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l. INTRODUCTION

Mandatory spending outlays have shrunk the federal budget allocation for
discretionary spending (USD[AT&L], 2010). This puts the Department of Defense
(DoD) under pressure to find cost savings. The pressure is apparent in the Office of
Management and Budget’s (OMB) memorandum that requires agencies to develop a plan
to reduce contract spending by 7% by the end of fiscal year (FY) 2011 and to reduce
high-risk contracts (i.e., noncompetitive contracts, time and materials contracts, etc.) by
10% (Orszag, 2009). To reduce the overall DoD budget, the Secretary of Defense
(SECDEF) directed the DoD to pursue wide-ranging efficiency initiatives that would
reduce $100 billion from the $400 billion spent annually on goods and services
(USD[AT&L], 2010).

A. BACKGROUND

The U.S. government continues to outsource at an exponential rate. “In FY2010,
the U.S. government obligated $535 billion for contracts for the acquisition of goods,
services, and research and development. The $535 billion obligated on contracts is equal
to 15% of the entire FY2010 U.S. budget of nearly $3.6 trillion” (Schwartz, Ginsberg, &
Alexander, 2011). According to USAspending.gov (2011), the DoD obligated $367.5
billion in FY10; this comprises approximately 70% of total government contractual
obligations. Figure 1 illustrates government contract obligations by agency. As a result
of the significant amount of government contract obligations and the increasing budget
constraints, strategic sourcing has become a key tool in the effort to become more

efficient.



Figure 1.  Contract Obligations by Agency FY2010
(From: Schwartz, Ginsberg, & Alexander, 2011, p. 2)

Strategic sourcing is in the early adoption stage within the DoD and has yet to
become a core competency (Rendon, 2005). The first known strategic sourcing activities
in the DoD were initiated by the Air Force in 2001 as an offspring of the “Spares
Campaign.” In 2001, the Air Force created a purchasing and supply chain management
track within its Education with Industry intern program, and sent six officers—one
contracting and one supply—to three Fortune 500 firms (FedEx, IBM, and NCR) to
observe industry best practices. At this time, the Air Force began to consolidate sole
source spare parts onto existing requirements contracts in order to save acquisition lead
time and to reduce inventory costs. In 2003, the Air Force stood up the first commodity
council focused on strategically sourcing information technology items and services. In
2004, additional commodity councils began to operate that the three Air Logistics
Centers. By 2008, the USAF realized over $78M in cost savings through strategic
sourcing, created the Acquisition Management Integration Center (AMIC), which was a
center of excellence dedicated to the strategic sourcing of services, and began to
restructure to support strategic sourcing under the Installation Acquisition
Transformation (1AT) (USAF, 2009).



“In May 2003, the Department of Defense officially initiated strategic sourcing
activities by establishing the DoD-Wide Strategic Sourcing Program (DWSS)” (U.S.
DoD, 2006, p. 1). The DWSS was the first strategic sourcing program developed by the
DoD to improve acquisition efficiency and effectiveness (Censeo, 2004). In 2005, the
DWSS produced a Concept of Operations (CONOPS) (U.S. DoD, 2006). The CONOPS
was the first strategic sourcing operational model that defined the DWSS’ governance
structure, roles and responsibilities, and the strategic sourcing process (Censeo, 2004).
The CONOPS led the Air Force to formalize its strategic sourcing policy in 2006 with the
creation of Instructional Guidance (IG) 1G5307.104-93 in the Air Force Federal
Acquisition Regulations Supplement (AFFARS) (U.S. DoD, 2007). The IG policy was
updated in 2010 (USAF, 2010).

The DoD and its various agencies continue to explore ways to improve
acquisition. This exploration into strategic sourcing is clearly defined in the Defense
Procurement and Acquisition Policy’s (DPAP) vision to “institutionalize strategic
sourcing across the DoD supply chain to better meet warfighter needs and maximize
taxpayer value” (DPAP, 2011). The DPAP’s four broad objectives for strategic sourcing
include (1) coordinating with DoD components and other defense agencies, (2) fostering
a culture of strategic decision-making with respect to the acquisition of commodities and
services, (3) leveraging information technology systems to increase enterprise-wide
awareness of contract spend data, and (4) developing, training, and organizing the DoD
acquisition enterprise to effectively execute strategic sourcing initiatives (DPAP, 2011).
In particular, the U.S. Air Force (USAF, 2009a) listed seven initiatives in its Air Force
Contracting Strategic Plan 2009-2013 to enable strategic sourcing across the enterprise
(p. 19). These initiatives include:

e Develop a robust Air Force-wide strategic sourcing process with clearly
defined roles and responsibilities

e Continue to grow the number of Commaodity Councils

e Strengthen support of partnerships and strategic sourcing activities across
the Federal Government

e Research and implement strategic sourcing Best Practices technical tools



e Continue to support strategic sourcing enablers, including implementation
of the Installation Acquisition Transformation (1AT)

e Develop and deploy strategic sourcing training materials

e Institute a strategic sourcing and commodity council outreach and
awareness program

The strategic sourcing initiatives identified above illustrate a change from the
tactical purchasing strategy, employed by the U.S. military since its establishment in
1789, to a strategic purchasing strategy. As a result, the DoD’s culture and
organizational structure supports tactical procurement, not strategic procurement.
Tactical purchasing typically uses a decentralized organizational structure that supports
only a local mission or unit and does not coordinate with other buying activities. Tactical
purchasing makes it difficult to manage enterprise-wide purchasing activities and tactical
purchasing limits the ability of the purchasing organization to interact with and advise the
CEO in regards to purchasing strategies (Moody, 2001). Strategic procurement, on the
other hand, is typically centralized or center-led. Strategic procurement views purchasing
activities across the entire enterprise to seek out efficiencies to meet the same mission

needs, but at reduced costs and better performance.

