, distribution across
all channels, and delivery to the customer.”

9.1.2 Environmental Management

Environmental management can be defined as the management of human’s
interactions with environment and their impacts on environment. Environmental

1 www.supply-chain.org.
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management has devel oped significantly from its early stagesin the late 1960s and
early 1970s. Early environmental effortswere based on controlling pollution emerg-
ing from individual sources. However, environmental management evolved into a
systematic attempt to prevent pollution at the source and manage entire ecosystems
in the 1990s.

Industrial ecology is one of the subfields of environmental management which
considers industrial systems as part of the earth ecosystem. It tries to minimize
the environmental impacts of industrial systems by closing the material and prod-
ucts flow loop and change the waste of each industry into the input of another.
The term Industrial Ecology was first coined by Harry Zvi Evan in 1973. Evan
defined hisidea of industrial ecology as a “systematic analysis of industrial opera-
tions including factors like technology, environment, natural resources, bio-medical
aspects, institutional and legal matters as well as the socio-economic aspects”
(Evan 1974). Later, industrial ecology received more attention by efforts of Frosch
and Gallopoul os (1989).

Companies pursue environmental management and industrial ecology practices
based on different motivations. The main reason is environmental laws and regula-
tions which make companies obliged to environmental issues. On the other hand,
some companies pursue these practices for the sake of their own profitability and/or
customers' requirements.

9.1.3 Green Supply Chain Management

Traditional definitions of SC and SCM have very little to do with what the product
is going through after its delivery to customers. But during recent years, SC man-
agerstend moreto consider environmental aspectsin their decision making process.
GrSCM isnot just about considering environment in SC decision making processes,
but also about productivity and making more profit.

Green supply chain (GrSC) concepts manage environmental impacts where they
occur, ideally before they occur. GrSCM tries to minimize the undesirable envi-
ronmental impacts of supply chain processes within the participating organizations
and the whole supply chain as well. Srivastava (2007) defined GrSCM as “inte-
grating environmental thinking into supply-chain management, including product
design, material sourcing and selection, manufacturing processes, delivery of the
final product to the consumers as well as end-of-life management of the product
after its useful life.”

GrSCM has emerged from two origins. First, environmental managers started
to use life cycle assessment (LCA) approach for assessing products environmen-
tal impacts. In addition to usual product design and manufacturing processes, this
approach considers many logistical activities such as material handling, packaging,
distribution, and disposal. Similarly, creative supply chain managers and analyzers
tried to improve and optimize supply chain processes by integrating environmental
issues with SCM practices.
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GrSCM has many financial and operational advantages in addition to its envi-
ronmental importance and necessity. Porter and van der Linnder (1995a, b) debated
that waste elimination, resource saving, and productivity improving aspects of green
practices can lead to competitive advantages for green companies. Also, Rao and
Holt (2005) discussed that greening different phases of the supply chain leadsto an
integrated GrSC, which ultimately leads to competitiveness and better economical
and operational performance.

9.1.4 A Note on Sustainable Supply Chain Management

Sustainable Supply Chain Management (SSCM) origin dates back to the late 1980s
when World Commission on Environment and Devel opment (WCED) put forth the
“sustainable use” and “sustainable development” concepts. WCED pointed out the
threats of deteriorating natural resources to human beings, animals, and environ-
ment. WCED (1987) has defined sustainable development as “development that
meets the needs of the present without compromising the ability of future genera-
tions to meet their own needs.” Sustainable development has three main dimensions
known as economical, social, and environmental (Fig. 9.1). These dimensions are
highly rooted in political and social scenes, but they are also related to industrial
fields (Preschey 2005).

In recent years, sustainability concept has been introduced to many fields, includ-
ing economics, technology, agriculture, and SCM. According to Schmidt (2005),
SSCM is concerned with internal and external management of supply chain, inte-
grating the dimensions of sustainable development. Therefore, SSCM approach can
be defined as considering environmental, economical and social issues in supply
chain management.

Although GrSCM and SSCM are usually being used interchangeably in SCM lit-
erature; one must note that these two concepts are slightly different. SSCM includes
economical and social sustainability issues as well as environmental sustainability

Environmental

Bearable
Sustainable

Fig. 9.1 Sustainable develop-
ment dimensions (Wikipedia
Contributors 2007)
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issues. Therefore, SSCM is a broader field which includes GrSCM as a part of it.
For the sake of clarity, we will use the term GrSCM through this chapter.

9.2 GrSCM Advantages and Barriers

Although environmental management imposes higher initial costs and restrictions
on design and manufacturing practices, implementing GrSCM practices will lead
to many advantages. GrSCM advantages can be categorized based on costs, risk,
productivity, property value, and environment. Some examples of these advantages
are summarized in Table 9.1.

GrSCM has also direct effects on SCM practices itself too. Integrating environ-
mental and supply chain management can increase SC efficiency and flexibility.
Also, it makes SC lean due to minimization of the amount of waste generated in SC.
Other effectsinclude (Wilkerson 2005):

— Improving Agility: GrSCM helps mitigate risks and speed innovations.

— Increasing Adaptability: GrSC analysis often leads to innovative processes and
continuousimprovements.

— Promoting Alignment: GrSCM involves negotiating policies with suppliers and
customers, which resultsin better alignment of business processes and principles.

From amacro-level perspective, GrSCM leads to green products, which in turn cre-
ates new markets for these products and their required material and inputs. This
gives the green companies a great competitive advantage. Also, GrSCM creates
incentives for SMEs to adopt better green practices.

The main barriers of GrSCM can be divided into four main groups including
environmental requirement costs, lack of green awareness, technological barri-
ers, and lack of environmental information, knowledge and trainings. Concern-
ing GrSCM Dbarriers, different organizations and institutions are responsible for
eliminating these barriers.

Table 9.1 Organizational advantages of GrSCM practices
GrSCM practices advantage Sample advantage

Reducing costs Raw material and energy costs,
insurance costs

Reducing risk Waste bills and pollution fines,
water and/or energy shortages

Improving productivity Using naturd light and ventilation

Increasing property value Lowering operating costs

Improving public image Increasing sales, better public

perception and community
support, proving the company
seriousness

Creating healthier environments  Less toxins and cleaner air, less
hazardous production processes
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Min and Galle (2001) debated that environmental requirement costs and invest-
ments is the main obstacle to green purchasing programs. Customers/suppliers
partnership in green project and governmental loans can initiate many projects
whichinturnwill be profitable. Lack of green awareness|eadsto other barrierssuch
aslack of government involvement and participation, and lack of top-level manage-
ment support to name a few. Therefore, it is everybody’s responsibility to promote
GrSCM, especialy governments and final customers. Breaking technological bar-
riers can only be achieved viainterorganizational cooperation and investment from
both governments and large influential companies. Finally, lack of environmental
information, knowledge, and training can resolved through environmental informa-
tion databases, knowledgetransfer networks and providing moretraining classes for
government and organizations personnel .

9.3 GrSCM lInitiatives

Many factors can initiate the adoption of GrSCM by companies. GrSCM initiatives
can be divided into four main groups as follows:

1. Customer Requirement: Customer requirements play an important role in SC
design and specifications, and suppliers usually comply with these requirements.
Green thinking letsthe customers, especially major customers, use their influence
on suppliers to adopt green practices. This demand has cascade effect and goes
through the entire supply chain. Also, major customers should help suppliers
achieve this goal by partnering in product and process design.

2. Governmental and International Laws and Regulations: Governments, national
standard institutes, industrial development bureaus, and local authorities have a
great impact on industries by passing laws and regulations and controlling the
industries to implement these regulations. International unions, such as UN and
EU, aso pass laws and regulations which make countries conform to GrSCM
practices.

3. Organizational Green Awareness: The economical impacts of using old and
worn products for purposes such as repairing, reusing, reassembly, refurbish-
ing and recycling on organizational productivity and cost reduction is another
important initiative for companies to develop GrSCM practices. For example,
in 2005 and 2006, Texas Instruments (T1) initiated 223 new resource preserva-
tion projects. The initial $9.7 million investment led to a $7.7 million annual
savings for a simple payback of just 15 months. These projects help Tl use nat-
ural resources such as water and fossil fuels, more efficiently and reduce the
company’s environmental impacts (Texas | nstruments 2007).

4. Environmental Activists and NonGovernmental Organizations (NGOs): These
groups can create green awareness within both societies and industries as well.
First, they can encourage people to buy green productsinstead of their nongreen
counterparts. Despite the lack of expertise in technical fields, environmental
activists, and NGOs can till have impact on industries by promoting green
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awareness among people and requiring industries to adopt green practices. Kong
et a. (2002) examined how NGOs could create green awareness in industries as
their partners. They debated that consumers need to feel empowered to make a
difference through their behavior; and they should also be able to improve their
quality of life.

9.4 Green Design

There are many facets of the supply chain that could be improved via GrSCM. LCA
Studies have shown that up to 70% of opportunities for mitigating environmen-
tal impacts and resource demand reduction are determined by the product design
(Johannson 2001). Therefore, the first issue that green companies focus on is the
design and production of the product. One must note that these efforts cannot be
done for the whol e products and each product should be analyzed separately. Com-
panies in similar industries may produce vastly different products, in a number of
different ways. Therefore, such an approach cannot be generic.

Green design concepts have been used extensively in the GrSCM literature for
designing products with certain environmental considerations. Fiksel (1996) has
defined green design as the systematic consideration of design issues related to
environmental health and safety over the product life cycle during new product
design and production process design. Green design is a multidisciplinary field
and requires different areas of expertise such as environmental risk management,
product safety, pollution prevention, resource conservation, and waste management
(Srivastava 2007). Currently, green design literature seems to be mature and numer-
ousworksexist. Thisliterature can be categorized based on two main environmental
approaches, life cycle assessment and environmental conscious design.

9.4.1 Life Cycle Assessment

When addressing the environmental impacts of products, one cannot just consider
the product design and production stages, but ’he must consider the product from
its combining raw materials to end of its life. The approach considering this fact is
life cycle assessment. The main idea of LCA is that designers and companies must
not only look at their own direct environmental burdens, but also |ook at the indirect
burdens as well.

LCA can be described as an objective process for evaluating the environmen-
tal burdens associated with a product, process, or activity through its lifespan. It
identifies and quantifies the materials and energy used and wasted. Also, LCA
assesses and implements different plans for improving environmental aspects. This
assessment covers the entire life cycle of the product, process or activity, includ-
ing extracting and processing raw materials; manufacturing, transportation and
distribution; reuse and maintenance; recycling and final disposal (Guinée 2002).



202 E. Nikbakhsh

There are four main types of LCA methods for different situations. Cradle-to-
Grave is the most common LCA and is used for the analysis of materials used
in making a product. This analysis covers the entire product life cycle. Wheel-
to-Wheel determines the efficiency of transportation system fuel consumption.
Cradle-to-Gate calculates the efficiency of product until it is delivered to the cus-
tomers. Finally, Cradle-to-Cradleis a new way of thinking which tries to make the
grave of a product, another product cradle. For example, many companies recycle
used high quality paper in order to make newspapers paper or cardboard which have
lower quality but they still can be used.

9.4.1.1 LCA in 1SO 14040:2004

The main procedure for LCA is ISO 14040:2006 part of the ISO 14000 envi-
ronmental management standards. Direct applications of this model are product
development and improvement, strategic planning, public policy planning, and
marketing. The guidelines for each phase are provided in 1SO 14040:2006. The
conceptual framework of 1SO 14040 LCA model has four main processes (Fig. 9.2)
as follows (1SO 2006):

1. Goal and Scope Definition: In this phase, the goal of LCA study, its intended
application, the reasons for carrying out the study, the intended audience, the
boundaries of study, and the study methodology are stated.

2. Life Cycle Inventory: The second phase involves product system modeling,
data collection, data description, and data verification. Collected data includes

1. Goal and
Scope Definition
(ISO 14044)

&

2. Life Cycle
Inventory
(1SO 14044)

&

3. Life Cycle
. Impact
Fig. 9.2 Four phases of LCA pmpact <:>
proposed by 1SO 14040:2006 (ISO 14044)
(1SO 2006)
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quantified inputs (e.g., raw material and energy) and outputs (e.g., air emission,
water pollution, and solid wastes) of processes of the product system.

3. Life Cycle Impact Assessment: In this phase, the impacts of the system processes
on human health and the environment are assessed. Every impact is associ-
ated with the corresponding raw material and energy inputs and environmental
outputs quantified by the inventory.

4. Interpretation: This phase is the most important phase. In this phase, different
opportunitiesto reduce energy, material inputs, or environmental impacts at each
stage of the product life cycle are evaluated and implemented. The results of this
phase are dependent on the other three phases; therefore, interpretation must be
donewith feedback from other phases. If necessary, outcomesof each phase must
be reviewed and corrected.

9.4.1.2 LCA and SCM

One must note that designing a supply chain concurrently with its corresponding
productsis a SCM best practice. LCA seems to be a useful tool for this approach
because of its generality and also covering the entire life cycle of product which
leadsto analysis of logistical activities.

Currently, many researchersareusing LCA intheir green SC analysis approaches.
Hagelaar and van der Vorst (2002) debated that the integration of different types of
LCA results in different SC structures to meet the specific specifications of each
LCA type. Sanchez et a. (2004) have tried to develop operational models to help
companies understand, monitor, and assess their products life cycles. Matos and
Hall (2007) argued that sustainable development pressures have increased com-
plexities and presented ambiguous challenges that many current environmental
management techniques cannot adequately address.

Hugo and Pistikopoulos (2005) presented a multiobjective OR-based methodol-
ogy for explicit inclusion of LCA in the process of supply chain network design. At
the strategic level, the model selects the sites, allocate demands, determine capac-
ity expansion, and assign distribution links required to satisfy the demands in the
markets. Also, at the operational level, the model determines optimal production
profiles and materia flows between various components within the supply chain.
The authors have incorporated the LCA via considering a set of life cycle stages
and appropriate LCA method.

Puigjaner and Guillén-Gosalbez (2008) have presented a framework for SCM in
batch chemical process industry considering SC dynamics, environmental issues,
novel business aspects, and KPIs. They have considered the SO 14000 L CA model
as the basis of their environmental analysis and constructed their model based on
the first three phases.



204 E. Nikbakhsh

9.4.2 Environmentally Conscious Design

Environmentally consciousdesign (ECD) triesto consider environmental i ssues dur-
ing the product and process design and design the product as sustainable as possible.
Thebenefits of ECD includeimproved product quality at lower costs, cleaner plants,
reduced disposal costs, reduced environment and health risks, better public image,
and higher productivity (Zhang et al. 1997). The main goal of ECD isto design the
product and its production processes in way that recovery rate of green operations
such as reducing, reusing, and recycling increase significantly.

Tukker et al. (2001) have highlighted three ECD best practices by analyzing six
leading EU institutes in the field of sustainable product design. The findings were
asfollows:

e Method development occurs within a well-coordinated structure

e This structure ensures communication between participants, and feedback loops
between different phases

e Thetoolbox available consists at least of the following elements:

— Up to date, databases and easy-to-use software tools for product analysis

— Manualswith clear and comprehensive schemes and procedures

— Simplified tools (checklists, design rules, protocols) that are specifically made
to cope with environmental bottlenecks related to particular product groups
and/or industrial sectors

ECD approaches can be classified into several categories (Srivastava 2007) such as
material/product recovery (Ferrer 2001; Guide and van Wassenhove 2001), design
for recycling (Bellmann and Khare 2000; Masanet and Masanet 2007), design for
disassembly (Krikke et al. 1999, 2003; Moore et a. 2001), design for waste min-
imization (He et a. 2004), design for remanufacturing (Bras and Mclntosh 1999),
design under legislations (Bellmann and K hare 2000), and design for better material
choices (Krikke et al. 1999).

ljomah et al. (2007) have developed guidelines for design for manufacturing to
facilitate remanufacturing and support sustainable manufacturing. Also, Zhang and
Gershenson (2002) discussed the benefits of modular design in ECD and the pos-
sibility of decreasing the green operations costs. Masui et al. (2003) incorporated
environmental issues into QFD to manage environmental requirements during early
stages of product design. Zhang et al. (1997) and Srivastava (2007) have presented
a comprehensive review on environmentally conscious design approaches. Also,
Gungor and Gupta (1999) have reviewed environmentally conscious manufacturing
and product recovery.

9.4.2.1 Hierarchic Framework for Environmentally Conscious Design

Madu et al. (2002) presented a systematic customer-oriented hierarchic frame-
work for environmentally conscious design. Thisframework integrates green design
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issuesinto the product design using a L CA approach for evaluating the product envi-
ronmental impacts. Also, it is shown how to integrate customersin theinitial stages
of product design. The authors have used AHP and QFD for developing customer
requirements priorities and translating them into the design requirements. Finally,
the authors have implemented their methodology in a paper recycling system. The
proposed model has four main stages as follows (Madu et al. 2002):

1. Prioritizing customer requirements: First, the customers' requirementsinforma-
tion is surveyed through one of the popular market survey methods, e.g., focus
group. The gathered data will be statistically analyzed for finding requirements
with significant importance. Then, these factors are prioritized through AHP.

2. Translating customer requirements into technical specification: In this phase,
high-priority customers requirements are aligned with technical design speci-
fications using QFD.

3. Developing design plans: The impact of the most important design specifica-
tions on product performance is analyzed using Taguchi design of experiments
method. Further assumptions on the level of most important design specification
are tested using Taguchi loss function.

4. Evaluating plans based on costs and environmental impacts: In this stage, al
of the manufacturing, environmental and social costs are assessed. For eval-
uating environmental impacts, a thorough input—output analysis and life cycle
assessment is performed. Finally, the best plan with minimum cost is selected.

9.5 Green Operations

Green operations are intended to mitigate the environmental impacts of prod-
ucts once the design has been finalized. Therefore, the main application of green
operations is improving an existing product or process. These operations include
manufacturing and remanufacturing, reverselogistics and network design, and waste
management.

9.5.1 Manufacturing and Remanufacturing

The main goa of green manufacturing is to reduce the product environmental
impacts by using proper material and technologies, while green remanufactur-
ing tries to restore worn-out products to like-new condition (Lund 1984). Green
manufacturing includes activities such as reducing, and recycling; while remanu-
facturing includes reusing, and product/material recovery. Also, one must note that
green manufacturing and remanufacturing requires inventory management, produc-
tion planning, and scheduling besides usual planning due to varying and unknown
amounts of returned products for recycling. Guide et al. (1999) have presented a
review on production planning and control for remanufacturing.
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Reducing is atechniquein which the consumption rate of scarce materialsand/or
energy is minimized. Recycling refers to activities performed to recover material
from products. Bellmann and Khare (1999) have considered recycling in automo-
biles; while, Krikke et a. (1999) have considered it in electronics industries. Pagell
et al. (2007) have discussed supply chain implications for companies in recycling
business; while Pati et al. (2008) considered a goal programming model for paper
recycling system.

Reusing is the concept of using intact parts of used products for manufacturing
activities (Krikke et al. 1999; Ferrer 2001; Fleischmann et al. 2001; Fernandez and
Kekdl e 2005). Product/material recovery refersto activities performed to regain the
product value at the end of its life cycle. These activities include repair/refurbish
(Krikke et a. 1999; Ferrer 2001; Fernandez and Kekde 2005), and disassembly
(Gungor and Gupta 1999; Tateno and Kondoh 2006; M cGovern 2007).

9.5.2 Reverse Logistics and Network Design

Implementing GrSCM practices requires the flow of material from the final cus-
tomers back to retailers, collection points, manufacturers, and/or disposal sites.
Therefore, reverselogistical activities are different from traditional logistical activ-
ities in which the flows of materials and products are from the suppliers to the
customers. Rogers ans Tibben-Limbke (1998) have defined reverselogistics (RL) as
“the process of planning, implementing, and controlling the efficient, cost effective
flow of raw materials, in-process inventory, finished goods and related information
from the point of consumption to the point of origin for the purpose of recapturing
value or proper disposal.”

RL activities vary from product/industry to product/industry; but common activ-
ities are collection, transportation, inspection/sorting, storage, reprocessing (includ-
ing recycling, reusing, repairing/refurbishing, etc.), and/or disposal. Based on the
main recovery options categorized by Thierry et al. (1995) and the classification of
return-objects by Fleischmann et al. (1997), Lu and Bostel (2007) proposed four
kinds of basic RL network including directly reusable network (DRN), remanu-
facturing network (RMN), repair service network (RSN), and recycling network
(RN).

RL literature is very extensive covering topics such as network design
(Fleischmann et al. 2001; Min et al. 2006; Lu and Bostel 2007; Srivastava 2008),
inventory (Mostard and Teunter 2006), location-inventory (Wang et al. 2007), return
demand estimation (Srivastava and Srivastava 2006), SC asset management and
investments (Sharma et al. 2007; Kocabasoglu et al. 2007), and managerial issues
(Fernandez and Kekale 2005).

Successful adoption and implementation of RL depends on several intraorga-
nizational factors, including commitment to environmental preservation, ethical
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standards, and the existence of supporters or policy makers with a commitment for
the adoption of environmentally friendly policies (Murphy and Poist 2003; Richey
et al. 2005). Beamon (2005) discussed ethical issues that SC engineers have to deal
with. Beamon pointed out thereis a gap about decision making and ethical issuesin
the SCM research. Manning et al. (2006) evaluated ethical modeling mechanisms
for ranking an organization’s ethical aspects and prioritizing the ethical impactsin
food supply chains.

Krumwiede and Sheub (2002) discussed the issues and processes that an orga-
nization has to deal with to engage in the RL business. Tibben-Lembke (2002)
discussed different challenges for RL that occur during each stage of a product life
cycle. Comprehensive Surveysof RL are presented by Fleischmann et a. (1997) and
Meade et al. (2007). Shihi and Eglese (2007) have surveyed problemsin the areas of
reverse logistics, waste minimization, and vehicle routing which can be formulated
as combinatorial optimization. Also, Fleischmann et a. (2000) have compared nine
case studies on recovery networks.

9.5.3 Waste Management

Waste Management is the management of waste generation and its impacts
through activities such as source reduction, pollution prevention, and disposal.
Marguglio (1991) defines waste minimization as reducing hazardous waste gener-
ated during production and operations, or afterwards treating, storing, or disposing
wastes. Source reduction and pollution prevention strategies try to hinder pollu-
tion at the generation source; while disposal is intended to dispose waste after its
generation (Marguglio 1991).

Abou-Elaaet a. (2008) discussed two pollution prevention scenariosin a broad
paper mill. Chinh et al. (2007) analyzed the anthracite production in Vietham using
LCA and discussed pollution prevention options. Henningsson et al. (2004) dis-
cussed the value of resource efficiency in food industry and potential of source
reduction for substantial saving.

Wey (2005) devel oped an integrated decision support system for the optimization
of waste incinerator siting problems. Also, Erkut et a. (2008) considered a multi-
criteria facility location model for municipal solid waste management in north of
Greece. Alumur and Kara (2007) considered alocation-routing model for hazardous
wastes.

In recent years, the researchers are focusing on environmental management
system implementation effects as well as operational issues. White et al. (2003)
discussed the management challenges of reverse manufacturing in computer indus-
try. Kautto and Melanen (2004) analyzed the impacts of waste management policy
on 14 Finnish companies.



208 E. Nikbakhsh

9.6 Green Procurement

Procurement capabilities, responsiveness, and flexibility have major impacts on an
organization's SC performance and its ability to satisfy customers’ requirement on
time and properly. Burt and Pinkerton (1996) defined procurement as the process
of “deciding what, when, and how much to purchase; the act of purchasing it; and
the process of ensuring that what is required is received on time, in the quantity
and quality specified.” Procurement activities include inventory management, iden-
tifying requirements, determining requirement specifications, finding appropriate
supplier(s), contract negotiation and management (price, amount, quality, delivery
schedules, etc.), receiving, quality inspection, storage, and inbound distribution.

Green procurement tries to minimizethe environmental impacts of selected prod-
ucts and services. Unlike green design and green operations, green procurement
refers to activities which most of them happen outside the organization bound-
aries. Hence, greening procurement processes and system is a major start point in
greening SC, because procurement processes are usualy the first place in which
an organization and its suppliers encounter. Customers usualy try to persuade
their suppliers to meet their requirements during contract negotiation meetings.
Therefore, incorporating green criteria in this process can lead to greening the
whole SC.

