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As supply costs increase,
a more comprehensive
approach to procurement
can boost margins and

fund growth.

Rising commodity costs and volatility in input
prices have become facts of life. Basic commod-
ities are under pressure not only from their own
higher demand but also from increasing alter-
nate uses. Only a handful of commodities will
likely result in real shortages and constraints,
but no matter what business you're in, rising
prices and volatility will become the norm.

Executives are feeling the pain. In a recent
Bain & Company executive survey, more than
half of the respondents told us that cost pres-
sures constrain their ability to make strategic
investments (see Figure 1). That is a big issue
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for nearly all companies, given that procured
costs represent between 25 percent and 60 per-
cent of a company’s total costs, depending on
the industry. We frequently find that procure-
ment does not get a commensurate level of
organizational investment.

When supply cost pressures increase, so does
the opportunity to gain an important source of
untapped margin. By taking a more comprehen-
sive approach to what they buy and how they
buy it, companies can free up cash and refocus
resources to fund strategic priorities without
the pain of layoffs. A comprehensive approach
means deploying a broader set of tools to better
negotiate prices or becoming more efficient at
using supplies. It also means getting full organi-
zational alignment—ensuring that roles, deci-
sion rights and incentives all work toward the
goal of lowering procurement costs.

But doing it successfully is not easy. The evi-
dence is clear that procurement is an area that’s

Figure 1: Changing input prices are creating constraints for companies
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ripe for improvement. We recently surveyed
executives about their experience with past pro-
curement management initiatives. While most
reported annual gains in their efforts to save,
72 percent of the respondents believe that they
could do substantially better (see Figure 2).
Interestingly, this belief was held as frequently
by the heads of procurement as it was by CEOs
and CFOs.

That confirmed something we routinely see
with clients: Most organizations under-manage
this treasure chest. They lack a predefined,
systematic playbook for reducing costs (see
Figure 3).

For example, among respondents, 81 percent
said procurement teams are able to influence
price, but not the mix or consumption. The prob-
lem is, both are critical cost factors. Meanwhile,
77 percent of the executives said that their com-
panies’ procurement efforts are particularly
weak in categories where decisions are frag-
mented across many buyers in the organization,
demonstrating the need for tighter integration.
Another finding involves the rate at which com-
panies look at the total cost of ownership (TCO)
in price negotiations. A TCO approach breaks
down all of the costs that go into the delivered
item—everything from supplier overheads to
raw materials or even the distribution costs in-
volved in final delivery. That provides visibility
into what specific actions you and a supplier can
take to further lower costs. It's a valuable tool
for identifying ways of generating and sustain-
ing savings, but only about one in three respon-
dents reports that their teams regularly use TCO
when preparing for negotiations with vendors.

Finding the flaw in your strategy

In our work with clients, we find that procure-
ment organizations usually push to do the right
things. However, we’ve found four common
reasons that procurement improvement efforts
typically fall short for the organization:

They fly at 100,000 feet and do not get
specific or focused on where to capture the
savings. Many companies simply set blanket
cost-reduction targets across spending cate-
gories. Sometimes they use high-level bench-
marks to justify these targets. Their efforts
go wrong because they fail to dig into the
underlying factors of a given type of spend-
ing to assess which can have the most sig-
nificant effect on costs. Thus, they tend to
set targets too high for some categories,
too low for others.

They collapse under their own weight. The
company tries to simultaneously attack 20
spending categories, changing policy and
approach, and flooding the organization
with more than it can reasonably absorb.
People get lost in the sea of new policy pre-
scriptions and initiatives. Behavior change
fails to take root.

Decisions are made in a vacuum. Too many
companies delegate the improvement effort
to the procurement department alone and
don’t involve the business and finance teams
early and often. The key problem: All too
often, procurement doesn’t have a seat at
the table in many decisions regarding the
volume, specs and mix of what's purchased.
As a result, these organizations focus too
closely on the things procurement can more
easily control, such as price, and leave sig-
nificant money on the table.