Strategic procurement affects the entire enterprise. Therefore, strategically
procured requirements require complete organization buy-in. Congress allocates funds to
each Service who, in turn, delegates fund execution to lower levels. This creates high
procurement fragmentation of similar requirements. In addition, strategic sourcing
initiatives require accurate, consistent, objective, and verifiable cost savings performance
and validation methodology. Strategic sourcing initiatives such as commodity councils
form voluntarily. Once a strategic sourcing initiative starts, voluntary participation
makes the development and implementation processes proceed slowly. Since contracting
cannot “own” the requirement, finding a functional “owner” of the spend can prove
difficult for commodity councils. Finally, after the sourcing initiative is implemented, a
process must be established to steer all decentralized funds toward the strategically
sourced contracts.  Without a high-level procurement official—such as a chief

procurement officer (CPO) —in the organizational structure, strategic sourcing initiatives



become difficult to manage. The lack of a high-level manager to oversee strategic

sourcing initiatives also makes implementation of socio-economic goals difficult.

The federal government must consider balancing between cost efficiency goals
and socioeconomic goals when implementing strategic sourcing initiatives. Since the
passage of the Small Business Act of 1953, the federal government sought to
significantly increase small business participation in government procurement. As part of
the Small Business Act of 1953,

It is the declared policy of the Congress that the Government should aid,

counsel, assist, and protect, insofar as is possible, the interests of small-

business concerns in order to preserve free competitive enterprise, to

insure that a fair proportion of the total purchases and contracts or

subcontracts for property and services for the Government (including but

not limited to contracts or subcontracts for maintenance, repair, and

construction) be placed with small-business enterprises, to insure that a

fair proportion of the total sales of Government property be made to such

enterprises, and to maintain and strengthen the overall economy of the
Nation. (1953, § 661)

Additionally, Congress created the Small Business Administration (SBA) to assist
small business participation in federal government procurement and to ensure small
businesses receive a fair proportion of federal government contracts (SBA, 1953).
Congress continues to refine the goals established by the Small Business Act of 1953,
specifically establishing separate small business set-aside goals for government agencies.
Table 1 states the statutory goals mandated by the Small Business Act, the Office of
Federal Procurement Policy Act, the Business Opportunity Development Reform Act of
1988, the Federal Acquisition Streamlining Act of 1994, and the Small Business
Reauthorization Act of 1997 (OFFP, 1999). Each federal government agency negotiates
their respective small business goals with the SBA. The SBA provides a scorecard to
each federal agency to identify how well they meet their small business objectives. As
shown in Appendix E, in 2010, the DoD met the small disadvantaged business and
HUBZone goals while not meeting the small business, women-owned small business, and
service-disabled veteran-owned small business goals (SBA, 2011). Overall, the DoD

received a “B” rating, averaging a 93.5% overall grade (SBA, 2011).



Table 1. Federal Government Small Business Procurement Goals
(From: OFFP, 1999)

Since the DoD has not met three of their primary small business goals, external
pressure from Congress, SBA, and small businesses subsequently increased. However,
the efficiency savings from consolidation or bundling can make meeting small business
goals difficult. Consolidation or bundling of requirements increases the scope of work
performed by the contractor. Since a firm’s revenue or number of employees determines
the small business designation within its industry, the increased scope can make it
difficult to obtain competitive offers from two or more small businesses. Subsequently,
consolidated or bundled requirements could be issued as unrestricted requiring small
businesses to compete directly with large businesses. Therefore, the DoD faces the
difficulty of balancing cost efficiency goals with socio-economic goals.

The knowledge gained through an examination of the pitfalls, barriers, best
practices, and lessons learned during the development and implementation of current
commodity councils can increase the effectiveness and efficiency of commaodity councils
across the federal government. This analysis focuses specifically on the Air Force’s
Furniture Commaodity Council (AFFCC).

B. PROBLEM IDENTIFICATION

The Air Force spends approximately 50% of its budget on the purchase of goods
and services (Gillen, 2006). Maintenance and operating costs caused the Air Force to
embark on a significant shift in its acquisition strategy to sustain and support the
warfighter (Gillen, 2006). To develop and implement enterprise-wide procurement, the
Air Force is utilizing commodity councils. According to the Secretary of the Air Force
(SAF), “the term commodity council ... describes a cross-functional group charged with

6



formulating a centralized purchasing strategy and establishing centralized contracts for

enterprise wide requirements” (Gillen, 2006, p. 34).