Green procurement has received attention from academics and practitioners. For
example, Min and Galle (2001) surveyed the US firms green purchasing practices.
Humphreys et al. (2003a) used a cased-based reasoning approach for integrating
environmental factorsinto the supplier selection process. Humphreyset al. (2003b)
developed a framework and a decision support tool for integrating environmental
criteria into supplier selection process. Finally, Chen (2005) proposed that green
purchasing provides a positive effect on the implementation of 1SO 14001 envi-
ronmental management. He also presented a framework of guidelines for green
purchasing and the related implementing procedures.

9.6.1 Green Public Procurement

Due to governments' large amount of purchases, government purchasing and pro-
curement behavior is very important. In some industrial and service sectors such
as computers, transportation, packaging, the impacts of government procurement
behavior on industries behaviors can be significant. Governments can create strong
incentives for industries to develop more green practices.

Bouwer et a. (2006) defined Green Public Procurement (GPP) as the approach
by which public authorities incorporate environmental criteria into their procure-
ment process, hence promoting environmental technologies and the devel opment of
environment friendly products, by looking for and choosing solutions that have the
least possible impact on the environment throughout their whole life cycle.
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GPP has been the main focus of some of SCM researchesin public administration
area. For example, Li and Geiser (2005) developed some product-related environ-
mental policy instrumentsin governmental computer purchasing at state level in the
United States. The instruments included eco-labeling, extended producer responsi-
bility, and environmentally responsible public procurement. Swanson et al. (2005)
developed a priority-setting tool for the State of California’s procurement division
to prioritize different classes of products and recommend better product brands.
Thistool considers purchase volume, environmental impacts, potential for improve-
ment, and ingtitutional factors such as existing state policies and upcoming contract
renewals. Finally, Geng and Doberstein (2008) traced GPP concepts, its spread to
China, and a number of approaches used to expand GGP adoption.

9.6.2 European Commission GPP Model

European Commission (EC) has issued a handbook on environmental public pro-
curement consisting of six chapters on different aspects of greening the public
procurement system. In this handbook, EC have proposed a GPP model to save
money and protect environment at the same time. This model is designed to help
public authorities adopt green purchasing practices. The proposed model consists of
six steps as follows (EC 2004):

1. Consider which products, services or works are the most suitable or implement-
ing GPP on the basis of factors such as their environmental impacts, costs,
information available, technologies available, and market analysis

2. Identify your needs and express them appropriately to communicateyour policies
to your potential suppliers and citizens

3. Draw up clear and precise technical specifications

4. Establish selection criteria consisting of financial, technical, and environmental
factors

5. Establish award criteria to give more weight to products or suppliers satisfying
your environmental requirements more than others

6. Use contract performance clauses as away of setting relevant extra environmen-
tal conditionsincluding transportation

This handbook tries to cover various aspects of GPP in EU. It explains the possibi-
lities offered by European Community law in a practical way, and presents smple,
operational, and effective solutions that can be implemented in public procurement.
Practical examples from public authoritiesin EU are provided as well.

9.7 GrSCM Framework

Although numerous articles on GrSCM exist, the numbers of proposed comprehen-
siveframeworksfor GrSCM are still few. Most of literaturein GrSCM is addressing
green design or operations issues. Very little articles exist which address GrSC
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analysisviageneric modelswhich could be applied to different products, processes,
and industries. In this section, two generic models, EPA “Lean and Green Supply
Chain Model” and GreenSCOR are reviewed and discussed.

9.7.1 EPA Lean and Green Supply Chain Model

The United States Environmental Protection Agency (EPA) hasissued a guide enti-
tled “ The Lean and Green Supply Chain: A Practical Guide for Materials Managers
and Supply Chain Managers to Reduce Costs and Improve Environmental Per-
formance” (McDaniel et al. 2000). This guide provides a systematic approach to
implementing a green SC. The proposed model is created through a collaboration
program with US industry, trade associations, research institution, and government
agencies (Fig. 9.3).

The proposed model has a four step decision making process. In the first step,
environmental impactswithin each processor facility areidentified. Thiswould later
alow focusing on the significant improvement alternatives. Next, the opportunities,
which would yield considerable cost savings and reduce environmental impact, are
determined. The third step is to evaluate the quantitative and qualitative benefits
of each dternative. Finally, the best dternative is selected, implemented, and its
performanceis monitored to control the behavior of the system.

9.7.2 GreenSCOR Model

GreenSCOR (LMI 2003), devel oped by L ogistics Management Institute?, isamodel
for focusing on the impacts of SCM on each stage of the product life cycle.

1. Identify Costs
2. Detemmine
Opportunities
Fig. 9.3 EPA lean and green 3m:’re

supply chain framework
(McDaniel et a. 2000)

2 www.Imi.org.
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GreenSCOR modifies the SCOR 5.0 model structure to include environmental pro-
cesses, metrics, and best practices. Most of these modifications have occurred in the
SCOR model “best practices’ part.

LMI developed GreenSCOR model through a structured approach. First, they
researched for GrSC best practices and metrics. Then, environmental impacts of
current SCOR model processeswere evaluated (Table 9.2). Then, LMI incorporated
environmental metrics and best practices into the SCOR model, and reported the
changesin away that specifies the reasons of each change and its the impact on SC
operations (Wilkerson 2003).

The Supply Chain Operations Reference (SCOR) is a state-of-the-art SCM tool
developed by Supply Chain Council. SCOR drives an end-to-end view of SC
performance. This model incorporates best practices from a variety of indus-
tries, hence making it suitable for different kinds of organizations. Currently,
SCOR model consists of five main processes including Plan, Source, Make,
Deliver, and Return. For each process, suitable required inputs and outputs,
enablers, and best practices are defined. The current version of SCOR is 9.0 as
January 2009. Before version 9.0, SCOR did not explicitly consider GrSCM;
although Return process does partially relate to GrSCM concepts.

Table 9.2 SCOR process environmental impact (Cash and Wilkerson 2003)
SCOR process  Potential environmental impact

Plan Plan to minimize energy and perilous material
consumption
Plan the handling and storage of perilous materials
Plan for the disposal of ordinary and perilous waste
Plan conformity of al supply chain activities
Source Select suppliers with positive environmental records
Select materials with environmentally friendly
content
Specify packaging requirements
Specify delivery requirements to minimize
transportation and handling requirements
Make Schedule production to minimize energy
consumption
Manage waste generated during the make process
Manage emissions (air and water) from the make

process
Deliver Minimize use of packaging materials

Schedul e shipments to minimize fuel consumption
Return Schedul e transportation and aggregate shipments to

minimize fuel consumption; prepare returns to
prevent spills of perilous materials (ails, fuels,
etc.) from damaged products
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GreenSCOR isintended to be used by organizationsthat have aready implemented
the more advanced features of environmental management and SCM. For environ-
mental management, this includes GrSCM practices and life cycle assessment. As
for SCM, the organization must implement supply chain integration and SCOR
model (Cash and Wilkerson 2003).

Supply Chain Council is still working on complete incorporation of GrSCM in
SCOR. They are designing appropriate and efficient metrics and best practices for
suitable incorporation of GrSCM conceptsin SCOR.

9.7.2.1 GreenSCOR Findings

One of the main gaps in the SCOR model was lack of process for waste disposal
during the production. Therefore, GreenSCOR added a new waste disposal pro-
cess to every function of Make process. Also, as stated before, the return process
doesnot completely account for many of GrSCM practices such as remanufacturing,
refurbishing, reusing, recycling etc (Table 9.3).

Table 9.3 SCOR performance attributes environmental linkage(Cash and Wilkerson 2003)

Performance SCOR definition Environmental definition

attribute

Reliability Delivering correct product to Delivering the correct reduces waste,
correct customer, to correct pollutions and fuel use from extra
place, at the correct time, in transportation for returned
the correct condition and products; Proper documentation
packaging and quantity, enables all of the supply chain
with correct documentation entities to keep better track of

perilous materials that are
embedded in products; thus
allowing to arrange for proper
storage, handling, and disposal.
Responsiveness The speed of providing The environmental impacts affecting
products to the customers the speed of material movement,
including regulatory or pollution
control steps within a process.

Flexibility The agility in responding to The extent to which afirm can meet
market changes to gain or the environmental demands of its
maintain competitive customers. Thisrefersto the
advantage products, their production,

transportation and
recyclability, etc.

Costs Costs of operating supply chain The costs of environmental conformity

and cleanup as well as energy
Costs.

Asset man- Effectiveness of assets Assets management in away that

agement management in order to mitigates environmental impacts

efficiency satisfy customers demand and reduces internal costs.
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LMI added new metrics to GreenSCOR to measure supply chain environmen-
tal performance. All of the metrics are supply chain oriented in order to improve
customer service by implementing environmental practices. Finally, LMI added
environmental best practices to the model. These environmental best practices are
implementabl e regardless of industry.

9.8 Role of Governmentsand I nternational Organizations

Therole of governmentsand international organizationin GrSCM is very complex.
As stated in Sect. 9.3, governments and international organization are one of the
most important initiatives in promoting GrSCM. This is mostly because govern-
ments themselves are very powerful customersin some national-level markets. For
example, public authoritiesare major consumersin Europe, spending approximately
16% of the EU’s GDP which is a sum equivalent to half of the Germany’s GDP
(EC 2004). Germany’s GDP was about 2,760 billion Eurosin fiscal year 2004 which
makesthe af orementioned saving aslarge as 1,380 billion Euros (DB 2007). Regard-
ing the environmental impacts of governmental decisions and practices, consider
another example form EU (EC 2004):

If all public authorities across the EU were to require more energy-efficient com-
puters, and this led the whole market to move in that direction, this would result in
asaving of 830,000 tones of COs.

The main activities of governmentsand international organization are asfollows:

— Balancing between green criteria and guaranteeing purchases from SMEs

— Developing environmental standards, green products standards, and related
regulations

— Supporting private sector in developing GrSCM practices

— Supporting scientific institutes and private sector in developing new green
technologies

Other activities include creating green awareness through media, setting up offi-
cial eco-labeling systems, and encouraging SMEs to adopt green practices through
various incentives such as tax exemption and service discounts. Also, Bouwer
et a. (2006) recommends policy makers to get GPP on the political agenda, define
achievable goals, create a green information knowledge base, enable and stimu-
late training, and finally implement benchmarking in order to assess their current
performance.

Besides governments' role, the roles of international organizations and treaties
are very important. For example, the regulatory role of European Union in Europe
and Supportive role of the International Organization for Standardization is signif-
icant. In addition, international treaties, such as the Kyoto Protocol for reducing
greenhouse gases, can play an important role in forcing countries to adopt green
practices.
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9.8.1 European Union

European Union (EU) is a supranational community consisting of 27 European
countries. Currently, Austria, Denmark, Finland, Germany, Netherlands, Sweden,
and UK are more actively involved in adopting green practices in public sec-
tor (Bouwer et al. 2006). Some of environmental actions taken by EU are as
follows:

— The Eco-Management and Audit Scheme® (EMAS) is the EU voluntary instru-
ment which acknowledges organizations that improve their environmental per-
formance on a continuous basis. EMAS is a management tool for organizations
to assess, report, and improve their environmental performance. Also, legislation
within the EU was introduced to encourage businesses to voluntarily adopt 1SO
14000.

— EU have passed various environmental legislations including areas such as water
protection and management, water pollution caused by nitrates from agricultural
source, soil protection, climate change, sustainable development, protection of
nature and biodiversity, waste management, noise pollution, and air pollution
(EC 2007).

— EU triesto develop and promote key international environmental agreements and
conventions as well (EC 2004). For example, regarding the Kyoto Protocol, EU
committed itself to reduceits greenhouse gas emissions by 8% between 2008 and
2012 (compared with 1990 levels).

— EU has also passed legidlation on specific substances consumption such as
Restriction of Hazardous Substances directive (RoHS) law in 2003 (EU 2003).
RoHS redtricts the amount of specific substances in electrical and electronic
equipments.

— Demonstrate and Assess New Toolsfor Environmental Sustainability* (DANTES)
isaprogram initiated by EU to educate industries how to use sustainability tools
to address environmental problems (Manuilova et al. 2005). Some of available
toolsare life cycle assessment, life cycle costing, environmental risk assessment,
Environmental Product Declarations, and environmental performance indicators.

9.8.2 United States

The main authority for environmental issues in US is Environmental Protection
Agency® (EPA). EPA isresponsible for protecting human health and preserving the
natural environment: air, water, and land. US government has passed several laws
regarding environment (EPA 2007a) including National EnvironmentalPolicy Act

3 http://ec.europa.eu/environment/emas/index en.htm.
4 www.dantes.info.
5 www.epa.gov.
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in 1969, The Clean Air Act in 1970, The Resource Conservation and Recovery Act
and The Toxic Substances Control Act in 1976, The Clean Water Act in 1977, The
Pollution Prevention Act and The QOil Pollution Act in 1990.

EPA has initiated many partnership projects with US industries (EPA 2007b)
including Climate Leaders (greenhouse gas reduction), Design for Environment,
Energy Star (energy efficiency and pollution reduction), Green Power (supporting
industries interested in buying green power), and WasteéWise (reducing municipal
waste). EPA has developed a database of environmental information on its website
for easy access to information, regulations, guideline, project, etc. EPA has also
issued a guide named “ The Lean and Green Supply Chain” for promoting GrSCM
which was discussed in Sect. 9.7.1.

9.8.3 1SO 14000 Series

The International Organization for standardization (1SO) is a worldwide federation
of national standard bodies, preparing international standards. Preparation of each
standard is carried out through 1SO technical committees. Draft standards adopted
by technical committees are passed to member bodies for voting. Among notable
management standard series are 1 SO 9000 series for quality management, and | SO
14000 series for environmental management.

The I SO 14000 series covers various aspects of environmental management sys-
tems (EMS). This standard series tries to minimize harmful effects on the environ-
ment caused by an organization’s activities, and to achieve continual improvement
of its environmental performance. The first two standards are ISO 14001:2004
(1SO 20044) defining requirements for an EM'S, and 1SO 14004:2004 (1SO 2004b)
providing genera guidelinesfor EMS. Other notable standardsin 1SO 14000 series
are shown in Table 9.4. An EM S meeting the requirements of 1SO 14001:2004 is a
management tool enabling an organization of any size or typeto (SO 2004c):

— ldentify and control the environmental impact of its activities, products or
services

— Improveits environmental performance continually

— Implement a systematic approach to setting environmental objectives and targets,
to achieving these and to demonstrating that they have been achieved.

9.9 Conclusion

In this chapter we discussed some of the fundamental concepts of Green Sup-
ply Chain Management. GrSCM, its origins, advantages, barriers, and initiatives
were introduced and discussed. Then, we reviewed green design, green operations,
green procurement, and GrSCM frameworks. At the end, the role of governments
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Table 9.4 Notable standards in environment management

1SO scope SO number
Environmental auditing SO 19011
Environmental assessment of sites and organizations SO 14015
(EASO)
Environmental labeling 1SO 14020, ISO 14021, ISO

14022, 1SO 14023, 1SO
14024, and 1SO 14025
Life cycle assessment 1SO 14040, and 1SO 14044

and international organizations in promoting and developing GrSC practices was
analyzed and discussed.

Nowadays, environmental issues are one of the most important i ssues concerning
human beings' life. In order to preserve our environment and resources for future
generations, we need to change the way we are managing and operating our supply
chains. From a financial viewpoint, GrSCM is still advantageous. Along with the
increase of awareness in environmental issues and environmental |egislative con-
straints, SC managers are becoming more familiar with the advantages of GrSCM.
Considerable improvements in supply chains can be achieved because environ-
mental problems are mostly material-oriented. For industries with lower margins,
GrSCM can lead to lower supply chain related costs. These cost reductions can be
trandated into significant competitive advantages and profit.

While many firms are working to integrate environmental issues and SCM, the
integration isfar from complete. First reason to thisfact is cultural barriers between
environmental and SC managers. Second reason is the lack of a holistic approach
within green SC projects because common green SC projects usually tend to focus
on discrete processes rather than entire system. Eventually, most green projectstend
to focus on greening suppliers and upstream processes rather than focusing on the
entire product life cycle. Companies must endeavor to leverage their competitive
advantages across their entire supply chain.

Finally, considering the high share of logistical costsin acountry’s GDP, GrSCM
is an important factor in developing national level sustainability strategies. There-
fore, fromanational viewpoint, GrSCM isakey piecein the puzzle of sustainability.
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Chapter 10
L ogistics Management and SCM in Disasters

Marjan Aslanzadeh, Ehsan Ardestani Rostami, and Laleh Kardar

An understanding of supply chain management warrants a familiarity with basic
definitionsinvolved.

“A crisisresultsin extensive human suffering, property damage, and a disruption
of society. This stretches the community’s coping mechanism beyond the break-
ing point. Crisis not only refers to an unexpected catastrophe, but also to the slow
build-up of environmental, political, or economic factors that act on a society’s
vulnerabilities’ (Blaikie et al. 1994).

“The event becomes a disaster when the community’s capacity to cope is over-
whelmed and the status quo becomes untenable. The situation is then declared
an emergency, and assistance is requested. Disasters happen when hazards meet
exposure due to vulnerability” (Russell 2005).

A disaster can be defined as “an emergency of such severity and magnitude that
the resultant combination of deaths, injuries, illnesses, and property damages cannot
be effectively managed with routine procedures or resources. These events can be
caused by nature, equipment malfunction, human error, or biologica hazards and
diseases’ (Landesman 2005).

Also, UNDHA (1993) has defined disaster as “a serious disruption of the
functioning of society, causing widespread human, material, or environmental
losses that exceed the ability of affected society to cope using only its own
resources’.

Inaresearch carried out for hisMaster’sthesis, Akkihal (2006) has clearly shown
that a natural disaster is born when fluctuations in geological and climate systems
exceed the civilization's capacity to absorb such geological and climate fluctuations,
as indicated in the following graph where “A” stands for the magnitude and fre-
quency of fluctuations in geological and climate system at specific time and place,
and “B” stands for vulnerability, or capacity of civilization at a given locality to
absorb geological and climate shocks (see Fig. 10.1).
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Capacity to Absorb Shocks

Magnitude of na-
ture’s disruption

Time A: Fluctuation in geological
and climate system
B: Civilization’s capacity to absorb
geological and climate fluctuations
Natural Disasters /

Fig. 10.1 Natura fluctuations and civilization's threshold (Akkihal 2006)

The abovediagram also reveal sthat in spite of improvementsin civilizations abil-
ities to absorb the shocks due to the furtherance of the process of industrialization,
events till occur with such strong magnitude to be identified as natural disasters.

10.1 Typesof Disasters

Thereare alot of categorizationsfor the disasters. Whybark (2007) divides disasters
into natural and political/economic.

“Natural disasters can be categorized as “acute” or “slow” in their onset. They
are predictable because they cluster in geographic areas. Natural hazards are unpre-
ventable and, for the most part, uncontrollable. Even if quick recovery occurs, natu-
ral disasters can have long-term effects. Natural disasters with acute onsets include
events such as earthquake, flood, hurricane or typhoon, tornado, fire, tsunami
or storm surge, avalanche, volcanic eruption, extreme cold or blizzard, and heat
wave. Natural hazards with a slow or gradual onset include drought, famine,
desertification, deforestation, and pest infestation” (Landesman 2005).

“Political/economic disasters arise when people are displaced by war, genocide,
political insurrection or other failures of government. These displacements can lead
to large populations who are forced from their homes and even their countries.
Natural and political disasters can strike almost anywhere” (Whybark 2007).

Another categorization has been introduced by International Federation of the
Red Cross and Red Crescent (IFRC). IFRC divides al disasters into ten types as
follows (see http://www.ifrc.org/what/disaster):

1. Hurricanes, cyclones and typhoons
2. Floods
3. Drought
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. Relief related
Evacuation and rescue
resource deployment
Evacuation means taking people Relief here means sending
away from affected area to some . .
safe place, or for hospitalization s vl I (e paner 1
’ ' affected areaa, so asto either keep
Cases: area qua_rantined or till the
- [l e dfes e evacuation plan resumes.
(natural or manmade)
with short impact time Cases:
e Predisaster evacuation e Epidemics
(warning based) e Widespread disaster (e.g.
e From disaster struck area Tsunami, pandemic)
that are prone to further e People are stranded
deterioration quarantined (flood hit
e Quick hospitalization of area, SARS affected
victims area)

Fig. 10.2 Classification of disasters based on supply chain perspective (Siroya and Joshi 2005)

4. Earthquakes

5. Volcanic eruption

6. Epidemics

7. Famine and food insecurity
8. Man-made disaster

9. Population movement

10. Technological disaster

Included in technological disasters, item no. 10 above, are: nuclear accidents,
bombings, and bioterrorism.

Taking about classification of disasters, one should consider the classification
based on supply chain perspective (Siroya and Joshi 2005). Figure 10.2 shows such
aclassification.

10.2 Why Disasters Should be Given Closer Attention

Every year large numbers of people are affected by natural disasters of varioustypes
around the world. Large sums of money are spent to provide relief for affected
population. In 2003, for example, an amount of $6 billion was spent on humanitarian
relief around the world. In 2005, the amount has been considerably greater because
of tsunami, so much so, that on March 22, 2005 an amount of $6.4 billion was
allocated for tsunami response alone.

On the other hand, the number of people affected by natural disasters is aso
ever-increasing. Research shows that the number of victims has tripled in 1990s as
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compared with the number of victimsin 1970s. Thisincrement in number of victims
isrelated to population growth on the one hand, and rise in the number of disasters
during the mentioned decades on the other hand (Kreimer and Munasinghe 1991).

Research has also reveal ed that the greater part of destructions due to natural dis-
asters occurs in the developing countries, where overpopulation and poverty prevail
(Russell 2005).

Nevertheless, it should be kept in mind that a disaster’s destructive effects do not
confine to people and places where they happen, Rather, due to economic connec-
tivity that there exists among the people and regions of the world, the unwanted
condition once started, affects the people al over the world. A quick appropri-
ate response to the needs of the affected population can, therefore, be inevitable
in that it helps the victims return to their routine life to resume productivity and
self-sufficiency.

10.3 Disaster OperationsLife Cycle

Among the various approachesto categorize disaster management operations, there
is afour-phase approach comprising mitigation, preparedness, response, and recov-
ery (see Table 10.1).

By mitigation, it is meant the application of measures through which disaster
is prevented or its impacts are diminished. “preparedness’ refers to the activities
whereby the community is sensitized to positively respond to a call for help when
“need arises’; “response” as the application of resources and emergency procedures
to protect the environment, people’slives and properties, aswell as social, economic
and political structure of the community; and “recovery” involvesthe measures that
aretaken, in thelong run, to the effect that the community stabilizes and returnsinto
normal functioning after the immediate impacts of the disaster have passed (Altay
and Green 2006).

It should be mention that the above said phases repeat themselves in the form of
acycle.

Another categorization was done by Beamon (2004) who divided arelief mission
into four phases: “ (1) assessment —minimal resources are required to identify what
is needed, based on disaster characteristics, (2) deployment — resource requirements
ramp up to meet a need, (3) sustainment — operations are sustained for a period of
time, and (4) reconfiguration — operations are reduced, then terminated. Figure 10.3
shows relief mission life cycle”.

