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Transforming Procurement from
Minimizing Cost to Maximizing Value

By: Kanupriya Godara and Francisco Rigoberto Marquez Ramirez
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Summary:

This thesis identifies the leading enablers to transform procurement from a purely-cost driven to a value-driven
process. We model the problem of value creation in procurement as an Analytical Hierarchy Process (AHP) to
understand the correlation between the value drivers and values that are important for companies today. To
assess the capability of the sponsor company in terms of the top five value drivers, we developed a maturity
assessment tool with best practices and levels of accomplishment.
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KEY INSIGHTS

1. A process to identify value drivers and
prioritize them.

2. A set of identified value drivers to transform
procurement from a pure cost optimizer to a
true strategic contributor.

3. A maturity assessment tool with best practices
and levels of accomplishment to assess the
capability in terms of the top five value drivers.

Introduction

Procurement, for many years, was considered a mere
support function, and even today, in many
organizations, its role has not evolved much beyond
the traditional transactional operations such as
creating and tracking orders, managing demand,
writing contracts and supplier negotiations. However,
now some organizations have started to understand
the crucial role of procurement and the profound
impact of the purchasing decisions on the value of the
organization.

Market volatility and business complexity caused by
globalization, intense competition, and increasing
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supply chain risk has forced organizations to look for
new ways to obtain competitive advantage and long-
term profitable growth. It is an opportune time for
procurement to become a strategic value-contributor
with a strong positive impact on long-term revenue
growth and profitability, in addition to a continued
focus on cost reduction.

This research aimed to explore transformation needs
in  moving procurement from a purely cost
minimization function to a value enhancement
function. It also identified and analyzed core value
drivers in procurement strategies that impact the
operations of the procurement function.

Methodology

The approach taken to solve the concerning problem
of value creation in procurement was a combination
of qualitative and quantitative technigques that
included inputs from experts within and outside the
sponsor company. The tools used range from surveys
to Analytical Hierarchy Process (AHP) and maturity
assessment tool.

The methodology was divided into two phases: phase
1, where key value drivers and values were defined
and analyzed and phase 2, where procurement
performance of the sponsor company was measured
in terms of the top five value drivers obtained in phase
1. This methodology is shown in the following figure:
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Phase 1: Use of Analytic Hierarchy Process

Phase 1 of the methodology was based on Analytic
Hierarchy Process (AHP) method. The results of this
phase were:

e Model the problem as a hierarchy
The problem was modeled as follows:

Level 1: Goal

Value Creation in Procurement Function

Level 2: Key Value

Value 1 Value 2

Value Value Value Value Value

Driver 1 Driver 2 Driver 3 Driver 4 Driver 5

Level 3: Value Drivers

The problem was defined as a hierarchy with 3 levels:
global objective, key values for the sponsor company,
and value drivers.

e Select Value Drivers and Values

The value drivers and values were identified according
to an extensive review of the relevant literature. We
conducted a survey to obtain the leading value drivers
from a set of pre-identified value drivers with the target
respondents being procurement experts in different
industries. According to 78 respondents, the ranking
of value drivers was the following:

o Ranking of value drivers
Rank | Value Drivers \

1 Strategic Sourcing

2 Business Integration

3 Supplier Relationship Management (SRM)
4 Supplier Quality

5 Category Sourcing and Management

6 Risk Management

7 Operational Excellence

8 Supplier Innovation

9 Sustainable Procurement

10 Supply Security

11 Data Analytics

12 Performance Measurement System

13 Procurement Intelligence

14 Talent Management

15 Use of Technology

16 Centralized or Center-Led Organization
17 Knowledge Management

We also conducted a survey within our sponsor
company to obtain their top ranking values:
o Ranking of values

Rank VEIES

1 Predictable long-term profitable growth
2 Long-term cost reduction

3 Access to new markets

4 New sustainable products/services

5 Increased Purchasing efficiency

6 Strengthened supplier relationships

7 Better Delivery Performance

8 Better and premium pricing

9 Better contracts

10 Better reliability of purchased products
11 Better Market Reputation

12 Long-term Supplier network

13 Return to Shareholders

14 Better Customer Loyalty

15 Better Quality

16 Technology Leadership

17 Better adaptation to market fluctuation
18 Greater product availability

19 Better Customer Satisfaction

20 Product Leadership

From the previous tables, the top 5 value drivers and
top 5 values were selected to proceed with the
Analytic Hierarchy Process method.

e Pair-wise comparisons.