Among the most prominent means by which commodity councils reap substantial
savings are leveraging purchase volume and rationalizing suppliers. IBM saved millions
by reducing its suppliers by 8%. Deere & Co. reduced the cost of maintenance, repair,
and operations (RO) supplies by 13%; Lucent Technologies reduced the cost of some
commodities by 50%; Cessna Aircraft improved production inventory returns by 113%;
Hewlett-Packard saved $1 billion in material costs (Rendon, 2005, pp. 12-13). The Air
Force also achieved savings with the Air Force Information Technology Commaodity
Council (AFITCC). By standardizing and aggregating its purchase of desktop and laptop
computers, the Air Force saved more than $167 million (Federal Desktop Core
Configuration Compliance [FDCC], 2011).

It is important that commodities continue to be analyzed by the DoD for these
potential savings. In FYO08 alone, the Air Force realized $78 million in cost savings
through strategic sourcing. The Aircraft Structures Commodity Council (ASCC) realized
$4.4 million in cost savings. The ASCC also reduced its acquisition lead-time from
months to 40 days as a result of sourcing strategies. The Landing Gear Commodity
Council (LGCC) realized a savings of $4.3 million. Additionally, the LGCC rationalized
its supplier base by reducing its number of suppliers from 378 in FY07 to 149 in FY08
(DoD, 2009).

Commodity councils offer unparalleled efficiency and effectiveness. The Air
Force fully supports its goal to posture itself as a demanding customer to suppliers
through the mandatory use of commodity councils (USAF, 2009a). However, with the
increasing use of commodity councils within the Air Force, there are a number of issues

that need to be addressed.

The first issue that we identified was the lack of understanding of the factors that
contributed to the successful development and implementation of the AFFCC and its
sourcing strategies. Specifically, the Air Force doesn’t have adequate dissemination of

lessons learned from prior commodity council rollouts. Hence, the knowledge

7



management within the Air Force is not very robust. The Air Force does have a
repository of files that can be found in the Contracting website. In addition, there are a
few NPS theses that examined commodity councils and USAF strategic sourcing efforts
(e.g., Osborn and Schoonmaker, 2007), but they are not well known by practitioners. As
a result, there is no follow-up research with respect to the NPS theses. Therefore, we do
not know whether the weaknesses cited in the 2007 NPS thesis have been resolved? We
also don’t understand why strategic sourcing strategies take so long to develop and
implement. Clearly, more research is needed to explore these issues.

The second issue that must be explored is the conflicting guidance with respect to
the use of the small business program, mandated by the Small Business Act of 1953, and
strategic sourcing (Bail, 2009). One could argue that strategic sourcing goals are
impeded by small business goals. Yet, the U.S. government continues to steer contracts
to small businesses and to increase the use of strategic sourcing. It is the U.S.
government’s policy to support small business participation in contracts to the maximum
extent possible (Federal Acquisition Regulation [FAR], 2011). However, there is a lack
of research that determines whether supporting small business goals sacrifices strategic
sourcing outcomes. Bowman, Reed, Hudgens, and Searle (2006) asked the question,
“How can a procurement organization simultaneously concentrate the supply base while
increasing subcontracting goals and improving small business access to business

opportunities” (p. 40)?

However, not everyone agrees that meeting small business goals and strategic
sourcing are mutually exclusive. In a memorandum for chief acquisition officers, senior

procurement officials, and agency small business directors, OMB states,

A number of agencies already have identified impressive examples of
saving taxpayers money by contracting with small businesses and, at the
same time, taking greater advantage of fiscally responsible contracting
practices, such as use of competition and lower-risk fixed-price contracts;
small business contracting tools, such as competitive set-asides; and better
use of technology. (Gordon, Mills, & Hinson, p. 8)

Examples of this success include the Air Force Medical Services Commodity Council

awarding 100% of the $40.7 million 2006 fiscal year funding to small business;
8



Information Technology Commaodity Council achieving a 12% small business spend on
$181.3 million; and the Air Force Force Protection Commodity Council awarding three
small business contracts in the amount of $400 million (Stonerock, 2008). In addition,
small business goals were supported by the OMB memorandum dated February 11, 2011,
which called for the increase of small business participation in federal contracting
(Gordon et al., 2011).

The third issue with respect to the use of commodity councils within the Air Force
is whether the commaodity councils can achieve cost savings objectives in cases in which
the council has no functional ownership of spend or centralized funds (i.e., the
furnishings commaodity council does not generate requirements for furnishings or control
the funds allocated to procure furnishings). The lack of spend ownership makes it
difficult for the commodity council to ensure compliance with procurement policy. The

lack of compliance results in commodity council efficiency loss.

A fourth issue involving strategic sourcing via commodity council concerns the
measurement of savings. The commodity councils have reported significant savings, but
these cost savings are proving difficult to verify (Air Force Audit Agency [AFAA],
2010). A question that remains unanswered is whether commodity councils can establish
accurate and consistent cost savings metrics. Cost savings provide the measure of
commaodity council effectiveness. The AFAA recently found that the commodity councils
inconsistently computed savings and reported savings that could not be validated (AFAA,
2010). According to the AFAA, “this condition occurred because SAF/AQC [Air Force
Contracting] did not issue sufficient and timely guidance, provide adequate resources, or
establish a stable management structure for commodity councils to perform effectively”
(AFAA, 2010, p. 5). The issue remains as to how to validly, accurately, and consistently
measure cost savings and whether the identified cost savings metrics support the cost

savings objectives.