10.4 Humanitarian, Relief, or Emergency L ogistics?

Relief logigtics, in spite of the important role it plays in saving the lives of the
victims, has not gained the due attention. For the same token, there is discrepancy
among researchers as to the meanings and concepts thereof.
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Table 10.1 Typical activities of disaster operations management (Altay and Green 2006)

Phase

Mitigation

Preparedness

Activity

Zoning and land use controls to
prevent occupation of high
hazard areas

Barrier construction to deflect
disaster forces

Active preventive measures to
control developing situations

Building codes to improve disaster
resistance of structures

Tax incentives or disincentives

Controls on rebuilding after events

Risk analysis to measure the
potential for extreme hazards

Insurance to reduce the financial
impact of disasters

Recruiting personnel for the
emergency services and for
community volunteer groups

Emergency planning

Development of mutual aid
agreements and

Training for both response
personnel and concerned
citizens

Threat based public education

Budgeting for and acquiring
vehicles and equipment
Maintaining emergency supplies

Construction of an emergency
operations center

Development of communications
systems

Conducting disaster exercises to
train personnel and test
capabilities

Phase

Activity

Response  Activating the emergency

Recovery

operations plan

Activating the emergency
operations center

Evacuation of threatened
populations

Opening of shelters and
provision of mass care

Emergency rescue and
medical care

Firefighting

Urban search and rescue

Emergency infrastructure
protection and recovery
of lifeline services

Fatality management

Disaster debris cleanup

Financia assistance to
individuals and
governments

Memorandums of
understanding

Rebuilding of roads and
bridges and key
facilities

Sustained mass care for
displaced human and
animal populations

Reburial of displaced
human remains

Full restoration of lifeline
services

Mental health and pastora
care

Gupta and Mahadevan (2005) define humanitarian logistics as the process of
planning, implementing and controlling the efficient, cost-effective flow and storage
of goods and materias, as well as related information, from the point of origin to
the point of consumption for the purpose of aleviating the suffering of vulnerable
people.
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resources )
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time

Fig. 10.3 Relief mission life cycle (Beamon 2004)

Some expertsbelievethat different typesof relief operationsrepresent the various
aspects of logistics activities. Others believe that relief missions have a number of
“coreactivities” supported by relief logistics activities.

Federal emergency management agency has divided logistics activities into five
tasks that include:

e Meet disaster victims' needs quickly.

e Provide assistance, services, materiel, transport and facility support to respon-
ders.

e Integrate into the Federal logistics system where the disaster occurs.

e Control and account for property.

e Maintain full logistics readiness during disaster and non-disaster periods.

Also Gupta and Mahadevan (2005) believe that logistics for disaster relief requires
effective management of the followings:

e Demand for relief from the disaster struck areas
e Available supplies and donated relief material

— Inventory levels
— Location and perishability of supplies

e Logisticsresource availability and response time
e Coordination of relief work — Government organizations, NGOs, foreign aid, etc.
e Costsvs. service levels

Generally, relief organizations have three main processes in their missions, namely
search and save, medical care, and meeting primary needs of affected population. As
shown in Fig. 10.4, in every one of the above mentioned processes, logistics playsa
supportiverole (PAHO 2001).
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Supply Primary needs
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Fig. 10.4 Main processes of arelief organization

10.5 Humanitarian Relief Supply Chain Vs. Commercial

Supply Chain
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“Relief chainsinvolvethe supply of basic necessitiesto aid victimsat theright place
in the quickest possible time” (Chandra 2005).

magnificient role it playsin serving human life in times of disster.

commercial supply chains as followoing:

They have highly uncertain demand pattern

Usually there are alternate supply chains operating in parallel

Highly responsive supply chains (almost zero lead time)

Lack of existing supply chaing/logistics systems to the affected areas
Inadequate existing infrastructure at the affected areas
Non-optimization of supply chain strategies due to insufficient information flow
Non-coordination between Supply Chain participants
Mutual existence of Multi-commodity supply chains
Ad hoc and poorly structured operational setups
Variable levels of technology availability

As with relief logistics, relief chain has also received little attention in spite of

Thomas (2003) distinguishes humanitarian relief chains of today from traditional
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Asit was discussed, the two types of chains differ in terms of the demand pattern.
For many commercia supply chains, the external demand for product is relatively
stable and predictable. In a commercial supply chain the demands seen from ware-
houses are stable in terms of |ocation and frequency of occurrence. In arelief supply
chain, the demands are supplies and people which are lumpy, i.e. they occur ran-
domly and in an unpredictable way such that before the occurrence of the demand,
the locations cannot be known (Beamon 2004).

A discussion of differencesin commercial supply chain and relief chain should
include differencesin physical, financial, and information flows. The differencelies
between the fact that in a corporate supply chain we have stockholders and cus-
tomers, while in ahumanitarian supply chain we have donors and beneficiaries. The
direction of arrows gives an insight as to how the flow of materials and informa-
tion takes place before and after disasters, respectively. Aswe can seein Fig. 10.5,
there is no information flow between beneficiaries and the organization in relief
chain. Also, we can see that donors provide financial and physical support to the
humanitarian organization (Harjai and Abraham 2005).

Another difference between relief chain and commercia supply chain is that the
former follows the shift from push to pull; atrend which is not familiar in commer-
cial supply chain (Whybark 2007). Characteristics of commercia supply chainsand
humanitarian relief chains are compared in Table 10.2.

-

. = Commercial

org. Distributor

Commercial Supply Chain

NGO, non- w
commercial
Org.

o
>

Distributor

Beneficiaries

<« - = Financial flow
. . =P Physical flow
Relief Chain <> |pformation flow

Fig. 10.5 Flowsinacommercia supply chain and arelief chain (Chandra 2005)
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Table 10.2 Commercia supply chains vs. humanitarian relief chains (Beamon 2004)

Supply chain
parameter

Demand
pattern

Lead time

Distribution
network
configuration

Inventory
control

Information
system
Strategic goas

Performance
measurement
system

Distribution
strategy

Demand type

Commercia supply chain

Relatively stable, predictable
demand patterns. Demands
occur from fixed locationsin
set quantities

Lead time determined by the
supplier-manufacturer-DC-
retailer chain

Well-defined methods for
determining the number and
locations of distribution centers

Utilizes well-defined methods for
determining inventory levels
based on lead time, demand
and target customer service
levels

Generally well-defined, using
advanced technology

Typicaly: to produce high quality
products at low cost to
maximize profitability and
achieve high customer
satisfaction

Traditionally: focused on resource
performance measures, such as
maximizing profit or
minimizing costs

Varies depending on the products,
customer requirements and
manufacturer resources

Products

Relief supply chain

Demand is generated from random
events that are unpredictable in
terms of timing, location, type,
and size. Demand requirements
are estimated after they are
needed, based on an assessment
of disaster characteristics

Approximately zero lead times
requirements (zero time
between the occurrence of the
demand and the need for the
demand), but the actual lead
timeisstill determined by the
chain of material flow

Challenging due to the nature of
the unknowns (locations, type
and size of events, politics, and
culture), and “last mile”’
considerations

Inventory control is challenging
due to the high variationsin
lead times, demands, and
demand locations

Information is often unreliable,
incomplete or non-existent
Minimizeloss of lifeand dleviate

suffering (Thomas 2003)

Primary focus on output
performance measures, such as
the time required to respond to
adisaster (Thomas 2002) or
ability to meet the needs of the
disaster (customer satisfaction)

Decentralized supply chain,
Initially a push strategy
followed by a pull strategy, use
of 3PL for distribution of
supplies

Supplies and people
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10.6 Decision Flow for Disaster Management Supply Chain

Disaster management system aims at protecting the life and property of the pop-
ulation and restoring to the normal life at the earliest time possible. Uncertainty,
available funding, time, interaction, political will, complexity and other sociolog-
ical issues are among the factors that constrain disaster management system. In
order to overcome the complexity on emergency environment, thereis a need to the
creativity resulted from rational design (see Fig. 10.6).

Supply chain decisions at various levels should follow a hierarchical approach
asindicated in Fig. 10.7. Level 1 denotes typical strategic decisions about various
locations, based on each hazard. At level 2, supply chain decisions are taken accord-
ing to level 1 strategic framework and the results of risk assessment. Finally, at level
3, some improvised decisions are made at site after the occurrence of disaster.

Select strategy to deal with

hazard
I
. . Administrative (supply
Economic Political chain decision lie here)
I—I—I [
I |
Funding Cost Neutrality Governance
I I |
Flexibility Expertise Responsiveness

Fig. 10.6 Strategiesto dea with hazard (Siroya and Joshi 2005)

Strategic decisions for various locations based on hazards

D epending on location-hazard combination, respective supply chain
decisions

Improvisations in face of disaster at site _ taking out-site quick decisions

.

Fig. 10.7 A Hierarchica approach for relief chain decisions (Siroya and Joshi 2005)
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l Zone of Strategic Fit

Efficient

Supply Chain
Certain Implied Uncertain
Demand <+ Uncertainty —» Demand

Spectrum

Fig. 10.8 Cross zone of strategic fit (Priyesh and Ramanan 2005)

10.7 Strategic Fit and Scope

The starting point in designing a supply chain is its evaluation on the basis of
strategic fit and scope depending on the required circumstances. The criteriafor the
evaluation of the responsiveness and efficiency of a supply chain are the uncertain-
ties in the demand. High uncertainty in demand requires responsive supply chains
while stable demand patterns need highly efficient supply chains. The following
diagram captures the idea behind strategic fit of the supply chain (see Fig. 10.8).

One unique characteristic of the demands in a disaster is their unpredictability.
The demand calls for a prompt and quick response. This requires a more responsive
supply chain rather than an efficient one (Priyesh and Ramanan 2005).

10.8 Challengesfor Relief Chain M anagement

According to Beamon (2004), relief supply chains usually have problems regard-
ing their structures, distribution network configuration, inventory control, disaster
assessment, cooperation and coordination, procurement uncertainties and limita-
tions, and performance measurement. In addition to above-mentioned challenges,
one can consider the followings:

e Uncertainty in the number, location and presence of warehouses and distribu-
tion centers which pose problems for inventory storage, handling and logistics
support.



232 M. Aslanzadeh et al.

Lack of information flow upstream the supply chain, whichisvital for an efficient
supply chain.

Destruction of/lack of basic and supporting infrastructure causing difficulty in
setting up/supporting the relief supply chain.

Uncertain demand raises issues such as how much inventory to hold, and how
much to reorder.

Bottlenecks can arise in the supply chain in terms of limited warehouse capacity,
insufficient transport services.

Lack of co-ordination in the supply chain and lack of central command which
leads to waste of some resources, scarcity of some other resources, duplication
of efforts from government and external aid agenciesyNGOs.

Presence of many relief agencies operating at the same time at the disaster
location leads to competing and clogging of basic resources.

Different commodities have different lifespan, different production times, but use
the same distribution, logistics, and warehousing resources (Chandra 2005).
Lack of planning and preparedness — even for disasters with forewarning, the
government has no proactive measures planned with respect to evacuation of
cities/towns.

Lack of information systems — with a lot of manual procedures being involved,
information regarding the relief work cannot be easily shared among the entities
involved.

Lack of tracking and tracing of supplies — due to the lack of effective tracking
and tracing systems, it is difficult to determine whether the supplies are enough
to meet the demand of relief materials. Without tracing of these supplies, it is
also tough to predict the response times of the relief efforts.

Lack of trained logisticians — the relief cannot reach the interior parts of the
country dueto the lack of trained logisticians as the government only attemptsto
get the aid to the district centers (Gupta and Mahadevan 2005).

In his article, Chandra (2005) has represented the following recommendations for
the problems:

Use of e-commerce, internet and other information technology tools to manage
information and logistics flow through the relief chain;

e Better co-ordination between variousrelief supply chain participants
e Public—private-partnershipsfor increasing efficiency of operations
e Inventory reduction strategies to stop the low priority goods from reaching the

disaster site

e Use of mathematical techniquesfor optimal routing thus reducing lead times
e Learning from the military supply chain
e Learning from past experiences for government, and NGOs above

(Chandra 2005).
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10.9 Relief Logisticsasa System

According to Daftari and Bijan (2001), logistics can be analyzed into ten sub-
systems of ;

Planning subsystem

Procurement subsystem

Inventory subsystem

Distribution subsystem

Transportation subsystem

M aintenance subsystem

Control subsystem

Human resource subsystem

Information & Communication subsystem
— Administration subsystem

Subsystems more related to relief logistics are introduced in detail in the remainder
of this chapter.

10.9.1 Planning Subsystem

The process of planning before the disaster is different from the process of planning
after the event.

Before the disaster, i.e. in preparedness phase, we determine the tasks to be per-
formed, the parts of an organization to carry the responsibilities, how to procurethe
resources required. Among such activities are:

Zoning and land use controlsto prevent occupation of high hazard areas
Maintenance and preparing transportation system

Logistical support in the area

Having a national or regional plan based on the vulnerabilities of the infrastruc-
ture

Risk analysisto measure the potential for extreme hazards

Insurance to reduce the financial impact of disasters

Recruiting personnel for the emergency services and for community volunteer
groups

Development of mutual aid agreements and memorandums of understanding
Training for both response personnel and concerned citizens

Budgeting for and acquiring vehicles and equipment and other goods
Development of communications systems

Threat based public education (Altay and Green 2006)



234 M. Aslanzadeh et al.

Other factors requiring attention in planning before the disaster are the sociocul-
tural features of the affected population. These are:

e |dentifying the population’s dietary habits, including the types of food they will
not consume for religious, cultural, or traditional reason.

e Identifying local and regional producers before asking for food assistance or
negotiating the acquisition of food in other regions

e Finding out what type of clothes are used, and which ones are not worn due to
cultural or environmental reasons.

e |dentifying the most common typesof housing and construction materials, includ-
ing the cultural or environmental reasons.

After a disaster occurs, assessment gains the greater importance in planning sub-
system in that it helps fulfill the role of demand planning in relief supply chain.
Assessment helps find out:

What is needed?

How much is needed?

When it is needed?

Where it is needed? (PAHO 2001).

Assessments generally consist of several activities namely, survey and data collec-
tion, interpretation, forecasting, reporting and monitoring.

Various methods used in order to obtain data. These methods, range from obser-
vations and interviews by specialists, to statistical samplings and using checklists.
The data and dataanalysis procedures are reported by an assessment team and ideas
about future developments are presented to the interested parties. The information
to be collected includes:

The needs of the population

Thelocal infrastructure capacity
Thelevel of damageto the infrastructure
The local resources available

In this connection, certain standardized procedures and tables to estimate the needs
of the population are used (see Table 10.3). WHO has provided the following
guidelinesfor categorizing the needs of affected popul ation:

Medicines

Water and environmental health
Health supplies/kits

Food
Shelter/electrical/construction
Logistics/administration
Personal needs/education
Human resources
Agriculture/livestock
Unclassified



Table 10.3 Sample form for estimating required food quantities (PAHO 2001)

Daily Days Total Total required quantity (in metric tones)
average consumption
ration (gr) per person For 500 For 1,000 For 2,000 For 5,000 For
during the people people people people 10,000
period (kg) people
10 20 0.9 0.45 0.9 18 45 0.9
120 12 0.6 12 2.4 6.0 12.0
180 1.8 0.9 18 3.6 9.0 18.0
20 0 18 0.9 18 3.6 9.0 18.0
120 24 12 2.4 4.8 12.0 24.0
180 3.6 18 3.6 7.2 18.0 36.0
30 90 2.7 135 2.7 6.4 135 27.0
120 3.6 18 3.6 7.2 18.0 36.0
180 54 2.7 5.4 10.8 27.0 54.0
40 90 3.6 18 3.6 7.2 18.0 36.0
120 4.8 2.4 4.8 9.6 24.0 48.0
180 7.2 3.6 7.2 14.4 36.0 72.0
50 90 45 2.25 45 9.0 225 45.0
120 6.0 3.0 6.0 12.0 30.0 60.0
180 9.0 45 9.0 18.0 45.0 90.0
60 0 5.4 2.7 5.4 10.8 27.0 54.0
120 7.2 3.6 7.2 14.4 36.0 72.0
180 10.8 5.4 10.8 21.6 54.0 108.0
80 90 7.2 3.6 7.2 14.4 36.0 72.0
120 9.6 4.8 9.6 19.2 48.0 96.0
180 14.4 7.2 14.4 28.8 72.0 144.0
100 90 9.0 4.5 9.0 18.0 96.0 90.0
120 12.0 6.0 12.0 24.0 144 120.0
180 18.0 9.0 18.0 36.0 90.0 180.0

Quantity of people who can be fed with

1 metric
tons

1,111
833
555
555
417
278
307
278
185
278
208
139
222
167
111
185
139

92
139
104

69
111

83

56

50 metric
tons

55,560
41,670
27,780
27,780
20,830
13,890
18,520
13,890
9,260
13,890
10,420
6,940
11,110
8,330
5,560
9,260
7,140
4,630
7,140
5,210
3,470
5,560
4,170
2,780

100
metric
tons

200
metric
tons

SkIsesIq ul INDS pue Juswiefeue N soisibo 0T
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Other tasks related to the assessment include assessment of local capacity and local
infrastructure capacity.

Local capacity involves not only the physical resources available at the site of an
emergency, but also any factorsthat may help emergency supply management, such
aslocal knowledge of the terrain or weather patterns, or socia capital in the form of
community organizations, formal and informal communications channels, and the
like.

In local infrastructure capacity, assessment covers such areas as:

e The state of roads, waterways, and other transport infrastructure needed to guar-
antee the arrival of emergency supplies in the region or country that has been
affected

e Theexistence and availability of supply storage facilities

e Theexistence and availability of means of transport

e The state and capacity of points of arrival (airports, ports, borders, and so on
(PAHO 2001))

10.9.2 Procurement Subsystem

Goods and commodities to be distributed to victims of an act of God may be sup-
plied from various sources and locations. They may be obtained in the form of
donations, grants, giftsin kind. They may be provided as requested for or just unso-
licited; they might be offered directly by a given government, or by multilateral
institutions — governmental or nongovernmental.

Speaking of relief procurement, one should also bear in mind the “pre-sourcing”
whereby materials such as blankets, tents, etc. are provided in advance by way of
signing contracts with local and/or international suppliers. This has the advantage
that not only the costs are reduced, but also better quality goods and commodities
can be obtained (Sowinski 2003).

Aswas said above, aid may be obtained in number of different ways, each hav-
ing its advantages and disadvantages. The Pan American Health Organization has
contributed information quoted in Table 10.4.

10.9.3 Transportation Subsystem

Of great importance in getting the aid to the victims of hazardsis the transportation
systeminitsvariousforms: air, land, or waters; civil or military, commercial or non-
commercial. Transportation may be carried out where necessary, even such animals
as donkeys and mules may also be used.

Use of transportation for making the aid available to the victims has its own
problems. Roads and other infrastructure, for example, may have been damaged
due to earthquake or floods — necessitating the use of airplanes and helicopters
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Table 10.4 Pros and cons of different kinds of acquisition (PAHO 2001)

Form of Advantages Disadvantages
acquisition
Local purchase Prompt delivery Not aways available in the quantity
and quality needed
Lower transport costs Can generate competition between
organizations for the purchase of a
product
Support for local economy Can cause shortages in the local
market
Imports Possible to obtain better quality, Longer delivery time
large quantities
Can order according to Higher transportation costs
specifications
Do not support the local economy
Donations Free or low-cost (bear in mind: Frequently, items have not been asked
every donation has a cost) for
Promotes national and Supplies sent may not meet loca
international solidarity needs
If unusable, their handling leads to a
waste of time and resources
Itishard to reject them if they are
useless
Loans Sometimes, it is equipment or Depends on how long the items can be
materia that ishard to purchase on loan

The loaned items must be cared for
and must be replaced if damaged

It is hard to demand responsibility,
quality, or the meeting of deadlines
and other commitments

Lowers operation costs

which in turn creates overload and congestion of the airport facilities. All these
make decision-making of great importance to choose the right type of transporta-
tion with due regard to the factors of time and transportation availability as the first
priorities; and costs and compatibility as the second priorities (Russell 2005).

10.9.4 Inventory Subsystem

Inventoriesallocated for relief purposesare generally of social nature and in the ser-
vice of social goals, where strategic and defense inventories are used in response to
economic conditions or for defense purposes. In spite of the vast knowledge avail-
abledueto research in management of commercial and industrial inventories, except
for health issues, not much work has been donein relation to disaster relief invento-
ries, though what has been carried out in industries and medical domain may serve
as models for management of relief inventories, too. Neverthel ess, because disaster
relief inventories have their own typical characteristics which make them unique,
especia care must be paid in using them as benchmark.
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Researchers of inventory management agree on the fact that the fundamental
issues in their area of studies are (a) when to purchase, (b) how much to purchase,
and (c) where to store what is purchased. Yet, the above mentioned components
have different values in each of the dichotomies of relief inventories and enterprise
inventories. For instance, factor “c” above, i.e. where to store what is purchased,
becomes significantly important in relief inventory management because of time
and secure site location.

Whybark (2007) has designed a table in which he has compared the character-
istics of disaster relief inventories as opposed to commercial and industrial, also
referred to as enterprise inventories (see Table 10.5).

Table 10.5 Differences in characteristics between enterprise inventories and disaster relief inven-

tories (Whybark 2007)
Characteristic Enterprise inventories Disaster relief inventories
Amount of Extensive Very limited
research
Acquisition Close relations with suppliers Need supplier with capacity at
time of need
Few unknown peaks of demand Future demand quantities highly
uncertain
Orders placed with uncertainty in Demand uncertain in time and
mind space
Ownership is clearly defined Ownership isdiffuse and not
always known
Supplies can be used for entire Some supplies could have
enterprise restricted use
Storage Location of storage is a business Location of storage isa politica
decision. Security is mostly an decision
internal issue
Information available to manage Security can involve government
expiry corruption
Market demand consumes ol dest Information on inventory not
items integrated
Obsol escence defined by business Product expiry requires special
needs attention
Storage life not amajor concern Obsolescence defined by
infrastructure
Technology used for extending
storage life
Distribution Costs and benefits used for Cost may bereal but benefits are

decisions
Theory available for quantification

Enterprise decides what inventory
touse

Commercia transportation usually
used

“Pull” systems can be used for
inventory

social

Very little theory to guide
decisions

Inventory use decisions may be
political

Transportation may require specia
carriers

Demand knowledge may not
permit pull
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10.9.5 Control Subsystem

Another subsystem of relief logistic system is control system, which dealswith such
issues as monitoring, evaluation, and reporting. By “monitoring” it is meant the
regularly gathering of information, their analysis, and their application in relation to
supply chain performance. By “evaluation” it is meant the assessment of relevance,
efficiency, effectiveness, impact and sustainability of the supply chain carried out
adjust the supply chain to prevailing conditions.

By “reporting” it is meant provision of summarized information whereby sug-
gestions may be put forward for further operations.

What was said above in relation to control subsystem in connection with supply
chainin general, is aso applicableto relief chain.

However, what makes the scenario different is the costly expenses which make
the provision of information technology required for gathering of related informa-
tion unwelcome in the eyes of disaster managers and decision makers, so much
so that they prefer to spend their budgets directly for purchasing of their mate-
rial requirements rather than purchasing of information technology systems. This
in turn results in lack of information about the outcome of their performance
and, therefore, is a hindrance in correction of their points off failure and future
improvements.

Proper response to any disaster requires a harmony between costs, speed, and
accuracy in delivering of relief to thevictims. In order for such aharmony to realize,
we need to use some indicators to measure the performance of supply chain. In this
connection, Davidson (2006) has proposed a framework comprising the following
four indicators: appeal coverage, financial efficiency, donation-to-delivery time, and
assessment accuracy (see Table 10.6).

10.9.6 Information and Communication Subsystem

ICT playsan important rolein disaster management from two perspectives, namely,
communication and information management. Regarding information management,
there are various information tools and systems which can be used for different
purposes, such as. inventory management software, project management software,
tracking and tracing software. To these, barcodes, and RFID should also be added
as new technologies. Most of the above said software and tools are provided by the
market, but it is preferred to use software and tools which are specifically designed
for disaster management.