Pair-wise comparisons between values (level 2) to
obtain the global objective (level 1), as well as pair-
wise comparisons between value drivers (level 3) to
enable values were performed. Matrices of local
priorities R were generated: 5 for the top 5 values and
1 for the global objective. As an example, here is the
matrix of local priorities of the value drivers to obtain
the value Predictable long-term profitable growth:
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Sourcing 1.000 1.906 2.230 2.096 2.037
Business 3.370
Integration 0.525 1.000 1.859 2.304
SRM | 0449 0538 1.000 2170 2911
Supplier
Quality 0.477 0.434 0.461 1.000 1.859
Category
Mgmt. L 0.491 0.297 0.344 0.538 1.000 |

The same matrix was generated for the rest of the top
5 values and for the global objective. This matrix, by
using AHP, allowed the generation of a weight vector.

The 5 weight vectors of the values together formed a
matrix of local priorities that, multiplied by the weight
vector of the global objective, gave a vector of the
global priorities for the top 5 value drivers:

Strategic Sourcing 0.403
Business Integration | 0.190
SRM 0.169
Supplier Quality 0.131
Category Mgmt. 0.108



The vector of global priorities represents how
important each of the value drivers is in obtaining the
global objective: value creation in the procurement
function for the sponsor company.

Once the local and global priorities were calculated, a
consistency check was performed to analyze if the
judgments of the respondents were consistent. The
metric used to check this was the consistency ratio
(CR) that in all the cases was below 10%, the
maximum allowable ratio, which means that the
judgments were consistent.

From the first phase, some of the findings were:

o According to the company, Strategic Sourcing
has the highest priority to create value for
procurement. It also has the highest priority for 4
values out of the top 5: Predictable long-term
profitable growth, Long-term cost reduction,
Access to new markets and Increased
purchasing efficiency.

o Business Integration is the second value driver
that enables the creation of value for procurement
according to the company. This value driver also
has the highest local priority for the generation of
the value New sustainable products/services.

Phase 2: Maturity assessment

After obtaining the top 5 value drivers, the top 5 values
for the sponsor company and evaluating their priorities
to create value for procurement, we developed a
maturity assessment tool with best practices and
levels of accomplishment to assess the capability of
the company in terms of top 5 value drivers. Results
of phase 2 are described as follows:

e Rank practices and weight them.
After an extensive literature review, review of best
practices of the sponsor company, and major
competitors sharing in their annual reports, a list of
practices of the top 5 value drivers was generated. In
the tables shown after maturity assessment, the
complete list was presented with the weight of each
practice. The weight was assigned according to the
level of importance of each practice, by using linear
weight method, after obtaining a ranking from the
subject matter experts within the company in a
workshop for each of the top 5 value drivers.

e Maturity assessment
The maturity assessment represents the measure of
performance of the procurement function of the
sponsor company, according to 5 predefined levels of
maturity of the practices for each of the value drivers.

The detailed definition of the 5 possible levels of
maturity was different for each of the practices, but in
all the cases ranging from 1 to 5, where 1 means
basic and 5 advanced level.

Five workshops were conducted, each focusing on
one of the top five value drivers. In each workshop, 4

to 5 subject matter experts within the company
participated.

The flow of the workshops consisted of four steps: an
individual assessment by the experts, sharing of their
individual opinion, a discussion about each practice,
and finally, unanimous agreement of the maturity
level of the practice. The results of the maturity
assessment are summarized in the tables below:

Strategic Sourcing Practices | Weight

Strategic Cost Management 0.21 v
Strategic Som_Jrcmg Process 0.21 v
Implementation

Knowledge Management: 0.15 v
Category Spend Visibility )

Strategy development 0.15 v
Technology 0.10 v
MeaSL_Jrement of Strategic 0.08 v
Sourcing Performance

Strateglc_ So_urcmg internal 0.08 v
communication

EX|sten_ce of a role focused on 0.03 v
strategic procurement.