The final unanswered question about commodity councils is whether they can
maximize utilization of their respective contracts and control “maverick” spending by
organizations. Maverick spend is defined as spend that is purchased outside of a

mandatory purchasing process (i.e., outside of an in-place contract). It is essential for the
9



Air Force to use its mandatory purchasing processes to procure goods and services.
Without the mandatory use of strategic sourcing purchasing processes, significant savings
will not be realized. Maverick spending is caused by customers who fear a change in the
supply process because they do not want to disturb the current supplier relationship due
to some specific reason, a lack of planning, a desire for control, and/or a need for
responsiveness. Therefore, commodity councils must put in place processes that deter
maverick spending by giving customers flexibility, thus deterring the need to buy *“off-
contract” (Reese & Pohlman, 2005).

The problems previously discussed within the AFFCC led to the need for this
study. Specifically, this study will seek to understand the factors that contributed to the
successful development and implementation of the AFFCC and its sourcing strategies.
The primary goals are to identify the key factors that led to the development and
implementation of sourcing strategies, document and analyze challenges and successes of
the AFFCC development and implementation, and provide a case study of the AFFCC to
improve the future implementations of effective commodity councils. The study will
accomplish its goals via the discussion of the following five project objectives:

1. Understand the factors that contributed to the successful development and

implementation of the AFFCC acquisition strategies.

2. Document and analyze the challenges and successes during the AFFCC

strategy development and implementation process. Specifically, this research will

explore the challenges associated with supporting small business goals while not
sacrificing strategic outcomes (e.g., increased savings, reduced transaction costs,
and improved supplier performance)

3. Explore the difficulties of standing up a commaodity council whose spend has

no functional ownership or centralized fund allocation — issues not uncommon to

indirect spend. Here, the organizational processes and the organizational structure
will be examined for lessons learned, best practices, and barriers to efficiency.

4. Document and analyze how the AFFCC computes cost savings in order to

determine efficiency. Specifically, this research will explore the challenges

associated with establishing accurate, consistent, objective, and verifiable cost
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savings performance and validation methodology and accountability for the
associated savings.

5. Explore the difficulties of controlling utilization of the AFFCC. Here, the
accountability process will be examined for lessons learned and best practices to
maximize AFFCC effectiveness and mitigate “maverick” furnishings spending by

organizations.

C. METHODOLOGY

In this study, an explanatory case study methodology (Yin, 2003) is used to
investigate the research questions. A case study methodology answers the “how” or
“why” questions purposed by researchers (Yin, 2003). As stated earlier, in this study we
seek to answer specific questions about the design and implementation of the AFFCC.
We explored qualitative analyses of peer-reviewed literature, theories, government
policies, directives, and guides, and we conducted interviews with past and present
members of the AFFCC. We analyzed the interviews to identify common themes and to
reduce informant bias. Additionally, we collected data from multiple sources to eliminate

subjectivity.

D. IMPLICATIONS

A study that identifies the successes and challenges of commodity council
development and implementation can offer tremendous insight and utility to practitioners.
Each commodity council has its own unique issues. However, documenting and
analyzing the successes and challenges experienced by each commodity council
individually provides a greater understanding of the overall development and
implementation process. Furthermore, identifying how commodity councils compute
cost savings provides a benchmark for future commodity councils. Without a greater
understanding of government commodity council development and implementation
process, the DoD will continue its slow progression toward full management of spend.
Therefore, an explanatory study of the AFFCC garners insights needed to understand,

apply and replicate the commodity council development and implementation process.
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E. SUMMARY

In this chapter, we provided the background, problem identification, research
objectives, and research implications associated with the development and
implementation of the AFFCC commodity council. In Chapter Il, we discuss topics
relevant to strategic sourcing including theories underpinning strategic sourcing,
purchasing’s strategic evolution, DoD acquisition policies and directives, organizing for
strategic sourcing, and barriers to strategic sourcing. Finally, we conclude the chapter by
discussing business process reengineering and change management. Chapter Il provides
the framework for understanding the development and implementation of strategic

sourcing initiatives within the DoD.
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Il. LITERATURE REVIEW

A. CHAPTER OVERVIEW

In this chapter, we provide a brief review of topics relevant to strategic sourcing.
The chapter begins with the discussion of various theories and outlines the evolution of
strategic sourcing, which includes Kraljic’s (1983) Purchasing Portfolio Approach and
current sourcing strategies. Next, we discuss DoD acquisition policies and directives,
organization for strategic sourcing, and barriers to strategic sourcing. Finally, we
conclude the chapter by defining business process reengineering and change management
and discussing how organizations can utilize these concepts to transform mechanized

purchasing to strategic sourcing.