Tracking and tracing is one of the major issues in relief supply chain which can
be done through some logistics software. Russell (2005) defines tracking as “the
process of building a history of shipment movementsfrom origin to destination”. He
a so definestracing as “the process of retrospectively determining where a shipment
was during the course of amove”.
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Table 10.6 A sample of scorecard — South Asia earthquake final scorecard (Davidson 2006)
South Asia Earthquake Appeal Date: Octaober 9, 2005

Status update: . Priority 1 Priority 2 Total OP
final date Operation total
March 18, 2006 (weighted) Housing Kitsand sets Target
Percent of appeal coverage 9 (in quantity of items)
After 1 week 63% 61% 7%
After 2 weeks 47% 45% 18%
After 1 month 74% 73% 51%
After 2 months 91% 92% 71%
After 3 months 93% 99% 100%
Percent of items Delivered (in quantity of items)
After 1 week 6% 1% 4%
After 2 weeks 9% 5% 2%
After 1 month 33% 27% 8%
After 2 months 48% 46% 19%
After 3 months 67% 72% 47%
Donation-to-delivery time
Mean (#days) 33 35 29 33
Median (#days) 28 31 24 28
Financial efficiency
(Donor cost — budget —5% —11% 30%
cost)/budget cost
Actual CHF spent — budget (3,510,849) (5,209,538) 1,810,531
CHF
Transportation cost/total 10% N/A N/A
product cost
Assessment accuracy: revised budget/origina budget
After 2 weeks 131% 118% 365%
After 1 month 139% 123% 377%
After 2 months 148% 127% 493%
After 3 months 158% 127% 493%

Both terms are used in conjunction as “tracking and tracing” to describe the
process of gathering information about the current position or status of shipments.

According to Russell (2005) tracking and tracing is not well developed in the
relief logistics. In fact, tracking is usually done in Excel. Tracing is not particularly
beneficial for relief logistics. It isimportant to know what has been promised, what
has been ordered, what is on the way, and what has aready arrived. The resulting
lack of visibility into inbound shipments impedes the task of receiving, clearing
customs, shipping to intermediate warehouses, and distribution at each step of the
supply chain.
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This is an area where the software can contribute. For example, Humanitarian
Logistics Software (HLS), developed by the Fritz Institute for use by the IFRC,
is a web-based solution that provides visibility from the shipping origin to the
destination. Thisallowsboth the donorsand the organization to have overall pipeline
visibility. The web-based nature of HL S speeds up information sharing and allows
logisticiansthe opportunity to plan appropriately for customs, off-loading labor, and
transportation requirements.

HLS consists of four main modules:

Procurement

Mobilization

Reports

Transportation and tracking

It connects to financia systems to provide real-time visibility for costs, purchases
and in-kind donations in the relief pipeline. Table 10.7 compares different tracking
systems used in disaster in connection with strength and weakness.

The next issue regarding ICT in disaster management is related to communica
tion alternativesfor the use of relief workersin tactical and strategic levels. Some of
these communication alternatives are discussed in Table 10.8.

10.10 Case Studies

The remainder of this chapter is devoted to the presentation of two case studies.
The first one, under the title of “The 1999 Marmar Earthquake Case Study”, is
conducted by the Turkish Red Crescent Society (2006); and the second case study
is* 2005 Computerworld Honors Case Study”, conducted by Carrigan et al. (2005).

10.10.1 Case Study 1: Marmar Earthquake

This case study was prepared by an academician group specializing in disastersin
Turkey in consultation and in coordination with the experienced and competent staff
of the Turkish Red Crescent, in order to evaluate the 1999 Marmara earthquakefrom
acritical point of view with respect to IDRL. It was essentially formulated in three
parts, the first of which is an analysis of the legal framework of Turkey as appli-
cable in the year 1999. The subsequent part of the study consists of a workshop
conducted with all the parties involved in the 1999 disaster operation such as The
Prime Ministry Crisis Management Center; as the supreme body of crisis manage-
ment in the country, the Ministries, the Turkish Red Crescent’s experienced staff and
others. Thefinal part pertainsto a survey the working group conducted with the pur-
pose of practically assessing the operations, views and evaluations of the national
and the international partiesinvolved in the 1999 disaster operation, with the use of
guantitative data for the aim of supporting and strengthening the case study.
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Table 10.7 Strengths and weakness of commodity tracking systems (Lee 2004)

System
SUMA (PAHO)

Microsoft FACTS
(Savethe
Children/Mercy
Corps)

Commodity Tracking
Systems CTS 2000
(World Vision)

CTS (Save the Children)

Purchase Plus

PALMAS (Oxfam/IRC)

Log 6.5 (Medicine Sans
Frontiers)

Humanitarian Logistics
Software (Fritz
Institute/I FRC)

Strengths

Independent versions — central,
pledges, and stock —for
individual needs

Elaborate process coverage

Project/program orientation

Good process coverage
Suitable for food items,

supports, ration definition
Numerous reports

Good process coverage
Context sensitivity help at

careen level
Simplicity

Request for quote (RFQ) and
bid registering

Bill of material and kitting

Fixed assets

Report configuration

Project orientation

Standard and non-standard
item categorization

Auto-item code generation

Supports loca procurement
reasonably well

Reasonably good process
coverage

Combines mobilization,
procurement, tracking, and
reporting

Good interfaces and
connectivity

Weaknesses

Planning

Inter-modular and inter-version
workflow
L ogistics management

Workflow integration

L ogi stics management

Workflow

Planning

Procurement

Reporting needs

L ogi stics management

Insufficient business process
coverage

Planning

Logistics and tracking

Humanitarian organization
focusis absent

Installation process

Planning
User help documentation for
workflow details

Enterprise software that
requires significant
investment and
implementation

Does not capture loss
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Table 10.8 The most practical communication options (Cutts and Dingle 1998)

Short wave or
HF radio

VHF radio

Cellular phones

Satellite commu-
nications

High frequency (HF) radio allows voice communication over medium to

long range. It can connect to mobile phones and the international
telephone network. Periphera units connect with the international
network via fixed short-wave radio stations. These systems can call
other stations, link with Global Positioning Systems, provide FTP like
datatransfer, e-mail using true TCP/IP, and fax between stations. Itis
also possible to set up local radio-to-telephone links that in the
medium to long term are cheaper to run than using the ground stations.
Shortwave systems do require experienced installation and operation,
antennas, and significant electric current —normally alocal main,
generator, or battery power supply

Very high frequency (VHF) is ashort-range system for “line of sight”

links, suitable for voice communication between mobile or hand
portable transceivers over limited distances, and between mobiles and
permanent sites. There is no access to international

telecommuni cations networks. Setting up and operating a VHF system
does not require prior knowledge. The transmitters use little power
and can be operated from a vehicle battery

Cellular phones are increasing prevalent the world over. If a disaster

happens in an area with cell infrastructure, but does not damage it, cell
phones can be the most cost effective means of communication. If an
event damages cellular towers, temporary towers can be erected. They
can also be placed in refugee camps. During the tsunami, Nortel
installed a system such as this to enable cellular communicationsin a
10-mile radius of Banda Aceh

The InMarSat constellation of four geostationary satellitesis used to

provide high-quality direct-dial voice, fax, and telex communications
to and from the international public telecommunications networks.
Mobile-to-mobile calls may aso be made; but as this involves two
satellite “hops’, the quality will be reduced and the charges will be
higher. Recently, InMarSat has offered a service called Regional
Broadband Global Area Network, or RBGAN. Thisis a satellite
terminal alowing internet access

Iridium uses a constellation of 66 satellitesin anear polar Low Earth

Orbit (LEO) with cross-link architecture. Iridium services include
worldwide voice, paging, Short Message Service (SMS), and data
communications using lightweight, handheld phones and paging
devices

With regard to the fatal Marmara earthquakeitself, it struck the people of Turkey
on 17th August 1999 during the early hours of the morning, with amagnitude of 7.4
affecting the whole of the Marmara region and its surrounding regions where 1/3
of the entire population; 65,000,000 people were resident. According to the official
statistics declared by the State, seventeen thousand four hundred and eighty peo-
ple died, 43,953 people were injured and 600,000 people were directly affected.
Not only did victims lose their homes but many residential and commercial build-
ings were damaged to various extents by the Earthquake. The damage to the entire
infrastructurein the region should also be bornein mind. Observers overwhelmingly
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agreed that this Earthquake was one of the most devastating disasters having taken
place in the twentieth century.

In the context of the disaster operation, there were a great many obstacles and
problems, especially operational challenges, alongsidethe actual problem of dealing
and coping with the needs of the victims and the vulnerable groups. Millions of
victims awaited relief and assistance and more than 200 agencies nationally and
internationally with thousands of humanitarian workers responded to the disaster.
Unfortunately, under the circumstances of the disaster, initial cross-matching the
demand for relief and the supply for needs in a harmonious, efficient and effective
way arose as a problem, which culminated in the serious structural and operational
changesin the institutions responsible for disaster management in Turkey.

The workshop on the 1999 Earthquake was able to address the critical questions
from the IDRL aspect. Five questions were gathered under the subject headings of;
customs, service provision and freedom of movement, logistics and emergency shel-
ter and coordination. The participants were then grouped according to these subject
headings. The topics were determined by the moderators during the workshops and
each group made their presentation with regard to these topics at the final plenary
meeting at the end of the day.

The mgjor operational challengesfaced by international actors responding to the
1999 disaster become evident with the survey. In terms of concrete examples; the
waste of valuable time due to the bureaucratic process for the entry of equipment
from abroad, the process of customs for communication equipment, etc. the legal
processes of other equipment and land vehicles caused a waste of time were given.
Therewas no adequate needs assessment that could be used for correct and objective
guidance by the international organizations, so as to avoid problemswith the deliv-
ery of the relief materials. Apart from this, there were neither applicable response
plans prepared in accordance with the current provisions of the legislation, nor were
there educated personnel on the issue of disaster response. The inevitable result was
that no liaison persons were specified for foreign relief teams. Relatively, efforts
were made to learn the provisions of the legislation during the disaster.

Another problematic areawas the coordination between all actorsinvolved in the
disaster response. The primary and crucial requirement for coordination; is commu-
nication. Unfortunately, efficient communication could not be ensured in the acute
stage among the actors. Moreover, there was a lack of communication due to the
limited number of personnel with knowledge of a foreign language, which would
have facilitated the work of international workers.

There were problems with transit permits, visas, protective health measures,
transportation and foreign language. Even though the international actors faced
many challenges, they managed to avoid issues that may have arisen with concernto
the nature, rules and religious beliefs of the national culture, as they were informed
accordingly.

Significant challenges concerning the coordination and regulation of interna-
tional response were common and applicable to both international and national
actors as a whole. The first outstanding challenge, was the lack of knowledge on
the legislation and regulations on disaster management in the country. Meanwhile,
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there were no guidelines stating the duties and authorizations and there was no pro-
cess of sharing with coordinated persons and ingtitutions (for further details and
information, please refer to parts 3 and 4 of the case study). The biggest challenge
for domestic actorsin responseto the disaster in its aftermath, was how to coordinate
the initiate the response al the parties.

The legislative weaknesses in the Turkish legal system regarding disaster man-
agement, led to the creation of many complexities. During the acute stages, the
absence of legal regulations regarding transactions concerning lodgings and con-
sumption, authorization of response personnel and lack of legal regulationsfor legal
responsibilities encompassing all kinds of activities arising from verbal instructions
and initiatives, posed challenges for all actors. The issuance of a regulation regard-
ing transactions carried out by relief response personnel during disaster response,
surfaced asapractical challenge. Possible problems concerning the official appoint-
ments of personnel were not determined clearly by regulations. In other words,
personnel should be appointed in accordance with the criteria of duty, rather than
vice versa. There was an immediate need for the preparation of a legal basis in
order to create harmony between national and international legislations on disaster
management. Another challenge that surfaced, was realizing the public’s expecta-
tions as to how the disaster should be managed, which did not coincide with the
reality. Such expectations arose from the evident lack of public knowledge of legal
procedures and enforcements on disaster management.

The 1999 disaster operations and problems that occurred in the aftermath,
culminated in the serious legal, structural and operational changes in the insti-
tutions responsible for disaster management in the country. In this respect, the
1999-Marmara earthquake provided a sound basis for many improvements both
at a national and international level. The outstanding aspects of the mentioned
improvements can be listed as follows:

— The TRCS initiated its restructuring process following the 1999-Marmara earth-
quake. In this respect, AFOM (disaster operation center), regiona and local
disaster response and logistic centers were established; stocks were renewed and
stock standardswere increased. Technological developmentswere provided (data
processing network at its Headquarters was established; modern standards were
achieved with communication tools); in-service trainings directly concerning the
TRCS's areas of work were provided and personnel participated in the inter-
national trainings used as a tool in disaster response. A modern approach was
adopted in human resources management with the initiation of The Institutional
Resource Planning Project (ERP) and branch development was brought to the
forefront.

— Certain problems and obstacles determined as having been derived from the
legislation were solved and certain deficiencies were addressed.

— Every institution initiated its own planning regarding the problems experienced
in disaster response.

— Importance began to be attached to risk reduction.

— Disaster trainingsincreased.

— Individualism was brought to the forefront in disaster management.
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— The number of non-governmental organizations (NGOs) increased.

— The new code on special provincial administration, the code on metropolitan
municipalities and the code for municipalities, determined new duties regarding
disasters for these institutions.

— Plansfor the cooperation of the civilian authority and the military authority were
developed.

— The earthquake council was held in 2004.

— The code for the strengthening of buildings and the construction control system
were devel oped.

— Housing standards were devel oped.

— TAY was established.

— Search and rescue teams were established in 11 provinces.

— The Ministry of Health initiated the restructuring of disaster response (e.g.
national medical rescue teams).

— Reception centers were established at the airports; the Turkish Armed Forces
(TSK), civilian authorities and officials from the TRCS established themselves
there and directed the incoming groups.

— The Turkish Search and Rescue Regulation was prepared by the General Direc-
torate of Civil Defense (it should be prepared by the Ministry of Defense in the
events of disasters, accidents, etc.).

— Certain coordination problems were resolved in the field with directions of the
search and rescue service of provincial crisis centers.

— A study wasinitiated in order to determine damage determination criteria.

— The relevant legislation was taken into consideration and crisis centers were
regulated on a 24-h basis.

— Acceptance of relief materials began to be controlled.

— The public was informed through the media on the type of relief materials to be
donated.

— A protocol was recently made with 104 search and rescue teams.

— Cooperation was established with the Association of Amateur Radio Broadcasters.

— Central administration brought a new dimension to the decrees no: 583 and 600
but itsinfrastructure and regulation has till yet to be prepared.

As aresult of the study, as well as the literature screening, workshop and survey
which was conducted with representatives of domestic and foreign relief personnel
who participated in rapid response operations for the 1999 earthquake, it became
possibleto contact groupsthat experienced general problems concerning the process
of response and thereby receive suggestions and information that will contribute
to the formation of immediate, efficiently equipped disaster response systems and
relief teams in conjunction with the development of IDRL that may be applicable
for possible future disasters response operations.
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As a conclusion of the 1999 earthquake case study of and its level of disaster

management level, it is possible to make the following the general suggestions:

Asanintegral part of the study, a survey was sent to the representatives of inter-
national relief organizations who participated in the disaster operation of the
1999-Marmara earthquake. Although atotal of 104 ingtitutions actually partici-
pated in the disaster operation and efforts were made to contact 44 international
and 23 national organizationsthrough the survey, only two surveyswere returned
from the mentioned international organizationsand 15 from the national organi-
zations. This can be considered as an indication of interest/indifference in the
matter. Besides which such organizations as the world Bank that have impo-
tent roles to fulfill in international disaster relief, left the survey unanswered on
the grounds that “they could not establish contact with their personnel working
during the year 1999”, this is a clear illustration of the “lack of organizational
memory,” when indeed one of the most important aspects of international relief
work is reporting.

Reports particularly about the work of institutions and personnel working in the
disaster response area and for the disaster, should be kept regularly. Sources of
general problems about the functioning of the system, suggestions for solutions
and successful examples will be able to be shared and generated in this way.

As part of improving the current system of disaster management in our coun-
try, the TRCS's disaster management and the applicability of the model in
which local managements preferentialy take place, developed in relation with
the disaster response processin disaster response operations should be increased.

e Tax exemption provisions should be rearranged.
e Disaster legislation implementation should be centralized and coordinated from

that central body.
The TRCS should have priority and it should be exempt from the special
consumption tax (OTV) and value added tax (KDV).

e The Turkish Red Crescent Law should be enacted rapidly.
e The relief donated following the disaster operation should be considered as

exempt from the tax.

Certain applications by the Turkish Government arrangements have reduced the
income of the TRCS and thereby decreased the ingtitution’s financial capacity.
Therefore searches for new and alternative resources should be made.

In spite of all the recoveries and improvements following the 1999-Marmara earth-
quake, there are till certain problems which need to be resolved and certain
integrated approaches which should be brought to disaster legislation and disas-
ter response operations encompassing public and private institutions, NGOs and
international organizations. In this respect, it is of great importance that certain
applications in relation to international response operations are put forth by States
and a legal system from which they may benefit is developed, which in turn will
maximize the benefit received by the victims of any future disasters.
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10.10.2 Case Study 2: Tsunami

While for-profit enterprises deploy state-of-the-art technology to ensure the most
efficient delivery of goods, not-for-profit organizations traditionally are left strug-
glingwhen it comesto distributing food, clothing, building, medical and educational
supplies to the world's needy. Often, the problem facing relief agencies is not a
lack of donated goods — it’s the difficulty in getting those goods to people in need.
It's a mgjor problem that came to light following the December 2004 Tsunami. In
total, an estimated $6.2 billion of donated medical suppliesand 96 billion pounds of
food never make it to the people who need them each year, simply because the
technology and skills required for effective distribution are prohibitively expen-
sive for non-profit organizations. Enter Aidmatrix, a not-for-profit that is delivering
what aid workers need most: supply chain management that's comparable to the
best available in commercial enterprises. With roots in the i2 Foundation, Aidma-
trix is a cooperative effort including such corporate sponsors as Accenture**, Sun
Microsystems, Oracle, Dell and i2 Technologies. Aidmatrix provides both technol-
ogy solutions and skilled resources to speed the delivery of humanitarian aid —
and reduce waste — not just during disasters but on a day-to-day basis. At the
heart of the ambitious project is Global Relief Network, the first Internet-based I T
solution to match up surplus food, clothing, medical supplies and other relief mate-
rials to organizations like America's Second Harvest, the nation’s largest hunger
relief organization, which distributes surplus food to more than 23 million hungry
Americans each year. Aidmatrix’s successes include AgencyExpress, a web-based
software application designed with America’s Second Harvest to enhance the effi-
ciency of relief agencies ability to order items from their local food bank, and
DonorExpress, a solution that adaptsi2 supply chain software to fit America's Sec-
ond Harvest's complex distribution network. DonorExpress replaces an antiquated
system of phone calls, faxes and emails to help Second Harvest and more than 175
regional food banks receive donations from major food manufacturers. Since its
inception in 2000, Aidmatrix has helped improve the lives of 37 million people —
a figure that will amost double by the end of 2005, thanks to the tireless effort of
an army of volunteers and its corporate sponsors, who are applying leading-edge
technology and skilled resourcesto a challenge that is unmatched in itsimportance.

As the first not-for-profit organization to offer an Internet-based, supply chain
management solution to increase efficiency and reduce waste in the delivery of
humanitarian aid, Aidmatrix is unique. To our knowledge, this is the first global
relief solution to aid in the quick delivery of humanitarian aid. Aidmatrix repre-
sents the first non-profit organization that donates commercially proven software in
ahosted environment to facilitate the delivery of avariety of humanitarianaid items.

Among the original elements is AgencyExpress, a web-based software applica-
tion designed by Aidmatrix and America’'s Second Harvest to enhance the efficiency
of agencies ability to order items from their local food bank. In the supply chain
of hunger relief, food banks act as regional distribution centers; they regionally
store large bulk donations and aggregate smaller mixed-item donations. Each food
bank maintains relationships with the agencies that directly provide food to those
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in need. The agencies use their local food bank as a main supplier. Prior to imple-
menting AgencyExpress, the typical workflow for an agency to order from a food
bank was time-consuming and often ineffective. Agencies were sent a weekly or
daily snapshot via fax of the total food bank inventory. The agency then ordered
by either sending areturn fax or placing a phone call to the food bank. The agency
or phone order taker must manually account for the rules concerning the agency’s
maximum order quantity limit, credit limits, etc. In addition, since significant inven-
tory changes may have occurred following the last snapshot, agencies were required
to go through several iterations of making alterationsto their order. Once the order
process was complete, the agency then used local grocers to purchase any missing
required items.

By using AgencyExpress, agencies now have 24/7 access to an online ordering
system that provides real-time visibility of their inventory. The program processes
al of the food banks order rules, so that users place accurate orders based on the
currently available inventory. As aresult, AgencyExpress enables agenciesto spend
more time and money on their core competencies of helping those in need.

In order to ensure proper implementation of this tool, Aidmatrix and Accenture
have developed a mutually beneficial program in conjunction with AgencyExpress.
Accenture volunteers provide AgencyExpress training to agencies working with
local food banks, such as shelters, soup kitchens, food pantries and daycare cen-
ters. Thisprogram serves an important need and is an excellent outlet for employees
who wish to put their training and consulting skills to work for the good of local
citizens that need help most.

Anocther original element is DonorExpress. In the spring of 2002, Aidmatrix part-
nered with America’'s Second Harvest (A2H), the largest domestic hunger relief
charity to tackle a daunting issue — how can A2H leverage the Internet to more effi-
ciently and effectively distribute 400 million pounds of donated food and grocery
productsto 216 food bank and food-rescue affiliates nationwide? At the time, A2H
used an antiquated system of phonecalls, faxesand emailsto receive donationsfrom
major food and grocery manufacturers such as Kraft, ConAgra and General Mills
and then distribute those goods to affiliates across the country.

America's Second Harvest and Aidmatrix adapted i2's existing supply chain soft-
wareto fit A2H’s complex distribution system. The result was DonorExpress, afree,
easy-to-use web-based solution that allows A2H and their network of donors and
affiliates to process product donations online. None of the other domestic hunger
relief charities, including Feed the Children, Mazon, and Share our Strength, have
an online system to process food and grocery product donations.

The originality of DonorExpressliesin the transaction-level process support for
managing food donated through the charitable distribution process. Inthissenseit is
far more difficult, and has far more impact, than other Web-based projects that steer
money to charities via direct donation or share of-transaction-fee arrangements.
Modernizing alarge, complex distribution network such as America’s Second Har-
vest'sis a complex task, and DonorExpressis the only instance we know of where
this has been accomplished in the non-profit sector. Recently, Aidmatrix has enabled
AZ2H to further differentiate DonorExpress by working with donorsto build direct
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interfaces between corporate donors' internal Enterprise systems and the back-end
databases that support DonorExpress. This bypasses the Web interface entirely,
allowing for direct system-to-system donation processing.

What's also original: Aidmatrix has tapped the expertise of retired Accenture
partners who have helped the organization with critical program management,
strategy and implementation advice. In addition, they help Aidmatrix staff gain
mindshare for their solution offerings.

10.10.2.1 Success

Aidmatrix’s hunger relief solution has already facilitated the delivery of more than
600 million pounds of food to 37 million people by efficiently linking corporate
food donors, individual donors and nonprofit agencies to regional and national food
banks.

DonorExpress is used to connect corporate product donors (i.e. Kraft, etc.),
America's Second Harvest National Office and more than 175 regional food banks
acrossthe country in an effort to provide daily humanitarian aid. In 2004, four major
hurricanes devastated the state of Floridawith an estimated $7-$15 billion in dam-
age. The destruction that resulted from Charley, Frances, |van and Jeanne created a
need for a significant amount of crisis management and recovery assistance in the
region and the strong logistics networks of DonorExpress and America's Second
Harvest became a primary channel for aid relief. Through Aidmatrix’'s DonorEx-
press supply-chain technology, more than 5 million pounds of food moved through
the logistics network to 17 food banksin the disaster area.