They are not set up for long-term success.
After an initial flurry of activity, leaders move
on to the next priorities, behavior reverts
and there is no closed-loop process to sus-
tain the progress. Traditional systems fail
to generate appropriate metrics to track
this slide. Within a year, the gap between
actual behavior and the new procurement
policy widens. And the effort is relaunched
two years later, thick with cynicism of failed
prior attempts.
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Figure 2: Most companies believe they have a significant upside in procurement but have
struggled to make past efforts stick
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annual improvements in procurement, cost reduction programs that
we could do substantially better showed results in year one,

but then failed to sustain the impact

Note: Does not include respondents who indicated they do not purchase raw materials
Source: Bain Procurement Survey, November 2011

Figure 3: Every company will be different, but some subset of barriers exists in nearly
every organization
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Getting it right

While our survey quantified the level of dissat-
isfaction with procurement reduction initiatives,
our work with clients has helped us see what
companies are doing to make those efforts
succeed. And some are reaping significant,
long-term rewards. The level of improvement
depends on two dimensions (see Figure 4).
First, there’s a company’s starting point: the
capabilities it already has in place across a num-
ber of critical dimensions ranging from analytics
to compliance to the overall integration of pro-
curement with the rest of the business. The sec-
ond dimension involves the breadth of tools a
company is willing to deploy to improve. For
example, companies with already sophisticated
capabilities that want to just reap more savings
on price tend to achieve 1 percent to 5 percent
gains, depending on the category. Those that
are somewhat underdeveloped in their capabil-
ities and are willing to consider a broad range

of actions can typically reduce spending by 15
percent to 25 percent or more across the cate-
gories they attack.

We've identified three steps that the most suc-
cessful efforts follow:

Step One: Assess your starting point

The first step is to assess where you're coming
from. We find the companies that reap the big-
gest rewards in these efforts ask a series of
questions to help them clearly understand how
they currently handle external spending reduc-
tion efforts (see the sidebar “Assessing your
starting point” on pages 6-7)—and the gaps
that exist. This checklist is part of Bain’s Pro-
curement Opportunity Index (BPOI), a quick
and straightforward way to measure an organi-
zation’s starting point. Taking this step enables
management teams to see whether their com-
panies deploy the full suite of behaviors of best-

Figure 4: The upside will vary, depending on the scope and the company’s starting point
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in-class companies. It also helps executives un-
derstand procurement’s role in such important
decisions as spec development for product inputs
and policy development for indirect spending.

For example, the BPOI allows them to examine
the extent to which they use TCO in price nego-
tiations, track compliance, rely on supplier data
and their ability to forecast and provide early
warnings on potential supply chain risks. The
exercise helps companies clearly see where they
are leading and lagging in the required capa-
bilities. It also provides a way to triage—identify
the most likely categories for quick and sustain-
able procurement savings.

Step Two: Get to the root causes of your
cost category by category

One of the most striking findings from our survey
was the extent to which organizations fail to take
advantage of all of the tools that can help them
improve. Winners look everywhere. Among the
best ways to generate lasting savings:

Look at the mix of what you buy. Comprehensive
programs often unearth a string of valuable
opportunities. When companies examine the
mix of products across the organization, they
find they can alter that mix and unleash savings,
often without materially hurting the business.
One healthcare company thought it was on the
path to sustained savings in office supplies when
it consolidated procurement with a single ven-
dor. Then, a year later, it made a serious effort
to look at its mix of products. It learned that em-
ployees purchased more than 13,000 different
SKUs of office supplies, including more than
go different types of computer mice. The com-
pany established two policies that led to dramatic
savings: shifting heavily to the vendor’s private
label and narrowing the set of products that
employees can buy.

Consider the way you spec and manage your
own assembly. Looking across functions can
yield big results—it can show you how your own
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internal processes and coordination add costs
to what you buy. A building products company
primarily relied on supplier negotiations to
achieve price improvements. Oftentimes, this
meant consolidating volumes with suppliers to
get better terms through increased scale. But
the recent homebuilding downturn caused the
company to look even harder for cost savings.
A procurement diagnostic helped the company
see the significant opportunities it could gain by
tightening integration across functions within
the organization. For example, 50 percent of the
items purchased involved external service pro-
viders for labor on the home sites. However,
the coordination across those vendors was not
being actively managed, resulting in high in-
efficiency. The company found that only 6o per-
cent of the labor hours it paid were productive.
For example, some workers arrived at the job
site not ready to work—their tools may have
been on a truck offsite—or late inspections
resulted in rework. The company used TCO
tools to pinpoint the opportunities where it could
improve. It redesigned a few critical scheduling
and inspection processes, changed organiza-
tional roles and aligned incentives to new met-
rics—all linked to reducing external labor costs.
The procurement team worked hand in hand
with the field to modify supplier terms and de-
velop new metrics for tracking operational prog-
ress and linking it to savings. These and other
improvements resulted in additional savings
across nearly all categories of items purchased.