B. THEORIES

Scholars conceptualize and create theories to help explain and predict phenomena.
Facts, assumptions, and hypotheses converge in theory. Facts are the foundation of
theories because the absence of facts results in fiction. Therefore, theories, which can
only be disapproved, allow a plausible explanation of phenomena supported through
continuous experimentation and exploration. According to Garrison (2000), “theoretical
inquiry is central to the vitality and development of a field of practice—not to mention its
recognition and credibility from those not yet initiated in the field” (p. 3). In addition,
Garrison (2000) stated that theory is “invaluable in guiding the complex practice of a
rational process” (p. 3). Many theories provide insight into the procurement processes
and relationships.  We summarized transaction cost economics, agency theory,
institutional theory, social exchange theory, and theory of production competence since
they provide a framework for understanding the development of strategic sourcing.

1. Transaction Cost Economics

In 1934, John R. Commons advanced transaction theory when he recognized
governance structures that mediated the exchange of goods and services between separate
entities (Williamson, 1981, p. 550). Coase (1937) further advanced the theory of
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transaction cost economics (TCE), also called transaction cost analysis or transaction cost
theory, in his 1937 article “The Nature of the Firm.” Coase (1937) stated the following:
Why is not all production carried on by one big firm? ... First, as a firm
gets larger, there may be decreasing returns to the entrepreneur function,
that is, the cost of organizing additional transactions within the firm may
rise. ... Secondly, it may be that as the transactions which are organized
increase, the entrepreneur fails to place the factors of production in the
uses where their value is greatest, that is, fails to make the best use of the
factors of production. ... Finally, the supply price of one or more of the
factors of production may rise, because the “other advantages” of a small
firm are greater than those of a larger firm. ... a firm will tend to expand

until the costs of organizing an extra transaction within a firm become
equal to the costs of organizing in another firm. (pp. 394-395)

When a transaction occurs, there is a cost associated with that transaction. As Hobbs
(1996) wrote, “transaction costs are simply the costs of carrying out any exchange,
whether between firms in a marketplace or a transfer of resources between stages in a

vertically integrated firm” (p. 17).

Shook, Adams, Ketchen, and Craighead (2009) identified TCE as one of eight
theories important to strategic sourcing. TCE is a theory of firm governance (i.e., who
does the work—the firm itself (in-source) or suppliers via contracts (outsource). TCE
analysis accounts for every transaction in the sourcing process. “Transaction costs are
the costs of running the system and include such ex-ante costs as drafting and negotiating
contracts and such ex-post costs monitoring, and enforcing agreements” (Rindfleisch &
Heide, 1997, p. 31). Transaction costs include both direct costs (e.g., negotiations,
supplier management, and contract administration) and indirect costs (e.g., poor
management decisions and costs born out of supplier opportunism). In addition, TCE
assumes that decision-makers select alternatives in a state of bounded rationality and act
opportunistically (Rindfleisch & Heide, 1997). The first assumption, bounded rationality,
builds on the premise that decision-makers’ cognitive capability is constrained, which
limits their ability to act completely rationally (Simon, 1957). Bounded rationality is
caused by risk, uncertainty, incomplete information, and complexity of the decision-
making process (Simon, 1972). In bounded rationality, decision-makers intend to make
the rational decision, but they are limited by their cognitive abilities. The second
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assumption, opportunism, provides that the decision-maker intends to make self-serving
decisions regardless of the rationale. Opportunism involves dubious actions such as
misleading or false statements, empty promises, and threats to take advantage of a
situation (Conner & Prahalad, 1996). Williamson stated, “Opportunism makes provision
for self-interest seeking with guile” (1981, p. 554). This statement refers to the harm
caused to the other party. Each party does not trust the other due to the threat of
opportunism.  Therefore, the transaction becomes costly to craft and monitor (i.e.,
transaction costs) in efforts to seek protection. Once the transaction is too costly, firms

will perform the work in house (make vs. buy).

TCE is especially important to DoD purchasing because the DoD outsources the
majority of products and services. In the absence of strategic sourcing, the DoD has
hundreds of contractors responsible for providing similar products and services. For
example, in FY06, the USAF awarded 1,632 furniture contracts to 468 furniture suppliers
with a value of $119.1M (HQ AMC, 2009). As a result, the Air Force suffers from
fragmented spend. These excess contracts represent unnecessary transaction costs
because the requirements could be consolidated into fewer contracts. In addition,
contracting with many suppliers increases the likelihood of behavioral uncertainty for
performing in accordance with government’s expectations and requirements. Behavioral
uncertainty causes the government to write detailed contracts and perform extensive
monitoring of suppliers to deter supplier opportunism. The FAR prescribes detailed
terms and conditions. As a result, buyers are not empowered to craft appropriate
contracts and suppliers are not trusted. The detailed terms and conditions require detailed
contract administration, particularly adequate manpower to negotiate and administer
contracts, thereby increasing transaction costs. Therefore, the addition of another
supplier provides a compounding effect on transaction costs. Accordingly, the Air
Force’s execution of approximately 147,000 contract actions in fiscal year 2010 resulted

in huge transaction costs.
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2. Agency Theory

One of the oldest and most commonly codified modes of social interaction, the
agency relationship, involves two or more parties - the principal and the agent (Ross,
1973). The agent takes action on behalf of, or as a representative of another, known as
the principal (Ross, 1973). Arrow (1968) further explained that “the agent has been
selected for his specialized knowledge and therefore the principal can never hope
completely to check the agent’s performance” (p. 538). Consequently, when the
principal and agent have conflicting goals or attitudes toward risks and the agent’s

actions are unverifiable, principal-agent problems arise (Eisenhardt, 1989a).