In terms of the successes as they relate to the plan;

— Expanding the deployment of their highly successful hunger relief solutionsto 30
additional US cities and pilot internationally

o Inlessthan 12 months, the 30 US city goal was exceeded

o A pilot solution has been developed for Europe, awaiting deployment

o Aidmatrix raised funds for ten countries through corporate Virtual Food
Drives

— Developing advanced technologiesfor the improved and increased collection and
distribution of food

o Developed integration from Kraft Food's surplus inventory system directly to
Aidmatrix’ national food donation system, creating a single, continuousvalue
chain link from Kraft's business systems to 200+ food banks

o Aidmatrix is completing development of a demand-driven allocation sys-
tem allowing 215 America's Second Harvest food banks and food rescue
organizationsto choose the best mix of product for their constituents’ needs
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— Building abasic medical supply chain solutionto collect surplusmedical products
and efficiently donate them to leading medical relief charities

o Solution platform devel oped
o Aidmatrix will be piloting the solution with the National Association of Free
Clinicsin April of 2005

— Developing a disaster relief solution including providing wireless integration
components enabling immediate collection of aid needs by field personnel

o TheAidmatrix national food donations system was used by America’s Second
Harvest to facilitate the delivery of more than 5 million pounds (over 200
truckloads) through 17 food banks to supply the hurricanerelief effortsin the
Southeastern US thisfall

o Aidmatrix is also working with leading hunger organizations and govern-
ment entities to determine the application of wireless technologies to reduce
hunger through avariety of activitiesranging from surplusfood rapid response
systems to food stamp outreach programs
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Chapter 11
Military L ogistics and Supply Chains

Mohammad Hadji Molana

The word “logistics’ is derived from the Greek adjective “logistikos’ meaning
“skilled in calculating.” The first administrative use of the word was in Roman
and Byzantine times when there was a military administrative official with the title
Logista. At that time, the word apparently implied a skill involved in mathemat-
ical computations. Research indicates that its first use in relation to an organized
military administrative science was by the French writer, Antoine-Henri Jomini,
who, in 1838, devised a theory of war on the trinity of strategy, ground tactics, and
logistics. The French still use the words logistique and loger with the meaning “to
quarter.”

The military activity known as logistics probably is as old as war itself. In the
early history of man when the first wars were fought, each man had to find his own
food, stones, and knotted clubs. Each warrior was his own logistician. Not until
later, when fighters joined as groups and fighting groups became larger, was there
any basis for designating certain men to specialize in providing food and weapons
to the combatants. The men who provided support to the fighters constituted the first
logistics organization.

Responsible officials must make judgments on these matters, using intuition and
scientifically weighing alternatives as the situation requires and permits. Their judg-
ments must be based not only upon professional knowledge of the numerous aspects
of logisticsitself but also upon an understanding of the interplay of closely related
military considerations such as strategy, tactics, intelligence, training, personnel,
and finance.

In major military conflicts, logistics matters are often crucial in deciding the
overall outcome of wars. For instance, tonnage war — the bulk sinking of cargo
ships — was a crucia factor in World War 11. The failure of the German Navy to
sink enough cargo in the Second Battle of the Atlantic allowed Britain to stay in the
war; by contrast, the successful disruption of Japanese maritime trade in the Pacific
effectively crippled its economy and thus its military production capabilities. More

R. Zanjirani Farahani et ., Supply Chain and Logistics in National, International 253
and Governmental Environment. Contributions to Management Science.
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254 M.H. Molana

generally, protecting one’s own supply lines and attacking those of an enemy is a
fundamental military strategy.

Military logistics has pioneered a number of techniques that have since become
widely deployed in the commercia world. Operations research grew out of WWII
military logistics efforts (see http://www.answers.com).

Because of its high security there are few references that publish academic or
practical reports about military concepts. So we prefer to summarize the selected
reports with the least interfering and mentioning to main references under each
subtitle where needed.

11.1 Definitions

11.1.1 Military Supply

Theproducer phase of amilitary supply extendsfrom determination of procurement
schedules to acceptance of finished supplies by the military services.

The consumer phase of a military supply extends from receipt of finished sup-
plies by the military services through issue for use or consumption (see http:
[lwww.answers.com).

11.1.2 Military Supply Chain Management

Military supply chain management is the discipline that integrates acquisition,
supply, maintenance, and transportation functionswith the physical, financial, infor-
mation, and communications networksin aresults-oriented approach to satisfy joint
force materiel requirements (see http://www.dtic.mil/doctrine).

11.1.3 Military Logistics

Military logistics is the science of planning and carrying out the movement and
maintenance of armed forces. In its most comprehensive sense, those aspects of
military operations deal with: (see http://www.answers.com & http://www.dtic.mil/
doctrine)

— Design, development, acquisition, storage, distribution, maintenance, evacuation,
and disposition of material

— Movement, evacuation, and hospitalization of personnel

— Acquisition or construction, maintenance, operation, and disposition of facilities

— Acquisition or furnishing of services
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Corporate supply Chain Management
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Fig. 11.1 Corporate SCM(I) (Lenzini 2002)

11.2 Fundamental Differences between Corporate
and Army SCM

11.2.1 Corporate Supply Chain Management

SCM organizesthe overall business process to enable the profitable transformation
of raw materials or productsinto finished goods and their timely distribution to meet
customer demands (Fig. 11.1).

11.2.2 Military Version of Supply Chain Management

For military logistics operations, SCM has some components and some essential
success factors. SCM for the Army is dlightly different from SCM for corporate
organizations because the Army’s focus is on mission requirements rather than on
quarterly earnings (Fig. 11.2).

The components of SCM for the Army are the same as the components of
business:

— Suppliers
— Procurement
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Army supply Chain Management
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Supply chain
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Supply chain
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External Factors: End-user needs, DOD regulations, environment, joint interoperability,
deployment within and outside the continental United States, mission requirements

Fig. 11.2 Army SCM (Lenzini 2002)

— Manufacturing

— Order management
— Transportation

— Warehousing

— Customers (soldiers)

But the Army’s essential success factors differ a little from corporate, for instance
the United States Army’s essential success factors are: (Lenzini 2002)

— Customer needs

Information and communication technologies

Deployment within and outside the continental United States
Joint interoperability

Department of Defense regulations

— Environmental concerns (to include enemy forces)

— Mission requirements

The SCM conceptual models for both business and the Army are remarkably simi-
lar; however, there are some significant differences. Most notable among them are
the dual directional arrows on the chart for transportation and for distribution and
warehousing in the Army SCM model. These illustrate that the Army may ret-
rograde equipment and components for maintenance or retrograde personnel for
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medical care. Other differences are in the external factors that affect the supply
chain (Piggee 2002). These factorsinclude:

— Joint interoperability among the services command, control, computer, commu-
nications, and intelligence systems

— Deployment of forces

— Soldier and mission regquirements

The supply chain reflects the Army’s focus on mission accomplishment as opposed
to business' focus on profitability.

11.3 Anticipatory Logistics: The Army’s Answer to Supply
Chain Management (See http://www.dtic.mil/doctrine)

The Army is experimenting the concept of anticipatory logistics for class Il
(petroleum, ails, and lubricants), class V (ammunition), and maintenance. Anticipa-
tory logistics uses technol ogies, information systems, and proceduresto predict and
prioritize customer requirements and provide appropriate sustainment. Although
this sounds simple enough, future logisticians will use current and future technolo-
gies as tools to monitor supply levels and egquipment conditions for combat units.
They also will use decision support software to determine the best use of combat
service support! assets. How this concept is related to the supply chain management
(SCM) technique that corporations use?

Like the corporate world, the Army faces two diametrically opposing forces:
the need to support combat maneuver forces in a better way, more responsively,
and at a lower cost; and the need to reduce the logistics footprint of the Army’s
future forces. The Army is exploring how to better support brigade combat teams
(BCTYs) by using some underlying SCM concepts, such as information and commu-
nication technologies, order management, and transportation using current and new
technologies.

By using the “tactical Internet” to achieve situational awareness, future logis-
ticians will be able to track the status of supplies for individual units and better
predict the needs of combat units. Systems that provide logistics leaders enhanced
situational awareness will provide instantaneous supply status, predict component
failures, and even provide two-way messaging. Sensors in both combat and combat
service support vehicles will monitor supply levels, unit locations, and equipment
status and be able to transmit thisinformation to logistics leaders. Knowing on hand
supply levelswill help logistics leadersto better configure “pulsed” logistics resup-
plies, typically consisting of 3—7 days worth of supplies. Leaderswill use this new,
enhanced level of situational awareness, provided by decision support tools such
as embedded diagnostics, automated testing, and data analysis, to better support
combat forces with fewer logistics assets.

1css.
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In an endeavor to revolutionize anticipatory logistics at the wholesale level,
the Army is forming a strategic alliance with SAP to integrate and streamline the
wholesale logistics process. This alliance will manage demand, supply availability,
distribution, financial control, and datamanagement better and provide moreflexible
and dynamic logistics at the wholesale level to meet specific customer requirements.
The benefits will include a synchronized global supply, distribution, and financial
network that will increase weapon system readiness and manage mission-based
regquirements more responsively.

Industry’s SCM and the Army’s anticipatory logistics for supporting future com-
bat forces are similar. Whereas anticipatory logistics concentrates on the wholesale
and tactical (brigade and below levels), which is a small dice of the supply chain
that culminates with the customer, SCM takes a holistic approach to the entire sup-
ply chain. Both anticipatory logistics and SCM share various fundamental concepts
in order to meet their respective goals and objectives. The future of logisticsin the
Army is evolving toward a holistic approach, much like business SCM efforts, to
improveits logistics capability while reducing its logistics footprint.

11.4 Investigating SCM Implementation in DoD

11.4.1 About DaoD (See https://acc.dau.mil
& http://mwww.wikipedia.org)

The United States Department of Defense (DOD or DaD) is the federal department
charged with coordinating and supervising all agencies and functions of the gov-
ernment relating directly to national security and the military. The organization and
functions of the DoD are set forth in Title 10 of the United States Code.

The DoD isthe major tenant of The Pentagon, and has three major components:
the Department of the Army, the Department of the Navy, and the Department
of the Air Force. Among the many DoD agencies are the Missile Defense Agency,
the Defense Advanced Research Projects Agency (DARPA), the Defense Intelli-
gence Agency (DIA), the National Geospatial-Intelligence Agency (NGA), and the
National Security Agency (NSA). The department also operates several joint service
schooals, including the National War College.

The Pentagon is the headquarters of the United States Department of Defense.
The Pentagon, in Arlington County, Virginia across the Potomac River from Wash-
ington, DC, is the headquarters of the Department of Defense. The Department
includes the Army, Navy, Air Force, Marine Corps, as well as noncombat agen-
cies such as the National Security Agency and the Defense Intelligence Agency.
The DoD’s annual budget was roughly $425 billion in 2006.

The multiplicity of inter-organizational relationships that can exist in supply
chains addsto their complexity and management challenge. Thiscomplexity iseven
more extensivein DoD supply chainsthat involvethe management of more than four
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million stock numbers, across thousands of customer activities, using hundreds of
logi stics management information systems.

11.4.2 PBL? and SCM

PBL isastrategy for weapon system product support that meets performance goals
for a weapon system through a support structure based on long-term performance
agreements with clear lines of authority and responsibility (Fig. 11.3).

The development and management of PBL arrangements consist of 12 discrete

steps: (see https://acc.dau.mil)
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Fig. 11.3 PBL modules (see https://acc.dau.mil)

2 Performance-Based Logistics.
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10. Award Contracts
11. Financial Enablers
12. Implement & Oversight

Each step contains directions to support the successful completion of each step,
as well as supporting materials to provide users the resources they need (see
https://acc.dau.mil).

The seventh step of PBL is*“ Supply Chain Management Strategy.” The DaoD try
to implement SCM concepts viaimplementing PBL in conjunction with other PBL
concepts, and use of SCOR model. In the remainder we investigate these concepts
more.

11.4.3 How Does DoD Think about SCM?

Supply chain management in DoD is an integrated process that beginswith planning
the acquisition of customer-driven requirementsfor materials and services and ends
with the delivery of materials to the operational customer, including the material
returns, disposal segments of the process and the flow of required information in
both directions among suppliers, logistics managers, and customers.

To supply materiel and logistics services to DoD units throughout the world,
the DoD Components maintain a supply chain consisting of weapon system sup-
port contractors, retail supply activities, distribution depots, transportation net-
worksincluding contracted carriers, Military Service and Defense Logistics Agency
(DLA) integrated materiel managers (IMMs), weapon system program offices, com-
mercial distributors and suppliersincluding manufacturers, commercial and organic
maintenance facilities, and other logistics activities (e.g., engineering support activ-
ities (ESAS), testing facilities, cataloging services, reutilization, and marketing
offices). Effective supply chain management breaks down traditional functional
stovepipes of procurement, transportation, materiel management, maintenance, and
so forth, and instead facilitates an integrated end-to-end customer-focused perspec-
tive. Although there is no one single universally accepted DoD-commercial sector
definition of Supply Chain Management.

The DoD supply chain process encompasses those government and private-sector
organizations, processes, and systems that individually or collectively play arolein
planning for, acquiring, maintaining, or delivering material resourcesfor military or
other operations conducted in support of the United States national defenseinterests.
Materiel support is a critical link in weapon systems supportability, arguably the
most critical link in supporting weapon system operational availability. Accordingly,
a comprehensive supply chain management strategy is critical for a successful PBL
effort.

DoD 4140.1-R emphasizestheimportance of structuring material management to
provide responsive, consistent, and reliable support to the war fighter during peace-
time and war, with that support being dictated by performance agreements with
customers to the furthest extent. For weapon system materiel, those agreements
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should be negotiated with weapon system users or their representatives as part of a
performance-based logistics strategy. For other materiel, the agreements should be
negotiated between support providersand customer representatives. This structuring
of support should be done within the context of total life-cycle systems management
(Figs. 11.4and 11.5).

The vast mgjority of items transitioning through a supply chain originate as
newly manufactured items, while in DoD a significant percentage of items used to
meet supply requirements come from repaired items. The differencesin complexity,
management, and efficiency are significant, and necessarily involve other functions
primarily maintenance, which multiplies the problems of developing and executing
an efficient and effective supply process.

Supply Chain M anagement: Process of planning, implementation and controlling the
efficient, cost effective flow and storage of raw materials, inventory, finished goods
and related information from point of origin to consumption

Wholesaler
Distribution Center

Suppliers
Manufactures

Retailer

Fig. 11.5 SCM in commercia sector (see https://acc.dau.mil)
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11.4.4 Relating SCOR Model to DoD Logistics Chain

Although efforts have been made to reflect the DoD supply chain process in the
SCOR model (primarily through the use of the “Make/Repair” Process shown in the
graphic), its use and application within DoD is till evolving.

The DoD supply system is predicated upon Wholesale and Retail supply pro-
cesses, sSimilar to the private sector. The wholesale portion of the system encom-
passes the procurement of items from the system developers, commercia suppliers,
the manufacturers, or wholesale suppliers. Wholesale items are generally stored in
distribution warehouses, sometimes called inventory control points, where they are
held pending reguisitions from the retail supply system. Wholesale warehouses are
often collocated with Defense Depots or Integrated Materiel Management Centers
or, in the case of Defense Logistics Agency (DLA) items may be stored in regional
supply centers or forward located distribution points. In many cases, (i.e., DLA) the
assetsare not even procured or owned by the military services. Theretail supply sys-
tems are owned and managed by the individual military Service Departments, and
are usually located at operating locations, either in the Continental United States
(CONUYS) or outside the United States (OCONUS). As the retail system requires
parts, it requisitions the needed items from the wholesale supply system, which
constitutes a buy and sell transaction, the wholesale system sells the item to the
retail system, and is reimbursed accordingly. In general, al retail supply func-
tions are operated by organic DoD personnel, including military personnel where
applicable.

In general, the Military Departments have a strong preference for organic oper-
ation of the retail supply function, since many of these supply sources are located
in forward battle theater areas. Conversely, thereis no strong preference for owner-
ship or management of wholesale supply activities. In PBL support strategies, it is
guite common to see contractor-managed whol esal e supply support. Thereareinher-
ent benefits to commercially managed wholesale supply functions, where industry
flexibility, capability, and proprietary spares support can be utilized. Within this
context, the general preference regarding management of supply itemsis articul ated
below.

DoD Materiel Management usually addresses four categories of supply support
items:

— Unique Reparable Items: These are reparable (subject to repair) parts that are
unique to the system (not common with other DoD systems). They are usually
sourced by the Prime Vendor or Original Equipment Manufacturer (OEM) of
the system. Strong consideration should be given to allocating responsibility for
wholesale support of these items to the Prime Vendor, who has readily available
technical data and identified sources at disposal.

— Common Reparable Items: These parts are common with other systems and may
have a variety of sources. They are usually managed organically within the DoD
materiel management process but are also candidatesfor corporate PBL contracts.
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Table11.1 Generd aignment of material management responsibilities (see https://acc.dau.mil)

Item type Materiel Mgmt wholesale Depot repair Retail supply
Unique reparable Contractor Contractor (subject to Organic
title 20 USC)
Common reparable Organic Organic Organic
Unique consumables ~ Contractor (DLA preferred N/A Organic
source)
Common DLA (w/optionto use other ~ N/A Organic
consumables source)

— Unique Consumable Items: These are consumable (discarded after use) items
that are used only on the target system, and are usually sourced by the Prime
Vendor/OEM of the system. Strong consideration should be given to allocating
responsibility for acquisition of these items to the Prime Vendor, which may elect
to use the Defense Logistics Agency (DLA) as the preferred source of supply.

— Common Consumable Items: These are consumable items used across more than
a single system, and are generally managed and provided by DLA. It may be
viable to allow the Prime Vendor to procure these items should DLA be unable
to meet time, cost, or quantity requirements, as appropriate. If needed, the PM
should encourage establishing a PBA between DLA and the vendor when total
private support is chosen.

This general alignment of material management responsibilities between organic
and contractor service providers in a PBL strategy is graphically portrayed in
Table 11.1.

I. Plan: InDoD, organizational redlities, the constraint of out-moded systems, and
legal requirements must be taken into consideration. The challenge for DoD is
to develop and maintain planning coordination and integration across organi za-
tionsand over timein order to reduce costs, increase customer satisfaction, and
improve weapon system readiness (Fig. 11.6).

I1. Source: Thisitem’s applications are the same as corporate SCM.

I11. Make/Repair: The activities that occur in the maintenance process directly
affect the timing and cost of the supply chain. Planning, scheduling, and the
actual repair process determine the length of the repair cycle which in turn
impacts the amount of inventory in the supply chain and the time it takes to
deliver material to the warfighting customer (Fig. 11.7).

Applying the PBL resources provided for them, DoD Maintainers use their knowl-
edge, skills and abilities to keep DoD equipment in good material condition or, if
damaged or defective, to restore material condition to an acceptable level such that
the equipment is capabl e of being used asintended by its designer and manufacturer.
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Relating SCOR Model to DoD Logistics Chain

Supply Chain Model

Suppliers Supplier Y our Company Customer Customer’s
Supplier Customer
DoD Supply Chain
Suppliers Supplier Wholesale Customer Customer’s
Supplier ) Customer
Prime contractor M aintenance activities M aintenance D epots :
OEM ; ) ) Operating
Subcontractors ) Inventory control points  Retail Supply & maintenance Eoes
Maintenance Depots Distribution/Transportation  Installation support activities

Fig. 11.6 Plan module of SCOR in DoD logistics chain (see https://acc.dau.mil)

Relating SCOR Model to DoD Logistics Chain

Supply Chain Model

Suppliers Supplier Y our Company Customer Customer’s
Supplier Customer
DoD Supply Chain
Suppliers Supplier Wholesale Customer Customer’s
Supplier Customer

Prime contractor M aintenance activities M aintenance D epots
OEM Inventory control points Retail Supply & maintenance  Operating
Subcontractors M aintenance D epots Distribution/Transportation Installation support activities Forces

Fig. 11.7 Make/Repair module of SCOR in DoD logistics chain (see https://acc.dau.mil)

Activitiesincluded in make-repair are:

— Process returned items
— Schedule production activities, issue product, produce and test, package, stage
product, and release product to deliver
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— Finalize engineering for engineer-to-order product

— Manage rules, performance, data, in-process products (WIP®), equipment
and facilities, transportation, production network, and regul atory compliance for
production

In a SCOR make-repair process model, functions associated with material manufac-
turing or repairs are:

— Make to stock
— Maketo order
— Engineer to order

One noteworthy addition, namely the expansion of the “Make” process to “Make/
Maintain” which acknowledges the importance of weapon systems and equipment
maintenance within DoD.

IV. Déliver: thisitem’s applications are a so the same as corporate SCM.

V. Return: Considerable value exists in returning serviceable and unserviceable
materiel to the logistics system from using customers. Whether customers are
returning that materiel so that it can be repaired or stored for immediate use or
as excess to current needs, the time, quality, cost, and variability incurred in the
return process represents value to DoD activities. That value diminishes over
time from the last gainful use of the materiel until it becomes useful again.

11.4.5 Logistics Customer Relationships across DoD

11.4.5.1 Defense CRM Definition

CRM isthealigning of resources within the organization to meet the servicerequire-
ment of the customer in a way that is appropriate to the level of importance to the
defense mission (see https://acc.dau.mil).

In Fig. 11.8 estimated level of integration in army SCM is shown, there is an
obvious gap between current level and needed level to support future requirements.

— DoD agencies cannot dictate which markets they serve

— DoD agencies have a readiness mission in addition to a revenue mission

— DoD agencies have very dynamic customer priorities, which include units that
change from deployed to nondeployed status

DoD agencies typically have organizational structures that have not been devel-
oped from a standpoint of customer service

3 Work In Progress.
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Fig. 11.8 Estimated levels of integration (see https://acc.dau.mil)

11.4.5.2 CRM Benefits Suppliersand Customers

Benefits to Suppliers (see http://www.dtic.mil)

— Increased sales and reduced costs

— Better alignment and deployment of internal supplier resources to meet external
(i.e., customer) needs and expectations

— More solid position of DoD suppliersin an increasingly competitive marketplace
by leverage their core competency-knowledge of military customers

— Benefitsto DoD Customers (see http://www.dtic.mil)

— Supportsfuturewarfighting vision, which requiresamore eff ective understanding
and support of customers requirements

— Increased readiness through more reliable delivery and information about those
deliveries, as well as more tailored solutions to unique requirements

11.4.5.3 Segmenting Customer Requirements

In Table 11.2 different levels of customer requirements in different SCM environ-
ments is shown, some aspects are more important than the others.



Table 11.2 Segmenting customer requirements (see https://acc.dau.mil)
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11.5 Revolution in Military Logistics* (See Piggee (2002))

Logisticsis the lifeblood of any Army. Changing how we fight influences changes
in how we support. Future force is defined less by size and more by mobility and
swiftness. That force will be easier to deploy and sustain and will rely heavily on
US advantagesin stealth, precision weaponry and information technologies.

The Chief of Staff of the Army (CSA) of US has stated “the transformation
objective is to field a force that is strategically responsive and dominant every point
on the spectrum of operations.” This transformation challenges the Army to bal-
ance near-term readiness and force modernization in an environment of increased
missions and fewer resources.

At the joint level, change started with Joint Vision 2010 and Focused Logistics;
at the Army level, change started with the Revolution in Military Logistics. The
RML isnot only central to preparing for future military operations; it is the fulcrum
of the Army’s effort to balance readiness and modernization.

Army transformation is about changing the way we fight. It is the process of
converting the army’s focus and structure from a Cold War construct to a full spec-
trum combat force that is strategically responsive and dominant at every point on
the spectrum of conflict.

It is more than technology; it is doctrine, training, leadership, organizations,
materiel readiness, installations, and soldiers. These changes are vital for aRML.

Thefirst wave of RML focuses on exploiting improvementsin automation, com-
munications, business practices, and reshaping command and control relationships
to provide better unity of command and reduced logistics footprint (Piggee 2002).

11.5.1 Automation

The Revolution in Military Logistics requires more than just changesin technol ogy.
The precision delivery of CSS is anticipatory; it provides significant efficienciesin
both supply and distribution.

To harness these economies, the Army must capture, process, and manage the
disparate data and communications systems that make CSS occur. At the heart of
the CSS information system is the Global Support System-Army (GCSS-Army).
This system is much more than a close combat coordination and CSS delivery
information system. It integrates and fuses information from the factory to the
foxhole-coordinating, expediting, and managing the numerous activitiesin between.

Asthe Army continuesto streamline its operations, both in peace and in combat,
apassive approach to logistics ssimply is not acceptable. Waiting for support isnot a
strategy.

GCSS-Army is an evolutionary logistics information system that builds on the
functions and processes of existing systems to generate data, integrate databases,

4 RML.
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and fuse CSS information from external sources as necessary to execute the RML.
GCSS-Army modernizes CSS automation through its integration of three hardware
configurations, seven operating systems, eight programming languages, and five
communication protocolsinto a single system baseline.

