prepare a make or buy analysis

Prepare a make or buy analysis is a critical decision-making process that organizations undertake
when determining whether to produce goods or services internally (make) or outsource them to
external suppliers (buy). This analysis is essential in optimizing resources, minimizing costs, and
maximizing efficiency. In today’s fast-paced business environment, the make-or-buy decision can
significantly impact a company's competitive edge, profitability, and ability to innovate. This article
will provide an in-depth understanding of how to prepare a make or buy analysis, including its
significance, essential factors to consider, and a step-by-step guide to conducting the analysis
effectively.

Understanding Make or Buy Analysis

Make or buy analysis is a systematic approach to evaluating the financial and operational
implications of producing goods or services internally versus purchasing them from external
sources. This analysis helps businesses determine the most cost-effective and strategically
advantageous option.

Importance of Make or Buy Analysis

1. Cost Efficiency: The primary objective of make or buy analysis is to identify which option offers
the best cost structure. It helps organizations avoid unnecessary expenditures and allocate
resources wisely.

2. Resource Allocation: By understanding the internal capabilities and limitations, businesses can
make informed decisions about resource allocation, ensuring optimal utilization of human and

material resources.

3. Risk Management: Analyzing the make or buy decision allows companies to identify potential risks
associated with both options, enabling them to implement strategies to mitigate those risks.

4. Focus on Core Competencies: This analysis helps organizations identify their strengths and focus
on core competencies while outsourcing non-core activities to specialized providers.

5. Flexibility and Scalability: Businesses can adapt to market changes more effectively by choosing
the right approach, whether scaling up production or adjusting to fluctuating demand.

Factors to Consider in Make or Buy Analysis

When preparing a make or buy analysis, several factors must be considered to make an informed
decision. These factors can be categorized into financial, operational, and strategic considerations.



Financial Factors

1. Cost of Production: Assess all costs associated with manufacturing the product in-house, including
materials, labor, overhead, and equipment costs.

2. Cost of Purchasing: Evaluate the total cost of acquiring the product from external suppliers,
including purchase price, shipping, and handling.

3. Break-even Analysis: Conduct a break-even analysis to determine the production volume at which
costs of making and buying are equal, which can guide the decision-making process.

4. Long-term Financial Implications: Consider the long-term financial impact of the decision,
including potential changes in market conditions and future cost trends.

Operational Factors

1. Quality Control: Assess the ability to maintain quality standards in-house versus relying on
suppliers. Consider the potential impact on brand reputation.

2. Lead Times: Evaluate the time required for production versus the time to receive goods from
suppliers. This factor is crucial for meeting customer demands and maintaining inventory levels.

3. Capacity and Capability: Analyze whether the organization has the necessary capacity and
technical expertise to produce the goods internally.

4. Flexibility: Determine how quickly the organization can adapt to changes in demand or product
specifications when producing in-house versus outsourcing.

Strategic Factors

1. Core Competencies: Identify whether the product or service aligns with the organization’s core
competencies and long-term strategic goals.

2. Market Conditions: Analyze market trends and competitive dynamics that may affect the make or
buy decision, such as supplier reliability and market volatility.

3. Supplier Relationships: Evaluate existing relationships with suppliers, considering factors such as
trust, reliability, and performance history.

4. Innovation Potential: Consider whether internal production capabilities can foster innovation and
product development compared to outsourcing.



Step-by-Step Guide to Conducting Make or Buy
Analysis

Preparing a comprehensive make or buy analysis involves several key steps. Here’s a structured
approach to guide decision-makers through the process.

Step 1: Define the Scope of the Analysis

Clearly outline what products or services are being evaluated for the make or buy decision. This step
ensures that all stakeholders understand the focus of the analysis.

Step 2: Gather Relevant Data

Collect data on costs, production capabilities, supplier quotes, and market conditions. This
information should include:

- Direct costs (materials, labor)

- Indirect costs (overhead)

- Supplier pricing and terms

- Historical data on production efficiency

Step 3: Conduct Cost Analysis

Perform a detailed cost analysis for both making and buying options. This analysis should include:

1. Fixed Costs: Costs that do not change with production volume (e.g., rent, salaries).
2. Variable Costs: Costs that vary directly with production volume (e.g., raw materials).
3. Total Costs: Sum of fixed and variable costs for both options.

Step 4: Evaluate Non-Financial Factors

Assess qualitative factors such as quality, lead times, flexibility, and strategic alignment. This
evaluation should involve input from various departments, including operations, marketing, and
finance.

Step 5: Perform Risk Assessment

Identify potential risks associated with both making and buying options. Consider factors such as
supply chain disruptions, quality issues, and market volatility. Develop risk mitigation strategies for
each option.



Step 6: Compare Options

Create a comparison matrix that summarizes the findings from the cost analysis and non-financial
evaluations. This matrix can help visualize the strengths and weaknesses of each option.

Step 7: Make a Recommendation

Based on the analysis, make a recommendation on whether to make or buy. This recommendation
should be supported by data and clearly articulate the rationale behind the decision.

Step 8: Monitor and Review

After implementing the decision, monitor the outcomes and review the analysis periodically. This
step ensures that the decision remains valid over time and allows for adjustments in response to
changing circumstances.

Conclusion

In conclusion, preparing a make or buy analysis is a vital process that can significantly influence an
organization’s operational efficiency and financial health. By carefully evaluating the financial,
operational, and strategic factors involved, companies can make informed decisions that align with
their goals and market conditions. The make or buy decision is not merely a one-time analysis but an
ongoing evaluation that requires continuous monitoring and adaptation to ensure sustained success.
By following the structured approach outlined in this article, organizations can enhance their
decision-making capabilities and achieve a competitive advantage in their respective industries.

Frequently Asked Questions

What is a make or buy analysis?

A make or buy analysis is a decision-making process used by businesses to determine whether to
produce a product in-house (make) or purchase it from an external supplier (buy).

What factors should be considered in a make or buy analysis?

Key factors include cost, quality, time, capacity, expertise, and strategic alignment. It's important to
evaluate both direct and indirect costs associated with each option.

How can cost analysis impact the make or buy decision?

Cost analysis helps identify the total expenditure involved in making a product versus buying it. This



includes material costs, labor, overhead, and potential savings from outsourcing.

What role does quality play in make or buy decisions?

Quality is crucial in make or buy decisions. Companies must assess whether they can maintain the
desired quality level in-house or if a supplier can provide better quality at a competitive price.

How does time influence the make or buy analysis?

Time considerations include the speed of production or delivery. If time to market is critical, buying
may be preferable to making, especially if production capabilities are limited.

What risks should be evaluated in a make or buy analysis?

Risks can include dependency on suppliers, potential disruptions in supply chains, loss of control
over production processes, and the impact on company reputation.

When should a company prefer to make rather than buy?

A company should consider making a product in-house when it has the necessary expertise,
resources, and capacity, and when it can achieve better quality or lower costs than external
suppliers.
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