Business Integration

Practices

Involvement of procurement in the
design and development of others| 0.31 v
business plans and strategies
Effective management of
relationships with internal 0.25 4
stakeholders

Collaboration level with Finance,

Sales, Marketing and Supply 0.25 4
Chain
Clear process for procurement 0.13 v
nvolvement in strategic reviews )
[Teaming strategies 0.06 v
Supplier Relationship Mgmt. . Levels
Practices Weloht 70 2 K
ISRM governance process 0.17 v
SRM framework 0.16 v
Management of key suppliers 0.14 v
Supplier development program 0.14 v
Close_ relationship with key 0.10 v
suppliers
Performance improvement 0.09 v
strategies
Contract Management 0.07 v
Agreement of terms and 0.07 v
conditions
P!annlng sphedules and forecasts 0.03 v
with suppliers
Learning from Supplier Market 0.03 v
: ) ) . Levels \
Supplier Quality Practices Weight 12 3 45
Supplier Quality Management 0.33 v
Rellat_)lllty of method for assessing 0.27 v
suppliers
Quality Assurance in the 0.20 v
rocurement process '
Supplier performance measures 0.13 v
Monitoring, management and 0.07 v
review of suppliers

Category Mgmt. Practices

ategory Strategies 0.24 v
Implementation of Category v
Management oz
Spend Visibility 0.21 v




Procurement structure 0.14 4
Categqry Intelligence Integrated 0.10 v
Analysis

Measured KPIs 0.07 4
Savings generated Year Over 0.03 v
\Year (last 5 years)

Category Strategies 0.24 v

Final evaluation

In order to compute a final score for the sponsor
company, previous results that were used are: global
priorities of the value drivers, linear weights and
maturity assessment of the practices.

The score was calculated on a scale from 1 to 100,
where 100 is the maximum score that can be obtained
if the company has a level 5 of maturity in all the
practices.

The score for each of the top five value drivers as well
as the overall score of the sponsor company is shown
in the table and figure below. In the table, the global
priority and the weighted average of the value drivers
obtained from the maturity assessment is also shown.

Weighted
Global average of the

Value Driver Score

Priority maturity
assessment

Strategic 0.403 3.584 72
Sourcing
Business 0.190 4.000 72
Integration
SRM 0.169 3.440 76
Supplier Quality 0.131 3.800 77
Category
Management 0.108 3.900 77
Final Score 74
Strategic
Sourcing
72
Category Business
Management \ 77 72 Integration
yai 16
Supplier
Quality SRM

Overall, the company presented similar performance
in the top 5 value drivers, but there are more
opportunities for improvement in Strategic Sourcing
and Business Integration, which are ranked first and
second among the top 5 value drivers.

Conclusions

In the transformation of the procurement function from
a pure cost optimizer towards a true strategic
contributor, it is important to know and understand the
key enablers and the levers that the CPO’s have to
drive the change.

Based on our literature review to identify the inroads
to our thesis topic and supported through the analysis
of the survey results, we can clearly show the more
highly ranked value drivers:

e Strategic Sourcing

e Business Integration

e Supplier Relationship Management

e  Supplier Quality

e Category Sourcing and Management
These are the fundamental, or better said, the
foundational drivers of change. Therefore, companies
must focus on the five fundamental value drivers first
and have a strong foundation in order to move to the
next level of transformation.

We want to stress that our approach should be seen
as a guideline towards making evolutionary steps with
a procurement organization. We have identified trends
of finding new and different growth drivers for
companies and organizations that can become pivotal
for sustainable existence beyond pure price pushes.
Our three key contributions are:

1. A process to identify value drivers

2. Set of value drivers identified

3. A maturity assessment tool
We have developed a process that the sponsor
company can use to identify value drivers and
prioritize them. This process is repeatable,
expandable, and usable in other functions and
situations as well. The maturity assessment tool
assists the company in identifying the gaps that exist,
and this tool can be expanded and used for assessing
any function or process in the company.
The challenge, however, remains to find and place
company resources, talent, skills, and efforts within a
combination of foundational and future value drivers.
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