Agency theory is defined by three assumptions: (1) self-interests are maximized,
(2) life is a series of contracts governed by competitive self-interests, and (3) monitoring
contracts proves costly and ineffective (Perrow, 1986). Perrow (1986) stated, “contracts
will be violated because of self-interest, and can be violated because of the costs and
ineffectiveness of surveillance” (p. 12). Agency theory seeks to explain how principals
can minimize contract violations through effective contract choice (Perrow, 1986).

The agency problem centers on selecting the optimal contract with the proper
measurement and rewards for the agent’s service (Eisenhardt, 1985). The principal has
two contractual options to ensure optimal performance: behavior-based contract or
outcome-based contract (Eisenhardt, 1985). Behavior-based contracts are used when the
principal has complete information about the agent’s behaviors (Eisenhardt, 1985). The
transparency of the transaction allows both parties to observe the agent’s performance
(Eisenhardt, 1985). In contrast, an outcome-based contract is more appropriate if the
principal is not aware of the agent’s behaviors. If the principal wanted to use a behavior-
based contract, a surveillance mechanism must be in place (Eisenhardt, 1985). Without a
surveillance mechanism to observe behavior, outcome-based contracts can penalize or

reward outcomes that are out of the principal’s observable control (Eisenhardt, 1985).

Eisenhardt (1989) stated, “Agency theory is most relevant in situations in which

contracting problems are difficult” (p. 89). Suppliers act as agents to the government
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under contracts. When the suppliers’ self-interest seeking behaviors deviate from the
government’s intent, there is a principal-agent problem. This leads to a clash of cultures
as described by Cohen and Eimicke (2008).

A government agency contracting for goods or services is sold these items
by vendors who may attempt to demonstrate their belief in the agency’s
mission. While that belief may be sincere, the underlying factor that
motivates the firm’s behavior is not adherence to the agency’s mission but
increased market share, profit, and return on equity. (p. 18)

Strategic sourcing mitigates the principal-agent problem and the clash of cultures
through the deliberate alignment of the government’s goals with the supplier’s goals.
This mitigates the chances that suppliers will engage in self-seeking behaviors that
deviate from the government’s requirements. In traditional sourcing, the government
usually seeks at least three sources. In strategic sourcing, the government seeks, not just
any three sources, but the best-in-class suppliers whose goals best align with those of the
government. Therefore, agency theory provides useful insight into buyer and supplier
goal and risk assumption conflicts arising during and after contract award. Using the
best-in-class suppliers as well as fewer suppliers and contracts should reduce the
principle-agent problem. As a result, agency theory can enhance a manager’s awareness
when he or she is selecting the most effective contract to incentivize the agent.

3. Institutional Theory

Institutions are created for a common purpose. For example, whether to protect
nations or to promote humane treatment of animals, institutions set out on a clear path
toward their goals. Along the way, institutions receive pressure from both internal and
external forces that guide the direction they take. Many scholars study institutions to
gain greater insight into how forces shape organizations. A prominent theory that
provides understanding of the institution is institutional theory. Institutional theory
“suggests that the firm managers look to industry norms, firm traditions, management

fads, and so on to formulate compensation policy” (Eisenhardt, 1988, p. 489).
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Furthermore, “institutional theory explains how an organization’s environment, through
regulative, normative and cognitive mechanisms, institutionalizes and legitimizes
strategies” (Shook et al., 2009, p. 1).

Thus, understanding the behavioral patterns through the “institutionalization
process” is critical for institutionalizing strategic sourcing strategy in the DoD. Tolbert
and Zucker (1996) provided a framework for the institutional process. As shown in
Figure 2, Tolbert and Zucker (1996) argued that the components of the
institutionalization process include innovation, habitualization, objectification, and
sedimentation. Innovation is the driving force for change in an institution. Innovation is
what causes an institution to revisit its current policies and strategies. The forces that
push innovation within an institution are technological change, legislation, and market
forces (Tolbert & Zucker, 1996). For strategic sourcing, legislation and market forces are
the main driving force pushing this innovation. For example, the budget is decreasing
due to decreased tax revenue (i.e., market forces). In addition, previous legislation
created a federal government whose costs are unsustainable (e.g., entitlements). Before
innovation can begin the institutionalization process, it must be put into a structure that

can inhabit the institution.

Innovation

Technological change Legislation Market forces
Habitualization
Interorganization monitoring Theorizing
Objectification
Positive Qutcomes Interest group resistance Interest group advocacy

N\

Sedimentation

Figure 2.  Component Process of Institutionalization
(From: Tolbert & Zucker, 1996, p. 182)
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Next, the innovation must be internalized and legitimized. Tolbert and Zucker
(1996) stated that habitualization “involves the generation of new structural arrangements
in response to a specific organizational problem or set of problems, and the formalization
of such arrangements in the policies and procedures” (p. 181). In the habitualization
stage, the innovation is compartmented and has not been fully adopted by the institution.
Therefore, there is little interaction with the non-adopters within the institution. It is not
until the innovation has widespread consensus among decision-makers that it moves to

permanent status within the institution.