GCSS-Army software will be delivered in anumber of modules, according to the
particular function needed (Piggee 2002):

— Maintenance module

— Property accountability module

— Ammunition and supply modules

— Theintegrated materiel management center (IMMC) module
— Management module

Without doubt, GCSS-Army is an ambitious program. But it is well within the
bounds of current technological capabilities and war fighting doctrine.

11.5.2 Communications

A seamless logistics system that ties all parts of the logistics community into one
network of shared situational awareness and unified action can be achieved only in
an environment dominated by global, wireless, assured communications.

Global wireless communicationswill provide soldiersthe capability to reach and
“see” virtually anywhere on the battlefield or in the world.

Putting up more satellites

Increase the speed of information flow
Competition for market share

Battery life

11.5.3 Best Business Practices

M ethodologies and applications used in private industry that elevate a commercial
enterprise above the competition are referred to as “commercial best practices”

Best practices enable | eading-edge organizationsto deliver world-class standards
of performance to their customers. The emergence of commercia best practices
took place because of downsizing and a hunger for profitability, or doing more
with less, so it stands to reason that there could be a great deal of benefit to Army
implementation of these best practices.

These technologies can provide the capability to receive, transmit, store, and
retrieve information in asingle seamless | ogistics system supporting amodern force
in tomorrow’s Army: (Piggee 2002)
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Integrated supply chain management
Industry’s changing view of logistics
Electronic commerce

Automated identification technology
Direct vendor delivery, load optimization
— Outsourcing

— Smart simple design

Are all examples of commercial best practices can be very useful in helping the
Army achievethe RML?

The Army Materiel Command (AMC) will be transformed into a more respon-
sive Army Support Provider ®. This ASP will ensure that:

— Sustainability is designed into future systems with enormous improvements in
reliability, availability, and maintainability

— A single command, control, communication, computers/information and technol -
ogy (C4/IT) architecture provideslogisticsinformation at all levels

— Centralized contracting information is aways available

— Embedded diagnostics/prognostics and Automatic Identification Single Stock
Fund

11.5.4 Infrastructure and Reduced Logistical Footprint

The RML requires increased agility in a number of dimensions. Army logistics
will have to become more agile structurally, physically, and mentally in order to
cope with the demands of dynamic RML support to the agile and mobile forces
of the Objective Force, the goa of the current Revolution in Military AffairsS.
(Piggee 2002)

11.5.4.1 Structural Agility

Structural agility will be accomplished through total integration of all Army com-
ponents, as well as incorporation of support teams from other services, alies, and
the Army’s partnersin industry to meet the demands of specific missions.

11.5.4.2 Physical Agility

Physical agility enhancesthe ability to deploy and maneuver the operational infras-
tructure of the distribution-based logistics system. Mental agility refers to attitude.

5ASP
6 RMA.
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RML logistics is fast logistics. All logistics managers in the supply chain need to
think several steps ahead, all the time. Acquisition agility is a key Army goal in
RML.

11.5.5 Distribution-Based L ogistics

The operational concept Distribution-based logistics’ relies on distribution velocity
and precision, rather than redundant supply mass, to provide responsive support to
war fighters. It reduces the mass required to compensate for the lethal uncertain-
ties of war by reducing uncertainty across the Joint Theater. DBL rests upon three
pillars: visibility, capacity, and control. (Piggee 2002)

11.55.1 Visbility

The acquisition of near real-time situational understanding, or visibility, has been a
major objective of Force XXI. Visibility can be grouped into three major categories.
First, there is visibility of the supported war fighting units, the second category of
visibility is logistic capabilities and constraints, and the third category of visibility
includes logistic requirements and priorities to the supporting organizations at the
theater and strategic levels.

11.5.5.2 Capacity

The logistics force must have the physical capacity to act on the knowledge pro-
vided by real-timevisibility. Thisincludesthe array of materiel systems: the lean but
adeguate inventories; road, rail and facilities infrastructure; and skilled personnel.

11.5.5.3 Control

Some of the most important logistics modernization efforts fall under the tenet of
control. These include the tactical force structure of the brigade combat teams; the
theater support command; and the single seamless Army logistics organization, the
Army Readiness Command.

DBL will comprise a system of innovative policies, doctrine and concepts;
reengineered logistic functional processes; redesigned organizations, new materiel
systems with embedded sensors and prognostics; advanced information, decision-
support and command and control systems; and well-led, highly trained soldiersand
civilians to operate and manageit.

7 DBL.
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The Army must revolutionize its logistics program and provide on time support,
in the right place and in the right quantity. It must become predictive, anticipatory,
and responsive.

RML aimsto improve our logistics processes by implementing business practices
that leverage the advantages of technology and automation.

11.6 Logistics Systemsfor the Finnish Defense Forces
(See http://www.almc.ar my.mil)

Benchmarking is a viable method of developing effective and competitive compa-
nies in the business world. The same technique can be used to improve military
operations. The question is. Is it relevant to use the logistics characteristics and
principlesof the US Army as abenchmark for comparison with the Finnish Defense
Forces®? Can the FDF use US Army combat service support transformation tenets
to meet its logistics needs?

11.6.1 Demographics

Finland is a republic located in northern Europe. A quarter of its total area liesin
the north of the Arctic Circle. Finland's neighboring countries are Sweden, Norway,
and Russia. Its eastern border with Russia, which is the easternmost border of the
European Union, is about 800 miles long. Finland has a population of 5.2 million.
It has an advanced industrial economy, with the metal, engineering, and electronics
industries accounting for 50% of the country’s export revenue. The forest products
industry accountsfor 30% of the export revenue.

11.6.2 Finland's Defense System

Finland’s security policy is based on nonparticipation in military aliances and on
acredible national defense. While not a member of any military alliances, Finland
participatesin the North Atlantic Treaty Organization (NATO) Partnership for Peace
program. Finland’s military doctrine is based on a territorial defense that will be
adjusted to meet future threats. The President of the Republic is the supreme com-
mander; the Chief of Defense directs the defense of the nation and assigns tasks and
resourcesto lower echelons.

Finland’'s peacetime command structure includes the Army, the Air Force, and
the Navy. The Army has three regional military commands Eastern, Western, and

8 FDF.
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Northern that are divided into 12 military provinces. Each military command is an
echelon capable of independent warfare and must coordinate the operations of the
Air Force, the Navy, and other relevant authorities. The strength of the wartime FDF
is 470,000 men; this will be reduced to 350,000 men by the year 2008. The Army
consists of 22 brigades (2 armor brigades, 9 jaegers [mechanized] brigades, and
11 infantry brigades), troops from different branches of the Army and from other
services, and local defense units[somewhat like US Army National Guard].

The FDF's main wartime ground forces are the three highly mobile readiness
brigades (Brigade 2005) that are based on a concept similar to that of the USinterim
brigade combat team (IBCT). In 2 years, these brigadeswill be the most capable and
best-equipped units in the Finnish Army.

11.6.3 The Changing Environment

Significant changes have occurred within the military doctrines and structures of
many countries during the past decade because of changes in the political, strate-
gic, and security environments and because of new threats. The new, asymmetric
battlefield creates new requirements for logistics systems. Business logistics also
has changed over the same period. Many countries and their armed forces face the
same challenges: reorganizing the armed forces and reducing defense budgets. The
dilemma all nations face is whether to change their military logistics systems or to
depend on old principles and doctrines.

How can Finland estimate future military requirements? Many nations|ook to the
United States for guidance. As US Army logistics is being transformed as a part of
the Revolution in Military Affairs, anumber of logistics factors have been identified
for change. Finland may find that many of the ideas the US Army has implemented
and the principlesit uses also would be useful within the FDF. Of course, changes
in the Finnish strategic environment, and thus in the FDF, would be smaller.

11.6.4 Comparison of Tasks and Doctrines

Comparing the FDF to the US Army is quite complicated because of the major
differences in organizational structures, tasks, and duties. As stated in the US
National Security Strategy and National Military Strategy, the US Armed Forces
must respond to the full spectrum of crises al over the world. The distinction
between US strategy and the Finnish territorial defense strategy is notable. However,
the armed forces of both countries have a homeland security mission.

Although there are many differences, the basic functions of both the US Army
and the FDF have a number of similarities. Both systems must be able to sustain
forces in all situations and during different types of crises. Both logistics sys
tems must be able to provide support operations at home, overseas, and during
international crises.
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After the incidents of 11 September 2001, both countries are closely examining
homeland defense and their logistics systems, although the tenets of ongoing trans-
formation seem to respond well to a new kind of asymmetric battlefield. However,
the FDF focuses mainly on logistics operations on its own land and the US Army
concentrates on operations abroad.

11.6.5 Characteristics of Logistics

Successful logistics operations should be both effective and efficient. The tools
to achieve this goa are the characteristics of logistics shown in the Table 11.3.
These characteristics guide logistics planning at every level and help logisticians
develop plans based on the requirements of the mission, enemy, terrain, troops, time
available, and civilian considerations (METT-TC) and the commander’s guidance.
But are these characteristics universal, and do the FDF and US Army have
equivalent guidelines? The comparison of US, Finnish, and business logistics char-
acteristics in Table 11.3 shows that the basic meanings behind different terms are
almost the same. The US Army’slogisticsfunctionsare clearer. A comparison of the
US and FDF military logistics characteristics with business logistics characteristics
reveals that they are very much alike. The comparison shows no contradictions, so

Table 11.3 Comparison of logistics characteristics (see http://www.almc.army.mil)

Joint logistics ~ Combat service Business logistics FDF logistics Analysis
support
Responsiveness  Responsiveness Responsiveness Long term planning +
quality and foresight
Simplicity Anticipation Automation Simplicity +
integration minimum
materials
handling
Flexibility Improvisation Flexibility Flexibility +
Attainability Anticipation Minimum use of Concentration and +
Integration storage prioritization of
resources
Sustainability  Continuity Quality Sustainability +/-
anticipation
Sustainability  Continuity Resistance Security force +
protection
Economy Integration Economy minimized  Concentration and +
cost and time prioritization of
resources
Integration Integration Automation Synchronization in -
information multinational and

joint operations
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the direction of development appearsto be the same among them all. It also shows
that the characteristics of the FDF are comparable, although they are expressed in
different, less concise terms.

An analysis of the comparison reveals that the FDF needs to update two char-
acteristics. The first is survivability- the ability of CSS elements to prevail in the
face of potential destruction and the ability to protect support functions. One way
to reinforce the FDF's logistics survivability is to increase the combat capabili-
ties of its CSS units when reviewing their organization and equipment. The second
characteristic that the FDF needs to update is integration. CSS operations must be
synchronized with all aspects of operations. The national logistics system must be
able to support international operationswithout special arrangements. Although the
FDF hasalong history of sending units to peacekeeping missions around the world,
the support system does not respond fully to today’s requirementsfor rapid reaction
and force deployment.

11.6.6 Principles and Functions of Logistics

A revolution in the Finnish logistics system is underway. A new FDF Logistics
Handbook was published in 2001 that provides principles and basic structures and
actsasaguidelinefor other handbooksthat were released in 2002. The major change
in the handbook was a move from traditional logistics functions, which have been
maintained for about 85 years, to support functions. The old system was based on
independent branches of ogistics, such as ordnance. The new logisticsfunctionsare
supply, combat health, field services, maintenance, and transportation. The effects
of this change are widespread and create the need to streamline many things. Areas
needing improvement include not only manuals but also CSS unit organizations, the
ideology of older logisticians who are used to doing things the old way, and CSS
personnel training systems.

The CSS functions of the FDF are similar to US Army logistics functions (see
Table 11.4.). The main difference is that combat health is a logistics function for
the FDF and a personnel function for the US Army. In the FDF, the personnel sec-
tion is responsible for human resources, religious support, legal services, and the
band; however, mortuary affair isalogistics function that isled by the chaplain, and
financial management is an operations function. A flaw in the FDF is a dight frag-
mentation of responsibilities because too many functions are logistics by nature but
are not considered logistics functions. These differences are the result of tradition
and history.

Overal, the FDF's new logistics functions provide a solid foundation for devel-
oping the FDF's future logistics systems. However, the FDF supply classification
system correlates with the US Army classification only in principle, because the
FDF uses neither the US Army supply class system nor the NATO classification
system. The supply classification system is an integral part of the supply system.



276 M.H. Molana

Table 11.4 Comparison of logistics functions (see http://www.almc.army.mil)

CSStactical New logistics FDF logistics How FDF logistics
logistics functions functions functions differ from US
functions logistics functions
Sustaining Supply financial Supply (includes all Financial management falls
management classes except under the operations
religious services VIl and I1X) branch. religious, legal
legal band and band fal under the
personal branch
Combat health Combat health Combat health falls under

logistics, not personal as
it doesin the US Army
Field services Field services Mortuary affairs fall under
logistics, but chaplains
fall under the personal

branch
Arming Explosive ordnance Explosive ordnance
disposal disposal is part of

ammunition supply (part
of the cycle system)

Fueling

Fixing Maintenance Maintenance

Moving Transportation Transportation Movement belongs to the
operators branch, but
there are some problems

Manning Human resources Human resources falls

under Personal

Making the FDF supply system compatible with US or NATO systems undoubtedly
would increase its usefulness. Movement control responsibilities also need review.
Logisticians should play greater roles in movement control functionsin corps and
brigaderear areas, wheretrafficis related to logistics.

A fundamental difference between FDF and US Army ideology is the method
the FDF uses to support its combat forces. The main principle of US Army logis-
tics doctrine is to release operational commanders from worrying about logistics
arrangements by giving the responsibility to logisticians. The chain of command
and logistics doctrine enable this principle to work. The US Army’s organiza-
tional modularity makes it possible to provide interchangeable and tailorable units
to meet changing needs. The flexible use of units allows better response to asym-
metric warfare and the shattered battlefield. This also fits well into various tasks of
the US Army’s CSS units, such as domestic support operations and peacekeeping
operations.

In the FDF, the commander has total responsibility at al a level, that is why
organizations at brigade and below are fixed. They are also more logistically inde-
pendent, because forward support battalion-level capability is built into the brigade
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organization. This has proved to be aforesighted strategy sinceit isthe direction the
US Army istaking in developing new conceptsto respond to future challenges. US
CSS units above brigade level are not fully modular and therefore are not fully able
to respond to tomorrow’ s requirements.

11.6.7 US Army CSS Transformation Tenets

Focused Logistics is a significant cornerstone in providing all the necessary CSS
assets and sustainment to customers at al levels of operations. Focused Logistics
enablers are integrated maneuver and CSS systems command and control, Total
Asset Visibility, modular organization, the Movement Tracking System, and awire-
less management information system. Focused Logistics will ensure the delivery
of the right equipment, supplies, and personnel in the right quantities, to the right
place, at the right time.

The US Army has developed six CSS Transformation tenets to help attain
Focused Logistics:

— Seamless logistics system
— Distribution-based logistics
— Adgileinfrastructure

— Total asset visibility

— Rapid force projection

— Adequate logistics footprint

A remarkable point is that both the Joint Vision and the Army Vision emphasize
the importance of logistics as a key factor in developing a more capable military
force. Unfortunately, the role of logistics in the FDF appears to be growing dim-
mer because it is more fashionable to concentrate on developing maneuver units.
Perhaps one reason for this unfavorable trend is the last 56 years of peace in Fin-
land. L ogistics development has been guided more by peacetime economicsthan by
wartime readiness i ssues.
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Chapter 12
L ogistics and Supply Chain Management
I nfor mation Systems

Shabnam Rezapour, Mohammadr eza Sadeghi M oghadam,
and Majid A. Dehkordi

Nowadays, companiesare racing for improving their organizational competitiveness
in order to compete in the global market.

According to Gunasekaran and Ngai (2004), global market is completely con-
nected and dynamic in nature. Therefore, companies are trying to improve their
agility level with the objective of being flexible and responsive in order to meet
the changing market requirements. In this effort, many companies have decentral-
ized their value-adding activities by outsourcing and developing virtual enterprise
(VE). All of these facts highlight the importance of information technology (IT) in
integrating suppliers/partnering firmsin virtual enterprise and supply chain. Supply
chain management (SCM) is an approach that has evolved out of the integration of
these considerations.

Simchi-Levi et al. (2000) defined SCM as a set of approaches utilized to effec-
tively integrate suppliers, manufacturers, warehouses, and retailers, so that goods
are produced and distributed at the right quantities, to the right locations, and
at the right time, in order to minimize total cost while satisfying service level
requirements.

It isimpossible to achieve an effective supply chain without IT. Since suppliers
are located all over the world, it is necessary to integrate the activities both inside
and outside of an organization. This requires an integrated information system (15)
for sharing information on various activities along the supply chain. IT is similar to
anerve system for SCM (Gunasekaran and Ngai 2004).

With the development of information and communication technologies (ICT)
that include electronic data interchange (EDI), the Internet and World Wide
Web (WWW) to overcome the ever-increasing complexity of the systems driving
buyer—supplier relationships, the concepts of supply chain design and manage-
ment have become a popular operations paradigm. The complexity of SCM has
also forced companiesto go for online communication systems. According to Weat-
son et al. (1998), the Internet increases the richness of communications through
greater interactivity between the firm and the customers. For example, three
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auto makers in the US are in the process of launching the automotive network
exchange (ANX) to further understand the impending effects of electronic business
communities. ANX will establish a standard method for parts suppliers to com-
municate and obtain order information from the auto manufacturers (Graham and
Hardaker 2000).

According to Motwani et al. (2000), nowadays companies spend large amount of
money for redesigninginternal organizational and technical processes, changing tra-
ditional product distribution channels and customer service procedure and training
staff to achieve I T-enabled supply chain.

In order to reduce uncertainty and enhance shipment performance of suppliers
and improve the performance of the supply chain system, EDI technology should
be used for information sharing between members of a supply chain (Srinivasan
et a. 1994).

12.1 Literatureon I T in SCM

This section is based on Gunasekaran and Ngai (2004).

Gunasekaran and Ngai (2004) proposed classification scheme to review the liter-
ature available on IT integrated SCM, based on certain major critical areas for the
successful development of 1T-enabled SCM. This classification is as follows:

12.1.1 Strategic Planning for IT in SCM

The strategic planning isacritical task for | T-enabled SCM. Strategic planning of IT
should support the long-term objectives and goals of SCM both in terms of flexibil-
ity and responsiveness to changing market requirements. Cerpa and Verner (1998)
present a longitudinal study of the information systems strategic planning process
(ISSP) within alarge Australian organization. They discuss | SSP with regard to its
strategic relevance, factors affecting IS strategic planning, key issues in ISSP, the
effects of infusion and diffusion levels together with the effect of IS maturity on
ISSP. Manufacturing information system'’s strategic role includes achieving parity
with competitors, minimizing manufacturing’s negative potential, providing credi-
ble support to the business strategy and pursuing a manufacturing-based competitive
advantage. Kardaras and Karakostas (1999) suggest the use of fuzzy cognitive maps
as an approach to existing strategic information systems planning models. Fletcher
and Wright (1996) report a study into the relationship between strategic use of
information technology in financial service organizations.

Top management participation is important in making strategic decisionsin IT
investment decisions to achieve an effective SCM system. It requires some major
changes in business processes and in the way the company operates.

To compete in a new global market, organizations should be capable of recon-
figuring its resources to meet the changing requirements. Market factors such as
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customer requirements, competitors, and price affect the way organizations manage
their operations. The economic reasons here are the cost reasons. The cost till plays
an important role in being competitive. Obvioudly, flexibility and responsiveness
are interconnected with cost. IT helps to improve the accurate information flow
and decisions to support the business process in an effort to meet the changing
market requirements. Talluri (2000) presented a multi-objective model that incor-
porates tangible and intangible criteria for the evaluation of IT systems for SCM.
His model integrates four critical factors: flexibility, quality, time, and cost. Strate-
gic planning of IT in SCM includes organizational issues such as organizational
structure, awareness of top management, business processes, strategic alliances,
and information technology that influence the overall performance of | T-enabled
SCM. Business strategies require the organization to change. IS is a supportive
facilitator of these changes. Lower information processing costs make coordina-
tion processes more efficient, thereby improving organi zational performance. It also
supports decentralized and less hierarchical organizational structure.

Rogerson and Fidler (1994) presented a framework for classifying strategic
information system planning methodol ogies which involves two dimensions; struc-
tural complexity and application complexity. Henderson and Venkataraman (1993)
proposed a framework of IS strategic alignment incorporating the four funda-
mental domain of strategic choice: business strategy, IT strategy, organizational
infrastructure and processes, and I T infrastructure and processes. | T-enabled SCM
facilitate effective technology transfer between partners in a network of firms.
Christiaanse and Kumar (2000) develop principlesfor ICT-enabled redesign of sup-
ply chains which include a rethinking of the governance structures, a choice of the
supply chain actors, redesign of the supply chain structure (sequence of activi-tiesin
the chain), and redesign of information communication and co-ordination structures.

12.1.2 Virtual Enterprisein SCM

Virtual enterpriseisanetwork of independent companies, often former competitors,
who quickly cometogether to exploit fast-changing opportunities. Devel oping a net-
work of firms requires acommunication system to achieve a co-operative supported
work. This can be achieved by utilizing various telecommunication technologies.
That is, IT isvery important in developing and operating a VE.

Virtual teaming is the most appropriate mechanism to examine the relationship
between all parties along the value chain, with members separated geographi-
cally. Virtual team needs to be built by concentrating on process, teaming and
technology factors. Sarkis and Sundararg) (2002) discuss how brokering's role
and practice needs to evolve with evolving organizational forms and supporting
tools, technologies, and mechanisms which are needed to implement e-commerce.
Turowski (2002) explained how agent-based e-commerce could support the devel-
opment of a system for customization. Clements (1997) presentsthe issues concern-
ing the development of international standards for virtual enterprises. The supply
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chain format is different from traditional e-commerce and purchasing approachesin
that (van Hoek 2001):

— A supply chain-wide information infrastructure is used to directly disseminate
relevant market information throughout the chain as a whole, avoiding a loss of
time.

— Informationisused for long-term innovation and enhanced customer rel ationship.

— Co-operation among supply chain part.

Sufficient training in information technology including JAVA, XML and web devel -
opment is required for the development of a VE.

12.1.3 E-Commerce and SCM

EC can take avariety of formssuch as EDI, direct link-upswith suppliers, Internet,
Intranet, Extranet, electronic catalog ordering, and e-mail. According to Lancioni
et al. (2000) the Internet helps to manage supply chain activities by offering infor-
mation about what kind of product is demanded, what is available in the warehouse,
what is in the manufacturing process, and what is entering and exiting the physical
facilitiesand customer sites. Webster (1995) highlightsthe power of EDI in support-
ing collaboration and resolving conflict in a supply chain. E-commerce can cause
cost savings resulting from reduced paper transactions, shorter order cycle time and
inventory reduction resulting from speedy transmission of purchase order related
information, and enhancement of business-to-business communication networks.
Min and Galle (1999) identified the potentia problems of online purchasing. Some
of the magjor issuesin cyber purchasing include size of the firms, security concerns,
global sourcing, contract laws and government regulations. E-commerce should be
viewed less as a phenomenon of business online and more as a challenge of orga-
nization redesign (Wang 2000). Collaborative network of partners are emerging to
support business to consumers (B2C), B2B and government to citizen interactiv-
ity through Intranets (Hackney et a. 2000; Marshall and McKay 2000). Most of
the B2B activity fals under the sphere of portals that dynamically match buyers
and sellers or e-procurement, where buyers and sellers are aggregated (Kaplan and
Sawhney 2000).

Clarke (1998) presents the concept of “virtual logistics’. With virtual logistics,
the physical and information aspects of logistics operations are treated indepen-
dently from each other. In such operations, ownership and control of resources
are affected by the Internet or the Intranet applications rather than direct physical
control and resources that can be owned and utilized remotely.

The experiences reported indicate that IT is an indispensable tool for logistic
operations. E-logistics has been gaining ground after companies selected to go for
third party logistics. Damen (2001) devel oped service-controlled agile logisticsas a
new model for alogistics control system.
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E-commerce provides opportunities for an organization to expand their markets
worldwide. E-commerce opens up the communication and enlarges the networking
opportunities. E-commerce supports seamless integration of partnering firms. This
facilitates the increase in agility and reduction in cost. B2C, B2B and customer-to-
customer (C2C) are some examplesof e-commerce models. For effective SCM, B2B
e-commerce models would be appropriate. To improve the communication between
customers and suppliers, Internet, web and EDI would be useful in exchanging
the information about products and services. These require education and training
and also government support to facilitate easy access to the Internet service and
development of web site for e-commerce.