Objectification, as stated by Tolbert and Zucker (1996), “involves the
development of some degree of social consensus among decision-makers concerning the
value of a structure, and the increasing adoption by organizations on the basis of that
consensus” (p. 182). During objectification, key stakeholders, influencers, and
competitors provide inputs into the innovation’s adoptions. Groups within and outside
the organization will oppose or advocate the adoption of the innovation. In addition,
previous inventions are seen as more cost-effective options than the current innovation.
However, the trajectory toward full institutionalization is well defined. Strategic
sourcing, while we argue that it still resides within the habitualization phase for the DoD
as a whole, seemingly began the process of objectification within the contracting
community. The DoD is currently benchmarking and looking at past sourcing initiatives
as ways to improve acquisition efficiency. Although strategic sourcing continues a

trajectory toward sedimentation within the DoD, it still might not be widely adopted.

Sedimentation is the final stage in the institutionalization process. Sedimentation
of the innovation is essential for an innovative process to be retained long-term within an
organization. The generations that come after an innovation has become fully
institutionalized will continue to implement it. However, even after sedimentation, if the
innovation lacks results, its validity will erode (Tolbert & Zucker, 1996, p. 184). If
strategic sourcing becomes institutionalized, it will be imperative that it produce savings
that meet an organization’s expectations or else it will fade like other management and

process fads (e.g., total quality management in the 1990s).
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4, Social Exchange Theory

Social exchange theory (SET) emerged from the fields of sociology and social
psychology to explain the rewards of social interactions. The basic concept of social
exchange originates as early as the 1920s (Cropanzano & Mitchell, 2005). However, it
was not until the 1960s that concerted research focused on social exchange from both
psychology and technical economic analysis viewpoints (Emerson, 1976). Four
individuals—George Homans, John Thibaut, Harold Kelly, and Peter Blau—were
responsible for the emergence of SET (Emerson, 1976). Emerson (1976) argued that
relationships are created and maintained by performing cost-benefit analyses of
alternative outcomes. Furthermore, Emerson (1976) argued that SET provides “the
conceptual tools needed ... to deal with exactly those topics that economics theory has
trouble with: market imperfection” (p. 359). The main motivation for interaction
between partners (individuals or firms) is to receive a reward or avoid punishment
(Griffith, Harvey, & Lusch, 2006).

SET attributes actions among participants to their perceived proportionality of the
value (social or activity) exchange. If one partner emits behavior that is not equally
valued by the other participant, the other participant reduces his or her own value
production to a perceived equilibrium. In addition, if the originator values the exchange
more than the other participant, the originator must supplement his or her value
production to create a sense of proportionality between participants (Homans, 1958).
SET suggests that relationships that evolve over time have “trust, loyalty, and
commitment” (Cropanzano & Mitchell, 2005, p. 875). Relationships with mutual trust,
loyalty, and commitment foster an open communication environment and increase the
likelihood of proportional value exchange. This is important for effective
implementation of strategic sourcing initiatives. A positive buyer—supplier relationship is
critical for strategic sourcing initiatives to be effective. As described in the previous
section about TCE, reducing the frequency of transactions reduces costs.

Therefore, SET can provide the insight needed to improve the long-term
relationship exchange between the DoD and its contractors. For the types of spend that

are conducive to relational exchange (e.g., strategic), SET tells of the social norms that
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should be nurtured: trust, commitment, flexibility, goal congruence, harmonization of
conflict, mutuality, cooperation, etc. These social norms make the transaction more
efficient. If a supplier can be trusted to do what it is supposed to do (or what it knows
the buyer needs it to do), then the buyer does not have to spend hours crafting the perfect
contract, and does not have to spend hours and dedicate excessive people to oversee
performance (i.e., inspection). This lowers transaction costs. Historically, the
government is not very good at relational exchange. In fact, although the USAF strategic
sourcing process in the AFFARS 1G shows supplier relationship management, nowhere is
this defined or explained. Nobody knows how to do it, what to expect from doing it, or

how to measure it.

Interestingly, what you see is that TCE cannot fully explain transactions. For
example, what if firms do not use a contract? What if the full set of expectations and
obligations is consummated in a simple hand shake? TCE theory does not account for
such a phenomenon. Thus, it is not a complete theory. It addresses the transaction from
an economic perspective, but omits the social aspects. Thus, relational exchange fills the
gap as an alternative form of governance (other than a contract). This alternative can be
more efficient since transaction costs can be lowered. However, relationships take time
and effort to build and maintain. As a result, supplier optimization becomes key. A
buying organization cannot expect to have the resources to build a relationship with
thousands of suppliers. Therefore, a best practice that emerged in industry is to reduce
the number of suppliers first (i.e., supplier rationalization). Then, develop relational

exchange with the remaining few (for “strategic” spend).