12.1.4 Infrastructurefor I T in SCM

Companies need to have enough knowledge on the type of I T infrastructurerequired
for their business to achieve an I T-enabled supply chain. The organizational infras-
tructure requirements include top management involvement, strategic fitness of IT,
major playersin the organization (power brokers), IT skills available, etc. Theinfor-
mation systems for supply chain management should be accessible, compatible,
user-friendly, stable and reliable, requiring minimal training and offering strong
after-sales service.

Cheng et al. (2001) present an e-business infrastructure for construction.
Attaran (2001) focuses on the organizational characteristics of online procurement
systems. Jayaram et al. (2000) study the effects of information system infrastructure
and process improvements on supply chain time performance. Au and Ho (2002)
discuss the B2B e-commerce enabled supply chain management and present the
IT infrastructure required for SCM. Al-Mashari and Zairi (2000) discussed the
importance of IT infrastructure for the successful implementation of SAP/R3 for
the reengineering supply chain.

There are many Internet Portals (Yahoo, AOL, JUNO, etc.) which offer services
to companiesto have their products on e-marketplace. Developing I T infrastructure
requires investment on Internet services, web development and updating. I'T migra-
tion is required from time to time based on the changes to the business process and
organizational objectives and strategies.

12.1.5 Knowledge and I T Management in SCM

Knowledge and IT management requires a systemic approach or framework for
educating and training workers in teamwork and to be innovative.

Knowledge management is concerned with recognizing and managing all of an
organization's intellectual assets to meet its business objectives. Knowledge net-
works allow their participants to create, share, and use strategic knowledge to
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enhance operational and strategic efficiency and effectiveness. In the emerging
e-procurement marketplaces, firms establish efficient web-based electronic rela
tionships that allow for closer integration between buyer—supplier. Talluri (2000)
presented a multi-objective mathematical model for the acquisition and justification
of IT/IS systems for SCM. There are several researchers (Angeles and Nath 2000;
Nah et a. 2001; Motwani et al. 2000; Boubekri 2001; Spekman et al. 2002) who deal
with the information technology management from a supply chain perspectives.

It isimportant that we have the complete co-operation of employeesat all levels,
technologies alone will not improve the organizational competitiveness. Tracey and
Smith-Doerflein (2001) point out that the human dimension of communication and
co-operation across al parties comprises the chain.

Thereare different waysto managethe knowledgeand I T. Theseinclude strategic
alignment with partnering firms, collaboration with local universities and training
and education in IT. Company has limited resources therefore; suitable and criti-
cal areas need to be identified with the objective of optimizing the investment in
knowledgeand IT projects.

12.1.6 Implementation of IT in SCM

Integration of the supply chain’sactivitiesand processes beforethe devel opment and
implementation of the information systemsin SCM is needed. Implementation of I T
in SCM requires a project management approach with the right team for the plan-
ning and implementation of IT projects to provide financial and technical support
for the implementation of IT for achieving SCM.

Cumberland Packaging Corporation decided to replace its 20-year-old manu-
facturing system with a fully integrated ERP: ADAGE. By implementing ADAGE
Cumberland has been ableto reduceinventory by 10-15%, with the val ue of approx-
imately $2 million. In addition, the system has helped Cumberland shorten delivery
lead-times, improve customer service, and better plan and forecast demand, thereby
cutting production costs (see http://www.sctcorp.com/SMDS/ClientProfiles.htm).

Successful implementation of IT depends upon the support of top management
and overall organizational structure. Ho (1996) discussed in detail IT implementa
tion strategies for manufacturing organizations. Skills available within an organiza-
tion influence the success of IT in supply chain. Project management and planning
method can be used for the implementation of IT in SCM. There are different tools
that could be used for the implementation of IT in SCM, some of which include
(a) quality function deployment (QFD), (b) concurrent engineering, and (c) life
cycle approach. Pawar and Driva (2000) point out six major issues in the imple-
mentation of EDI in supply chain: (a) develop strategy, (b) assessment, (c) create
culture, (d) prioritize improvements, (€) plan the change, (f) implement improved
situation and support implementation. Angeles and Nath (2000) examine the impor-
tance of congruence between trading partners for the successful implementation of
EDI networks. Cooper and Zmud (1990) propose atechnological diffusion approach
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for information technology implementation for the networked and collaborative
enterprise environment.

Human factors such as the behavioral attitude towards the implementation of 1T
in SCM, level of education, knowledge in computers, training and education, ...
impact the successful implementation of 1T in SCM. Williford and Chang (1999)
describe the development of a macro model that predicts staffing, training and
infrastructure funding for the FedEx Information Technology Division.

Implementation of I T requiresastrong team that includeskey and I T knowledge-
able managers from all functional areas. There are several tools and methods for
effectively managing the implementation of IT: QFD, CE and life cycle approach.
Suitable performance measures and metrics should be developed to monitor the
implementation of IT over a time period. Strategic aliances and benchmarking
studies on implementing IT for SCM would be helpful.

12.2 A Framework for the Development of I T
for Effective SCM

Gunasekaran and Ngai (2004) pointed out the major issues that need to be addressed
when attempting to enhance the role of 1T in supply chain integration. These issues
are showed by them in the framework like the Fig. 12.1.

12.3 Roles of E-Government in Business

Government institutions are repositories of knowledge (e.g. laws, regulations, case
histories), and provide and consume services that are of key importance to individ-
uals and businesses (Navarro et a., 2007). Important users of e-Government are not
only citizens but are also businesses. E-Government to business consists of elec-
tronic interactions and allows for transaction initiatives such as procurement and
the development of an electronic marketplace for government (Fang 2002). Clearly,
e-Government is related to e-Business which is any information system or appli-
cation that enhances business processes and often refers to the application of web
technologies (Poon and Swatman 1999; Amit and Zott 2001).

An e-Government strategy is a fundamental element in modernizing the pub-
lic sector, through identifying and developing organizational structure, the ways of
interactions with citizens and business, and reducing cost and layers of organiza-
tional business processes. It provides a wide variety of information to citizens and
businesses through internet. E-Government can develop the strategic connections
between public sector organizations and their departments, and make a communi-
cation between government levels. This connection and communication improve
the cooperation between them through facilitating the provision and implementa-
tion of the government strategies, transactions, and policies, and also better use and
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Infrastructure

Fig. 12.1 A framework for the development of IT for effective SCM (Gunasekaran and Ngai 2004)

running of government processes, information, and resources (Cabinet Office 2000;
Heeks 2001). E-Government strategy is enabling public sector organizations to
interact directly and work better with businesses, irrespective of their locations
within the physical world.
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Researchers agree that ICT has considerable potential to contribute to learning
efficiency, gains and cost reductions for companies. The opportunity to access new
knowledge, learn about government and conduct on-line transactions will reduce
red tape and simplify regulatory processes, therefore helping businesses to become
more competitive (Navarro et a., 2007).

There are many different definitions for E-Government. Tapscott (1996) defines
e-Government as an internet-worked government, which links new information
communication technologies (ICT) with legal systems internally and, in turn, links
such government information infrastructure externally with everything digital and
with everybody such as: the tax payer, suppliers, business customers, voters and
every other institution in the society. Fraga (2002) pointed out that e-Government
isthe transformation of internal and external relationshipsin the public sector (citi-
zens and businesses) through net-enabled operations. For Unpa and Aspa (2001),
e-Government simply consists of the creation of a web site where information
about political and governmental issues is presented. (Abramson and Means 2001)
define e-Government as digital governmental information or a way of engaging in
digital transactions with the public (citizens and businesses) and employees. Dur-
rant (2002) defines e-Government as a permanent commitment of government to
improve the relationship between the citizens and businesses and the public sector
through enhanced, cost-effective and efficient delivery of services, information and
knowledge. The IDABC! web site has the following definition for e-government:
“e-Government is the use of information and communication technologies in pub-
lic administration to improve public services and democratic processes and to
strengthen support to public policies’. Heichlinger (2004) defines e-government as
aset of activities supported by information systems for improving the rel ationships
between government institutions and citizens.

Adoption of e-Government is not straightforward and cannot be donein alimited
period of time, rather it requires an integrative architecture framework approach
to place government information and services online. Also e-Governments require
significant changes in organizational infrastructure, which, in turn, can engender
resistance.

12.4 How ICTsLead to Successful Use of E-Government

This section is based on Navarro et al. (2007).

A successful use of e-Government comes from making connections between
individuals, departments, ideas, and even between government institutions via ICT
media. Several factorsinfluence the use of e-Government by businesses. ICT appli-
cations are needed to create organizational information capability, which is an
essential resource for the exchange of strategic and tactical information with all
stakeholders in an e-Business. Timmers (1998) suggests ICT classification based
on the vertical or horizontal integration of various companies and industries, and

1 Interoperable Delivery of European e-Government Services to public Administrations,
Businesses and Citizens.
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considers e-shops, e-procurement, e-actions, e-malls and marketplaces. Rayport and
Jaworski (2001) suggest two main criteriato classify ICT:

— The sources of content organization (which may refer to products, services and
information).

— Thefocus on e-commerce business strategy, which can be on the supply side (e.g.
supply chain movement) or on the demand side (e.g. better customer experience).

Navarro et al. (2007) point out three different types of technologies that may be
associated with e-business:

— Theinternet, which enables customers and employees to have access to instantly
available information about products and services across time and distance (Tet-
teh and Burn 2001; Porter 2001).

— Groupware, which providescollaborativegroupsformed by employees, managers
and sometimes customers with the ability to link large amounts of informationin
adynamic manner (Rodgers and Thorson 2000; Brown 2002).

— Collective systems, which facilitate flows of information that may be controlled
by users (Fowler 2000; L ee and Runge 2001).

Hirst and Norton (1998) identify three types of connections between business and
e-Government:

— External, where | CTs open up new possihilitiesfor governmentsto be moretrans-
parent to businesses, giving accessto agreater range of information collected and
generated by governments.

— Relational, where ICT adoption may enable fundamental changes to the rela-
tionships between businesses and the state. Vertical and horizontal integration
of services can be realized, enabling the integration of information and services
from various government agencies to help businesses and other stakeholders get
seamless services like procurement of goods and services between government
ingtitutions and businesses.

— Internal, which refers to the extent that government services are re-engineered
from an off-lineto an e-service.

Internet systems, groupware systems and collective systems are positively associ-
ated with e-Government (Navarro et al. 2007). The existence and use of internet
and intranet systems is essential for using e-Government and defines the external
connection between business and e-Government. Connection between businesses
and government requires collaboration within and between organizations which
are facilitated through groupware. Kambil et al. (1999), the internal connection
between businesses and government institutions requires collective systems aimed
at improving efficiency, for example through on-line forms and transactions.

According to Montazemi (1988), larger businesses can allocate greater finan-
cial and personnel resources to the adoption and use of technology. As a business
increases in size, its coordination may become more complex, and therefore its
reliance on the movement of information might also increase, hence increasing the
need for computerized systems. The size of acompany is related to the level of web
adoption.
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ICT has adirect impact on business performance. We expect that more success-
ful businesses would be taking advantage of ICT and consequently would be more
likely to use e-Government.

Firms with higher internet resources have a higher usage of information tech-
nologies, are possibly more aware of interacting on-line with customers, and are
more likely to envision benefits from the use of government e-services.

The larger the business, the greater is the use of the internet. However, we have
found that if businesses do use the internet, the size of the business becomes less
important for making full use of e-Government. Navarro et al.’s (2007) findings did
not indicate any significant effects of business performance on e-Government use,
although there was a positive correlation between them, it was not significant.

Businesses should consider e-Government as a source of knowledge and not just
a cost reduction opportunity. Use of e-Government by businesses will depend on
how government institutions handle internet, groupware and collective systems.
Groupware and collective systems affect e-Government in a positive and mean-
ingful way so companies need to support connections between employees and
their customers and between companies and government. Not only will the inter-
net make government more transparent and provide access to a greater range of
information and services, but also groupware systems will create opportunities for
partnership and collaboration between businesses, government and other businesses
(Tapscott 1996; Tan and Pan 2003).

Collective systems, vertical and horizontal integration of government services
can be realized enabling businesses to get seamless services. According to Tan and
Pan (2003) it is necessary but not sufficient that government services be simply
transferred from an off-line to an on-line service, but al users should be informed
and educated of the value and use of e-Government. So in order to implement
e-Government, companies need to provide and support internet systems, groupware
systems and collective systems as a prior step, and large companies provide and
support ICT to a greater extent than small companies.

12.5 E-Government Architecture Framework

This section is based on Ebrahim and Irani (2005).

A public sector organization planning to adopt an e-government initiative and
formulateits IT strategies must evaluate its business models and select appropriate
technology solutions that deliver on central government policy. The e-government
architecture defines the standards, infrastructure components, applications, tech-
nologies, business model and guidelines for electronic commerce among orga-
nizations that facilitates the interaction of the government and promotes group
productivity. A number of studies have pointed out to the architecture or compo-
nents of e-government, such as Cabinet Office (2000), Heeks (2001), Sharma and
Gupta (2002), Office of Information Technology (2001) and Daniels (2002).
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Ebrahim and Irani (2005) provide an integrated architecture framework for
e-government that represent the alignment of I T infrastructurewith business process
management in public sector organizations. They discuss the required business
process for the successful implementation and management of e-government activ-
ities. Thisframework is structured into four layers connected through two-direction
arrows which present the hierarchical level of e-government implementation and
portray the logical connection of each relevant layer that allow two-way trans-
mission of data and services. Figure 12.2 shows this architecture framework of
e-government which is divided into four layers: access layer, e-government layer,
e-business layer, and infrastructure layer.

12.5.1 Access Layer

Thisisthe simplest level of e-government architecture which is controlled and man-
aged by government users. This layer involves the channels that government users
(citizens, business, employees, other governments, and other community members)
can access the various government services. Access channels consist of online and
offline channels of distribution through which products, services and information
are used, accessed and communicated by multiple technologies.

12.5.2 E-Government Layer

Thislayer isabout integrating digital data of various organizationsinto aweb-portal
of government services, in the form of a one-stop e-government portal. This may
result in improved access to government resources, reduction in service-processing
costs, and enabling organizations to provide a higher quality of service (Ho 2002;
Gant and Gant 2001; Sharma and Gupta 2002).

Government web-portals have an important role when public sector organiza-
tions try to create electronic interaction between government and citizens (G2C),
government and business (G2B), government and its employees (G2E), and govern-
ment and government (G2G). Anintegrated portal will reduce overhead and improve
information flow. Security is another key element of this layer, through deploying
government authentication and privacy standards to secure online transactions and
protect the portal contents.

12.5.3 E-Business Layer

This layer is focused on using ICT tools to harness a network of trust, knowledge
sharing and information processing that takes place both within and between organi-
zations (Moodley 2003). Thislayer includes several tools to help determine, assess,
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Fig. 12.2 Framework of e-government architecture (Ebrahim and Irani 2005)

and achieve consistent and integrated processes and information systems in public
sector organization.

The implementation of this layer will make a strong foundation to build single
e-government portal and also support the relationship and interaction between G2G
and G2E. Thislayer support decision-making in the formation of new value chains,
and reinforces the existing business partner’s relationship in form of electronic
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procurement. Legacy systems and applications across government organizations
need to be upgraded to a web-enabled level to extend their functionalities beyond
organizational boundaries and to achieve full communication between all informa-
tion systems and their processes.

Theintegration of government database systems, processes and applications play
a critical role in this layer. This layer emerges widespread applications and sys-
tems that help maintain governments’ existing data and business processes. These
applications can use access layer to deliver information and services to citizens
through different channels, such as CRM, which focuses a new concept of rela
tionships between government and citizens, “citizen-focused”, through delivering
services to citizens and enabling joined-up and automated service delivery. CRM
system cannot work independently in this layer, thereis a need for integrated infor-
mation systems and applications that support its operations and provide essential
data such as database management system (DBMS), document management sys-
tems, and data warehousing, which can hold citizen’s records, official documents,
historical information, and maintain business processes and procedures.

Common approaches for e-business layer involve integrating legacy systems, or
computer systems that are not connected and do not share data, for example, enter-
prise resource planning (ERP), EAI, and web services. EAl systems have emerged
to overcome some of the limitations of ERP, through providing an integrated orga-
nizational infrastructure (Erasala et al. 2003). Web services are standards-based and
suited to build common infrastructure to reduce the barriers of businessintegrations,
hence, enable e-government systems to collaborate with each other regardless of
underlying infrastructure (Huang and Chung 2003; Ratnasingam and Pavlou 2002).

12.5.4 Infrastructure Layer

Building an effective information community by using e-business layer requires a
technology infrastructure that reaches out to all parts of public sector organization.
This layer focuses on technologies that should be in place before e-government
services can be offered reliably and effectively to the public. They try to support
and integrate the operations of information systemsin e-business layer across orga-
nizations by offering the necessary standards and protocols through network and
communication infrastructure approaches (e.g. intranet, extranet, and internet). This
layer provides basic technologies, such as LAN, which support the provision of
user-friendly and innovative online services involving the transmission of data of
various formats such as text, graphics, audio and video.

To have a successful e-government strategy, the public sector must create an IT
infrastructure. IBM (2001) indicates that the key component of IT infrastructure
in government organizations is the application server. It consists of server hard-
ware, server operating system, and different applications server software that runs
the e-government application logic and manages the user interaction. These servers
operate through efficient network technology and internet connectivity. Security of
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infrastructureis still one of the most crucial and least understood issues associated
with internet-based communication and applications (Medjahed et al. 2003).

The consistency of layers should be given the required attention during theimple-
mentation of e-government. Each layer connected to the adjacent layer so poor
implementation of one layer could affect the performance of the rest of layers, and
therefore, will degrade the performance of e-government.

12.6 Barriersto E-Government Adoption

This section is based on Ebrahim and Irani (2005).

Many e-government initiatives are in their strategic phase of implementa
tion, however, some key problems and barriers are already beginning to emerge.
There are a number of barriers experienced in public sector organizations that
prevent the realization of anticipated benefits and degrade successful adoption
of e-government projects. Ebrahim and Irani (2005) analyze and summarize the
barriers of e-government adoption experienced in public sector organizations.

Despite the cost of IT going down, an adequate I T infrastructure which is com-
posed of hardware and software that will provide secure electronic services to
citizens, businesses, and employees, still representsthe key barrier for e-government
adoption. Most researchers such as: Bonham et al. (2001), Bourn (2002), Dillon and
Pelgrin (2002), McClure (2000) and National Research Council (2002), agree that
governments view a lack of technical infrastructure as a significant barrier to the
development of e-government.

The key to success in an e-government strategy is to implement an adequate I T
infrastructure that will support a users experience of easy and reliable electronic
access to government. As discussed earlier, LAN, reliable server, and internet con-
nections are important to build a strong foundation for e-government infrastructure.

Another significant barrier to the development of e-government is the need to
ensure adequate security and privacy in an e-government strategy (Daniels 2002;
James 2000; Joshi et a. 2001; Lambrinoudakis et al. 2003; Layne and Lee 2001,
Sanchez et al. 2003; Bonham et al. 2001; Gefen et al. 2002). IT departments in
organizations should be aware that security and privacy are not only critical for the
availability and delivery of government services but also to build citizen confidence
and trust in the online services and transactions they will be providing. Investing
in the best available privacy and security applications and tools is worthwhile, as a
shortage of them could lead to failure of the entire e-government project.

Chen and Gant (2001), Heeks (1999), Ho (2002) and (Moon 2002) identify the
shortage of IT skills as another potential barrier to provide the e-government ser-
vices. One of the reasons for this is the difficulty of attracting and retaining the
right IT talent, and also there is a lack of skilled staff in market who are famil-
iar with mgjor IT skills, as noted by McClure (2000, p. 18). These skills include
computer information systems anaysis, systems design, network construc-
tion, applications integration, maintain middleware technologies, transaction-
oriented, message-oriented, operational management, web development, project
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management, and systems maintenance. Moon (2002) concluded that to move
towards a higher level of e-government development, public sector organizations
require more and highly trained technical staff.

Some of the researchers like Li and Stevenson (2002) have pointed out that
in order to maximize the potential offered by an e-government initiative, govern-
ment organizational culture, management strategy and individual attitudes within
the organization need to be changed. While effective top management leadership
involvement is a cornerstone of any IT investment strategy, strong government
leadership and responsive management processes must support an e-government
initiative. Some government officials perceive e-government as a potential threat
to their power and viability, so become reluctant to the idea of online transactions
(Ebrahim et al. 2003; Sanchez et al. 2003). Government staff should be prepared for
new ways of dealing with new technologies that emerge with e-government. Some
of the departments are reluctant to share their business data or processes with other
departments within the same organization or with external partners. They believe
that will weaken their authority.

Another barrier to the adoption of e-government is central government funding
(Bonham et al. 2001; Heeks 1999; Ho 2002). The lack of financial resources from
central government for e-government investments was seen as a mgjor barrier, par-
ticularly by stakeholders from the government sector. Another important financial
problem is the high operational cost of the existing IT infrastructure. The main-
tenance cost of such an infrastructure is high, which presents additional financial
barriers. Today some public sector organizations turn to outsource their informa-
tion systems activities to run e-government implementation in order to cut costs and
thereby achieve more within financial constraints.
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Chapter 13
Case Studies

Maryam Abedian and Sara Shar ahi

In this chapter we will introduce some case studies related to supply chain manage-
ment and logisticsin different countries.

13.1 A Bitter Pill at Hershey (Sridharan et al. 2005)

This case study shows the impact of supply chain implementation issues on the
market value of the firm. The null hypothesisindicates that supply chain implemen-
tation issues do not affect firm value. The against hypothesis indicates that poor
supply chain implementation can have a negative impact on firm value.

Hershey Foods Corporation and its subsidiaries deal in the manufacturing, dis-
tribution, and selling of consumer food products. The Company’s main product
groupsinclude chocol ate and non-chocol ate confectionery products sold in theform
of bagged items, bar goods and boxed items, and grocery products in the form of
baking ingredients, chocolate drink mixes, peanut butter, dessert toppings and bev-
erages. In September 1999, the firm abruptly alerted Wall Street that it would lose
up to $150 million in sales that year and miss analysts earnings estimates by as
much as 10%.

Explaining the earnings failure, Hershey's officials said that the company’s
nationwide order-taking and distribution system had been interfered by the introduc-
tion of systems intended to facilitate shipping and logistics between Hershey plants
and retailers. The supply chain system which cost $112 million dollarsinvol ved soft-
ware and computer systems from SAP AG, Manugistics, and Siebel Systems. The
supply chain management system was assumed to automate and modernize every-
thing. Having software from three different providers created unforeseen delays and
elaborate problems of implementation. The US confectionery market experienced
increased demand for Hershey’s productsin 1998 and 1999; yet by September1999,
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Hershey had missed earning estimates in five out of the previous six quarters. It
was apparent that Hershey has difficulties for delivering its productsto retailersin a
timely fashion because of a shortage of warehouse space. System start-up is another
problem which added additional delays of up to 8-12 daysin delivering productsto
retailers. Since Hershey was unableto fill itsretailers’ ordersin time, theretailersin
turn routed their ordersto Mars Inc. and Nestle, two of Hershey’s main rivals. The
delay cost Hershey more than lost sales in the Halloween season of 1999; it cost
them lost shelf space that is generally hard to win back. According to Ron Coppel,
Vice-President of business development at Eby-Brown Co., a Napierville, lllinois
candy distributor, candy eaters are more loyal to the type of candy (e.g. chocolate
or lollipops) than to a particular brand, so if a customer does not find a Hershey’s
chocolate bar at a store there is a suitable opportunity that they will opt for another
brand rather than leave the store without buying the candy. The unfortunate part of
the situation for Hershey was that it had sufficient candy on hand to fill al of its
orders. It is apparent that moving the candy from its warehouses to its customersis
difficult.