5. Theory of Production Competence

The theory of production competence (TPC) was first introduced by Cleveland,
Schroeder, and Anderson (1989). TPC is “a measure of the combined effects of a
manufacturer’s strengths and weaknesses in certain key performance areas” (Cleveland et
al., 1989, p. 657) that captures the firm’s ability to effectively carry out its business
strategy. The following nine areas were identified as key areas that mean the difference

between business success and failure: adaptive manufacturing, cost-effectiveness of
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labor, delivery performance, logistics, production economies of scale, process
technology, quality performance, throughput and lead-time, and vertical integration
(Cleveland et al., 1989). The successful implementation of these nine areas is reliant on a
successful procurement and supply strategy. The importance of procurement to
production is evident because more than half of the total production cost is related to
procurement cost (Zsidisin & Ellram, 2001). Procurement and supply competence entails
*acquiring and managing supply chain resources to achieve the highest quality of supply
at the lowest cost of ownership possible” (Cox, 2001, p. 11). Thus, to acquire inputs at a
lower cost of ownership, production competence must include procurement competence
to ensure suppliers meet both quality and timeliness objectives. “Simply put, ‘poor’
purchasing decisions might lead to inferior corporate performance, and ‘good’ purchasing
decisions might lead to superior corporate performance” (Carter, J. R., & Narasimhan,
1996, p. 21).

Depending on business strategy, two firms with the same strengths and
weaknesses may result in one being successful and the other failing. Therefore,
production competence is determined by both production process and business strategy
(Cleveland et al., 1989). Although TPC can explain production’s contribution to the
overall performance, TPC does not consider the external competitive environment
(Vickery, 1991). However, it can be argued that the external environment is accounted
for in the firm’s business strategy. Vickery (1991) states, “It is anticipated that firms
whose strategies are matched with their competitive environments and whose
manufacturing units are strongly supportive of their business strategies will outperform
firms that lack this combination of attributes (pp. 642—-643). Hence, it is imperative that
the firm’s business strategy include a robust production, procurement, and supply
strategy to ensure adequate cost and production efficiencies. TPC provides a good
framework to identify whether or not the Air Force has the internal ability to carry out

strategic sourcing effectively.
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C. STRATEGIC SOURCING

Strategy is not a new concept. From the earliest battles, effective battlefield
strategy allowed armies to gain a competitive advantage over adversaries. This concept
is no different for a firm. The marketplace is a constant battlefield where firms fight for
finite resources (capital, talent, equipment, property, etc.) to achieve better outcomes
(customers and profits). Barney and Ketchen (2001) support this resource-based view of
the firm. The objective to gain a competitive advantage over adversaries (competitors) is
central to a firm’s long-term sustainment in the marketplace (Porter, 1980). Competition
creates a willingness within a firm to seek out new sources of competitive advantage.
The purchasing function recently evolved to become such a recognized source of
competitive advantage for the firm.

1. Purchasing’s Strategic Evolution

For centuries, the purchasing function provided a transaction-based role for
meeting a firm’s strategic objectives. The purchasing function was not seen by a firm as
a source of competitive advantage (Carter, J. R., & Narasimhan, 1996). Its function was
solely to source goods and services necessary for operations. “Throughout the 1970s,
purchasing’s role in the company was viewed by many as much more administrative than
strategic” (Carter, J. R., & Narasimhan, 1996, p. 20).

Over time, the fundamental idea that purchasing was simply an administrative
function began to change. According to Rajagopal and Bernard (1993), “purchasing
strategy first achieved a general level of recognition and interest in the mid-1970s” (p.
13). This was in large part due to increased outsourcing. “Today manufacturing focus
means learning how not to make things—how not to make parts that divert a company
from cultivating its skills, parts its suppliers could make more efficiently” (Venkatesan,
1992, p. 98). “Outsourcing is becoming so sophisticated that even core functions like
engineering, R&D, manufacturing, and marketing can—and often should—be moved
outside” (Gottfredson, Puryear, & Phillips, 2005, p. 1).

In the mid-1980s, firms changed their focus on an asset’s effect on the balance
sheet to “its ability to control and make the most of critical capabilities” (Gottfredson et
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al., 2005, p. 132). In 1991, Cammish and Keough reported that “most corporations
spend between 50 and 80 percent of sales on outside goods and services” (p. 22).
However, firms began to reevaluate the sources of competitive advantage. According to
Barney (1991), “a firm is said to have a competitive advantage when it is implementing a
value creating strategy not simultaneously being implemented by any current or potential
competitors and when these other firms are unable to duplicate the benefits of this

strategy” (p. 102).

Competitive advantage is obtained either through low-cost leadership or
differentiation (Porter, 1980). Firms have long evaluated all parts of their production
process to look for potential cost savings. As previously identified, with such a large
percentage of goods and services being outsourced, some firms have subsequently
increased their bargaining power with suppliers. These firms use this power to gain a
competitive advantage over rival firms. According to Porter (1980), the buyer’s power is
enhanced “if the products purchased from the industry represent a significant fraction of
total purchases” (p. 39). Leveraging buying power has a direct impact on profit. Unlike
sales, every dollar saved through purchasing more efficiently is a dollar that goes directly
to profit.

Strategic sourcing also provides non-fiduciary value creation. Long-term
orientation, open lines of communication between firms and suppliers, and close
relationships with a few suppliers result in the increased long-run effectiveness of the
organization (Chen, Pauraj, & Lado, 2004). The improvements go beyond the price
discounts due to economies of scale (volume buying). Improvements are also seen in
customer wait time. For example, the Warner-Robins Air Logistic