Hershey produced about 3,300 different candy products in 1999. The acquisi-
tion of Leaf North American, the maker of Good & Plenty, Heath, Jolly Rancher,
Milk Duds, Payday and Whoppers, Hershey’s product offerings increased by 30%
in 1996. Hershey had aso been adding variationsin size such as king-size and bite-
sizeto its common sizes and introduced variations such as Reese Sticks and reduced
fat Sweet Escapes. It also had made different wrappings and packages for different
holidays. The proliferation of candy cause Hershey’s sales grow was faster than the
overall industry in the mid-nineties. But in 1998 and 1999, sales growth slowed at
Hershey. In 1996, Hershey computerized its systemsto satisfy retailerswho increas-
ingly demanded that Hershey fine-tune its deliveries so that the retailers could keep
their inventories and costs down. The project called for 5,000 PCs as well as net-
work hubs, servers and software from Siebel Systems, Manugistics and SAP AG.
IBM was also hired to cooperate with system implementation. Hershey’s 1,200 per-
son sales force and other departments were to use the system for handling every
step in the process. The system was assumed to run the firm’s accounting, track raw
material ingredients, schedule production, measure the effectiveness of promotional
campaigns, help in setting the prices and even decide diminutive detail s such as how
products should be massed inside Hershey’s trucks.

Hindsight shows that the critical mistake for Hershey was the decision to imple-
ment the entire system all at once instead of in stages. Initialy, the system was to
start up in April 1999, but as testing and development were not complete, the date
lagged to July 1999. Orders for Halloween candy began to comein July 1999 and
Hershey had difficulty entering customer ordersinto the systems and conveying the
specifications of the ordersto its warehouses for fulfillment. The end result was that
the supply chain system, which was part of a broader reviewing intended to sharpen
the company’sfocus on its core mass-market candy business, resulted in much haz-
ard to the company’s core business because of poor implementation. Hershey hoped
it would make up some of the goner sales of the Halloween 1999 season during
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the Christmas season of 1999. However, continued technology and order fulfillment
problems resulted in lower than expected sales in December 1999 as well.

13.2 Assessing Supply Chain Management Success Factors
(Tummala et al. 2006)

A questionnaire was designed based on all identified operational subjects related
to five strategic success factors (building customer—supplier relationships, imple-
menting information and communi cation technology, re-engineering material flows,
creating corporate culture, identifying performance measurements) and pilot tested
using several purchasing, logistics, and manufacturing managersat alarge Midwest-
ern consumer and building products company. This corporation is referred as the
“company”. Thegoal of the survey isto evaluate the current practices and the extent
to which these factors are perceived as important in formulating SCM initiatives.
The questionnaire was revised after of pilot testing and the revised questionnaire
was formatted to a spreadsheet for easy collection and compilation of survey data.
It was sent by e-mail to 129 managers dealing in purchasing, logistics and manu-
facturing functions in the company. This company has 60 plus operating facilities,
which manufacture consumer and building products including cabinets and related
products, plumbing products, decorative architectural products, and insulation and
other services. The survey questionnaires were e-mailed first to purchasing man-
agers and they were asked to forward the survey to the appropriate personnel in
related unit such as purchasing, manufacturing or logistics. The average respondent
had 7.5 employees reporting to him/her, between seven and ten years of experience
in their present occupational field. Analyzing the forward and backward channels
shows that a large proportion of respondents interacted with customers and suppli-
ers that were both internal and external. Also the response rate and the profile of
the respondents show that the survey sample well represents the practices of supply
chain management in all operating facilities of the company.

Why is supply chain management (SCM) used? A significant majority of respon-
dents perceived purchasing, inventory control, logistics and manufacturing as the
most important functions to be integrated within the supply chain management
paradigm. Still a significant proportion of respondentsfelt that predicting and qual-
ity functions should be integrated. These observations are supported by the survey
results as 98, 96, 87, and 85% of the respondents agree that purchasing, inventory
control, logistics, and manufacturing functions should be integrated within the SCM
approach. Also, 80 and 79% of the respondents indicated that predicting and qual-
ity functions should also be integrated within supply chain management paradigm.
Clearly these results, with 95% confidence intervals shown in the parenthesis of
each statistics, are statically significant.
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The survey respondents were asked to weight each factor on a six-point scale.
At last, the survey results are summarized and the results are as following:

In examining corporate culture, the survey results indicate that there are a good
deal of commitment from senior and middle management to SCM. Thereisalso gen-
erally agood level of communication, employee engagement, and cross-functional
interactions and participative management, and acceptance of employee sugges-
tions. Thisisan excellent indication that internal planning will support the concerns
of business units and support continuous improvement efforts. At the same time,
the responses of the survey respondents indicate that not enough resources were
assigned to implement and support SCM activities in their divisions. In addition,
they perceived that resource assignment could be developed in the areas of bet-
ter information systems, greater commitment, increased training, more personnel,
and aligning SCM initiatives with current priorities and resource commitments. The
responses a so indicate the need for improvement in setting clear cut SCM agendain
the respective business units and adequate investment in technol ogy to support SCM
activities. This shows that the corporate and divisiona senior and middie managers
could take further actions to provide direction to address these problemsin reach-
ing strategic and operational objectives of SCM philosophy. These initiatives could
help employees identify the requirements of SCM and benefits to be achieved. It
also makes them feel that they are supported by senior management to implement
SCM plans. Most of the respondents showed the lack of use of information and com-
munication technologies other than email and faxes, bar-coding and scanning, and
EDI. The use of bar-coding and scanning, and EDI appears not to be not common.
Equally interesting observationisthat ICT platformsare used only in the placement
and receipt of orders. Itisperceived by the respondentsthat they are not significantly
used in sharing information, production scheduling, inventories, problem solving,
purchasing, and internet auctions, etc. Clearly this area needs more improvement.
Training and education in the selection and use of I CT systemsand their compatibil-
ity with the systems used by other supply chain members would enable employees
to use more suitable ICT systems to achieve supply chain effectiveness and effi-
ciency. Asacasein point, investing in ICT and using it in purchasing transactions
would enhance purchasing competency, which requires training in the use of the
chosen IT system. Building trust and recognizing the mutual benefits that would be
again by sharing information among supply chain partnersis aso critical. Perceiv-
ing the SCM philosophy and its requirements al so enables employees to understand
which of these areas could bring in the most efficienciesand learn how to implement
appropriate SCM plans.

Use of ICT to achieve supply chain effectiveness is necessary. Also, the use of
internet technology to perform real time supply chain activitiesis essential. Indeed,
the use of internet technology is changing the way the supply chain members
conduct their business transactions regularly. improving and maintaining customer—
supplier relationships is also important. The corporate and division level senior
management could provide the strategic direction to gain this purpose without
compromising the underpinning entrepreneurial approach of “maximizing value to
shareholder” by the company. Interestingly, the respondents indicated that
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conveying accurate information, maintaining trustworthy communicationsand long
term commitment, joint problem solving and conflict resolution, and using compat-
ible technologies are important to develop and maintain relationships or alliances
among the supply chain members. This is a good position to be in because the
employees do not have to be persuaded how important the customer—supplier
relationships are in implementing effective SCM plans. By providing appropriate
environment to support, SCM would enable employees to take necessary actions.

Another interesting observation is that the operating business units of the com-
pany appear to be more proactivewith their upstream suppliersthan with their down-
stream customers as indicated by the respondents’ attitudes towards re-engineering
their internal and external logistics operations. Integration of upstream suppliers
and downstream customers is extremely important to gain supply chain effective-
ness. Focusing on one and leaving the other unattended is a odd strategy as it
seriously compromises customer service levels and hence SCM goals and objec-
tives. The company needs to seek ways to improve internal and external logistical
operations throughout its operating business units to define system-wide costs and
service levels to satisfy customers and the company’s desired goals and objectives.
Using good I T systems would be most helpful to achieve this purpose. It is possible
that some operating divisions have implemented plans but others do not know about
them. Consequently, the majority of the respondents may have indicated that they
are not defining logistical initiatives to achieve supply chain efficiency. This could
be the reason that the respondents did not perceive the SCM performance measures
related to logistics such as customer satisfaction, delivery times, responsiveness,
etc. asimportant. In addition to addressing logistics operations, understanding SCM
requirementswould enable employees define good SCM performance measures and
use them to examinethe effectiveness of the SCM plansthat are implemented. How-
ever, it isinteresting to see that inventory turns, cost reduction and on-time delivery
are perceived to be the three important performance measures to assess the impact
of SCM.

The lack of use of ICT and lack of focus on re-engineering the material flow
and the weakness of using other SCM performance measures as perceived by the
survey respondents could have been the reasons for many respondents to believe
that SCM initiatives are not fully done at their respective business units. Given the
perceived strengths in corporate culture and customer—supplier relationships issues
as indicated by the survey respondents, and addressing the resource allocation that
could be improved in the areas of better information systems, increased training,
and aligning.

SCM initiatives with current priorities, these weaknesses can be overpower if the
senior management at the corporate and division level providesa strategic and oper-
ational environment for SCM support. The company can implement effective SCM
plansto realize system-wide costs savings whil e satisfying the customer service lev-
els. Thiswould improve the company’s entrepreneurial approach of maximizing the
shareholder value.
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13.3 An Assessment of the Danish Pork Supply Chain
(Hobbs et al. 1998)

When a firm is seeking to state its competitive position within a market, one of
the techniques often used are an internal and external audit. This involves the
firm’'s managers in identifying the internal strengths and weaknesses of the firm,
the external opportunities and threats posed by conditions in the firm’'s market-
ing environment. This analytical procedure is sometimes referred to as strengths,
weaknesses, opportunities, threats (SWOT) analysis.

Danish pork industry looks very uncompetitive in comparison with its rivalsin
international markets, yet Danish exports account for between 20 and 30% of global
pork trade. This study explores the reasons for this success, finding answers in the
organization of the Danish pork supply chain. This case study used SWOT analysis
to analyze the competitive position of Danish pork supply chain.

SWOT analysis of the Danish pork supply chainis asfollows:

13.3.1 Strengths

— Vertical coordination of industry through cooperative structure

Education and training of labour force

High quality products, tailored to the needs of individual markets

Efficient transfer of product quality information along production-processing
chain

Research

13.3.2 Weaknesses

Farm cost structure: highly capitalised
— High feed costs

Processing cost structure

— High labour costs
— High capital equipment costs
— Slower line speeds

Co-operative structure — must take all pigs
Presence in Japanese market

— Sell to processors/wholesalers
— No Danish brand identity with consumers
— Sell only frozen product
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13.3.3 Opportunities

Research and devel opment advances, e.g. measurement of ;

— Carcass colour

Reform of CAP — cheaper foodstuffs
Expanding existing markets

— Japanese market

New markets

— Korean market
— Other Asia-Pacific Rim markets
— Central and eastern Europe and the new independent states

13.3.4 Threats

e Farm level production:

— Environmental restrictions on herd size
— Consumer animal welfare concerns

o Markets

— Declinein UK market
— Difficulties of doing businessin central and eastern Europe

e Competitors

— Talwanese regain strength in Japanese market
— Industriaisation of the US industry

The blossom of The Danish pork industry is the result of a coordinated approach of
production, processing and marketing, which is built on the basis of athorough find-
ing of the requirements of different markets, a dedication to quality which includes
the ability to provide a consistent and reliable supply of high quality products tai-
lored to the requirements of different markets, and a well-organized co-operative
industry structure. Thelong tradition of agricultural marketing co-operativesin Den-
mark has evolved a complex system of support for the activities of the industry,
from the education and training of the labor force to research and development
into pig breeding and the latest within plant logistics and processing technology.
Co-operation, not confrontation, is the watchword throughout the supply chain.
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13.4 A Study of Supplier Logistics Performance M easurement
in the Automotive Industry (Schmitz and Platts 2004)

The aim of this case study is to identify functions of performance measurement
as a management control mechanism and tool in supply chain management in
the automotive industry. This case is focused on its use at the vehicle manufac-
turer as the dominant partner in the supply chain. Its role is examined in terms of
communication and co-ordination between vehicle manufacturer and its first tier
suppliers. The companies under study used a whole range of different performance
measurements. Quality audits and ratings, product and process FMEA, total cost
analysis, strategic vendor categorization, etc. This case emphasizes one particu-
lar area of measurement: the ongoing measurement of the logistics performance
of suppliers. Within this relatively constrained field, differences in the practice
of performance measurement are assessed at each of the companies and explored
whether these can be explained through different functionsthat are fulfilled by mea-
surement or through idiosyncrasies of the power structure and culture within the
organizations.

Two main vehicle manufacturerswere studied by questionnaires as well as semi-
structured interviews during site-visits. The European logistics director and three to
five additional managersand analysts from the purchasing and logistics departments
at their European headquarters and at one of their German plants were interviewed
in each company. The companies provided documents on quality management, sup-
plier selection and evaluation procedures, etc. as well as actual supplier ratings
and exemplary correspondence with suppliers. Additionally, a more detailed study
was undertaken at Company A over the period of more than one and a half years
involving observation of meetingsin the logistics department, between logistics and
purchasing managers and between Company A’s representatives and supplier rep-
resentatives. An overview of the performance measurement systemsis presented at
each of the two companiesin Table 13.1.

Although the basic activities at all companies are similar — after al, they arein
the same industry, dealing with the same suppliers, using very similar processes —
the measurement process at the companies showed some differences. Although the
criteriaat two companiesbear correspondence, the form in which they are evaluated
differed: Company A has the most formalized supplier rating system and the most
advanced information system to support performance evaluation. It also is the most
centralized company in this study. Company A tries to establish performance mea
surement as amain tool for communication with suppliers and control of the supply
base. Supplier ratings are produced on a monthly basis and are used in order to get
the attention of the suppliers and to begin action by threatening them with down-
grading. This use of performance measurement as an instrument of threat towards
suppliersfollows a perceived lack of power over the suppliers.

It is interesting to know that the effect of the logistics rating on purchasing
decisionsisindeed very limited. One purchasing manager represented that she did
not know any case in which a preferred supplier was not chosen because of its
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Table 13.1 Summary of supplier logistics performance measurement in the two companies

(Schmitz and Platts 2004)

Evaluation criteria

Rating method

Scale
Frequency of evaluation

Level of formality

Action

Consistency of actions
Introduction
Initiator

Centralization of logistics
activities

Company A

1. Communication systems
(25 points)

2. Up-to schedule shipping
performance (25 points)

3. Reaction to problems
(15 points)
4. Over shipment (10 points)

5. Record maintenance by
supplier (15 points)

6. Other supplier performance
(10 points)

Weighted scoring (additive
model)

0 (worst) to 100 points (best)
Monthly

High. High degree of reliance
on quantitative data,
guidelines and rules

<80 for 6 month: Quality

certificate (QC) suspended.

No new orders

<80 for 12 month: loss of QC.

Re-sourcing

Medium to low. Not enough
personnel to follow-up on
underperformance

Same criteria since 1996

Central logistics department,
QM

High. Central department
involved in most logistics
issues (incl. Supplier
follow-up)

Company B
1. Schedule adherence

2. Early warnings (e.g. materia
shortfall without prior
advice)

3. Reliability (e.g. response to
faxes, questionnaires, etc.)

4. Flexibility (e.g. reaction to
increase or decreases of
requirements)

5. EDI (meets dl EDI
requirements)

Worst rating of any single
criteriaequals overall score
(conjunctive model)

1 (best) to 5 (worst)

Once per year and in cases of
serious under-performance

High to medium. Formal
guidelines. Based to great
extent on subjectivity/
experience

“4”: Initiating of improvement
process. If no improvement
visible, then: “5”: Find
replacement

Seemingly high. But very
reluctant to downgrade
suppliersin first place

Same criteria since 1993

Central purchasing department,
QM

High to medium. Plant is
responsible for most
logistics issues. PM
administered centrally

logistics rating. In the eyes of Company A, the logistics department that originally
had only quite limited impact on suppliers, received a very powerful lever to influ-
ence suppliers by implementing an integrated supplier performance measurement
system that links logistics performance to the purchasing decision.
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Company A is officially assumed to follow-up on every under-performing sup-
plier, ask detailed improvement plans, and offer technical assistance. Company
B, on the other hand, offers assistance to almost every supplier that is under-
performing. However, Company B is very unwilling to rate suppliers as “unsatis-
factory” in the first place and does not have such strict guidelines and fixed trends
initsrating process as Company A.

13.5 Comparison of Asian and European L ogistics Systems
(Bookbinder and Tan 2003)

This case study compares the logistics systems of Europe and Asia, first by pro-
viding a geographical, political and social overview of these two regions, then by
addressing the strategic effect of variousissues on each region’slogistics. European
and Asian logistics systems are separated into tree logistic tiers by applying cluster
analysis to data from authoritative source. Infrastructure, performance, information
system, human resource, business environment, political environment are some of
the general specific criteriathat determine logistic tiers. There are several surprises,
the main one being that the UK was classified as Tier 2. A surprised set of attributes
that the UK could improve on to be qualified asthetier 1 group is suggested. Sensi-
tivity analyses are done to determine changesto the classification. After finding that
the top-ranking logistics systems of Europe and Asia are from Denmark and Singa-
pore, respectively, those two countries are studied in detail. You can see summary
of thiscomparisonin Table 13.2.

13.6 Challengesto Bangladesh L ogistics Development
(Abdur Razzaque 1997)

The contentions many less devel oped countries currently face for developing their
logistics systems are legacies of the past. These are fundamental problemsinherited
not only from their embryonic trappings, but also from lack of understanding of
logistics' role. This case study attemptsto identify the major challenges confronting
logistics development in Bangladesh. Thisisa South Asian less developed countries
that represents an environment dramatically different from that of any developed
nation in terms of socio-cultural, politico-legal, and economic realities. Thefindings
of the study will provide the prospective investors with a practical idea of what
to expect in Bangladesh and motivate policy makers to shape policies to address
logistics problemsin the country.

Datafor this research were collected through interviews. A systematic sample of
137 male traffic managers, materials managers, purchasing managers and distribu-
tion managers employed in the manufacturing, wholesaling and retailing industry
was drawn from the Bangladesh Trade and Commercial Guide 91/92. They came
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Table 13.2 Summary of comparison between Denmark and Singapore

Denmark Singapore
Performance/process Goods can be pre-cleared by Developing an electronic
management electronic document freight container seal, an
transfer RF communications
protocol for sealing freight
containers. Developing
pallet size standards to
reduce supply chain costs
and increase productivity in
consumer goods industry
Performance/customer  Minimum red tape with service Minimum red tape with service
orientation priority geared towards priority geared towards
business and trade business and trade
Information Integrated EDI technology TradeNet, the world's first
system/new linking shippers and nationwide Internet ready
information consumers EDI system, streamlines
technology procedures for import and
export, and clears
transshipment document
from two days to within
15-30 min
Human Literacy rate 100% Literacy rate 93%. Education is
resource/skilled not compulsory
labor
Human Logistics training in a number Many logistics training schools
resource/employee of technical schools
training
Business Pro-logistic policy: can store Pro-logistic policy: GST (3%)
environment commodities aslong as waiver on goods taken by
necessary without paying traders from bonded
value added tax until warehouses that are

shipment to final
destination. Free sport and
bonded warehouse facilities
available

operated by logistics
companies. Free trade
zones available

from a cross-section of Bangladesh’s public and private sector business organiza-
tions and MNCs covering all the major business sectors including food, jute and
textile, tea, petroleum and chemicals, steel and paper. Each of these managers was
contacted by the author requesting an interview. Each interview was organized in
three sections. The first section asked questions causing respondent profile such
as age, organizational affiliation, designation, experience in current position and
educational attainments. The second section consisted of three sub-parts. The first
sub-part of five questions considered respondents’ general awareness of logistics. In
the second part, respondents were presented with 12 statements giving popular con-
ceptions and misconceptions of the logistics discipline and were desired to record
their agreement or disagreement with each statement. The last sub-part listed 12
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primary and secondary logistics activities developed according to logistics theory
and asked respondents to determine and match each activity to four management
functions: production, marketing, logistics, and others.

Results represent that respondents are generally aware (80.9%) of what logis-
tics is, but a small fraction of them (14.5%) consider the system adequate for
Bangladesh. It islogical to suppose that the awareness adequacy mismatch reminds
alarge majority of the interviewees (70.9%) to express the need for upgrading the
existing logistics system in the country. It isworth noting that while less than athird
of the respondents (32.7%) reported having a separate logistics or logistics related
department in their firms, more than two-thirds (67.3%) expressed the exigency of
having such adepartment. It is further observed that the firms with a separate logis-
tics department are almost equally distributed among the MNCs, larger firmsin the
private sector, and public sector organizations. Also, the results show that the chal-
lenges of developing a good logistics system in Bangladesh are multifaceted. The
five challenges seem to have captured the essence of the problems as Infrastructure
related challenges, Management system problems, managerial problems, challenges
posed by the economic system, genera problems such as political instability, lack
of policy continuity, and inadequate financial resources.

Some necessary effortsfor omitting these challenges are government level efforts,
private sector enterprise level efforts, improving education and research, and
regional/international co-operation.

13.7 Strategic L ogistics Management in Singapore
(Sum and Teo 2001)

Many companies are going globally to acquire market share and take advantage of
higher production and sourcing efficiencies In today’s highly competitive environ-
ment. A key determinant of business performanceistherole of thelogisticsfunction
in providing the smooth flow of materials, product and information throughout the
company’s supply chains. To compete effectively, companies must recognize the
strategic importance of the logistics function. In this case the strategic management
of logistics and supply chain practices of companiesin Singapore is evaluated. The
research methodology is the mail questionnaire survey of profile of the logistics
users and insights on logistics management in Singapore. This method was chosen
to reach out to as many logistics user as possible in Singapore. The target respon-
dents were middle to senior management staff familiar with the corporate strategies
and logistics operation of their companies. The study provides an update on the
strategies, management prioritization, and thinking of logistics users at atime when
the logistics industry is booming.

A framework is proposed to cluster companies according to the extent that logis-
ticsis used as acompetitive weapon. The practices and characteristics of the various
strategic groups are then examined and analyzed. Finally the best practices of
companies with strategic logistics are also identified.
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13.8 Logistics Management Practices and Development
in Thailand (Goh and Pinaikul 1998)

This paper evaluate logistics management practices and development in Thailand.
Thailand is a global player in goods like rice and rubber, and finished goods like
commercial vehicles and computers. With the weakening of the Thai baht and the
prevailing regional currency crisis, the stimulusfor greater export potential is strong.
Also, air and sea transportation have been growing and will continue to experience
growth of particular practical interest to those foreign firms, logistics managers,
third party logistics providers and consultants which are keen to enter the markets
of this developing country but which lack an extensive day-to-day operating experi-
ence. Thefindings of this study can provide prospective international investorswith
arealistic ideaand informational base of what to expect when operating in Thailand.
Theuninitiated foreign firm would then not haveto face along learning curve before
they are satisfied with their firm’s or supplier's logistics performance. Further, the
empirical results can serve to mativate policy makers and the relevant government
agencies to shape policies accordingly to addressissues of logistics concern.

The information used in this case comes from a postal survey that was sent to
a sample of 150 randomly selected industrial and commercial firms listed on the
Thai Stock Exchange. The choice of the sample is rationalized as follows. These
listed firms are indicative of the most forward firms in Thailand, and have their
headquarterslocated in the capital and its environs. There will be a severe resource
constraint of time and finances to attempt to reach a wider and more heterogeneous
geographical area. An exploratory survey instrument is used to evaluate as many
issues related to logistics management practices as possible to provide an extensive
coverage. Designed in English, the survey was transated into Tha and then re-
translated into English to eliminate trandation errors. In most question items, afive-
point Likert scale (with “1” representing unaffected and “5” critically important) is
used. Following testing with three compani es and subsequent refinement, the survey
was sent by mail and fax to the target firms.

Thisinitia study has found that logistics managers in Thailand lack in modern
technology and logistics operations skills. Contrary to Richardson, the traditional
view of logistics as being transport and warehousing still stays in Thailand. While
somefirmshave set up formalized logistics departments, they have not fully appreci-
ated the integrative logistics concept and as such do not operate under an integrated
logistics umbrella. An ineffective organizational structure can be a major hindrance
to the devel opment and management of logistics.
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