Take on fragmented categories. When the buy-
ing process gets fragmented, many companies
find themselves struggling to rein in spending.
In fact, in our procurement survey, 77 percent
of respondents told us that they buy poorly when
many people can make individual purchase
decisions in a category. We've seen such frag-
mentation across industries. For example, one
company performed a diagnostic and learned it
had hired nearly 20 “Tier 1” (creative) ad agen-
cies. Each sub-brand and sub-business was buy-
ing from its own favorite vendor. Based on this
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finding, the procurement department and a
leader from each business formed a team tasked
with evaluating and consolidating spending.
Within six months the company reduced its
Tier-1 spending to three agencies, and now ex-
pects to realize 10 percent to 15 percent savings
that can be redeployed into additional market-
ing. In addition, service quality got much better,
as the three agencies committed to add on-site
project management.

Look at suppliers’ input prices with a new lens.
As commodity prices increase, suppliers come
knocking, pushing through commensurate in-
creases. But what happens when those same
commodity prices fall? Too often, purchasers fail
to get a break. Consider the situation of an aero-
space and defense supplier. As key metal prices
rose, the company grudgingly accepted its sup-
pliers’ price increases for machined parts. Trou-
ble is, the company lacked good tracking data

Assessing your starting point

from the BPOI.

best efforts on consumption.

and mix as on price.

the results?

different views.

and policy.

tion process?

The Bain Procurement Opportunity Index (BPOI) helps companies take the first step in creating
the capabilities that will deliver long-ferm procurement savings. Below is a subset of questions

1. How does your company tend to attack external spending reduction efforts?
a. Broad cuts to budgets, letting managers make decisions on where to cut.

b. Procurement focused on price, rest of the organization encouraged to make their

c. Deep, analytic look at spending by category, with as much emphasis on consumption

2. In the last major procurement project you were a part of, how would you describe

a. Interesting analysis, but not a lot of impact.
b. Initial flurry of impact, but impact slipped over time as people focused elsewhere.
c. Great impact that was sustained for multiple years.

3. How would you describe procurement’s role in spec development (for product inputs)
and policy development (on indirect spending)?

a. Largely in a silo. Some early input, but procurement is mostly focused on negotiating
price once specs and policies have been developed.
b. Consistent input into specs and policy, but not a significant force if others have

c.  Nearequal seat at the table. Often contribute to major recommendations on specs

4. How regularly do you use Total Cost of Ownership (TCO) as part of the price negotia-




on commodity indexes. So when commodity
prices dropped, it failed to go back to the sup-
plier to negotiate lower prices. When the com-
pany started closely tracking supplier input
prices, it found a large, immediate opportunity
to claw back savings from the supplier. It now
has a commodity index dashboard tied to key
inputs. Companies can use this approach to reap
savings in categories as diverse as components,
freight and temporary labor.
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Step Three: Build capabilities for continuous
improvement, not just one-time gains

There’s an important lesson in the fact that 71
percent of our surveyed executives reported
that their past efforts to take costs out of what
they buy slipped significantly after only a year.
As with any change effort, even the most proven
tools will fail to yield results without a well-
defined implementation program and a process

a.  We use it rarely.

and eliminates noncompliance.

procurement organization.

warnings on potential supply chain risk?

b. We use it in some categories, but we could use TCO much more regularly.
c.  We use TCO in nearly all categories where it is relevant.
5. When new procurement policies are set, how good is your company at achieving compliance?

a. We have a pretty bad record on policy compliance —people tend to do what they
want as long as they stay within their budget.

b. We track some categories rigorously and do well on those, but on many others we
struggle with compliance because we just don’t have the data to enforce policy.

c.  We have an excellent closed-loop process across categories that regularly roots out

6. How well does your organization manage and act upon supplier data?

a. We collect some performance data on suppliers, but it's mainly kept within the

b. Procurement uses supplier performance data to make supplier selection decisions,
but the data is limited to what is observed by the procurement organization.

c.  Supplier data is collected, reviewed and acted on by all representatives from the corpo-
ration who deal with a given supplier. The data is shared across organizational lines.

7. How developed are your organization’s capabilities for forecasting and providing early

a. We have limited capability for predictive risk. We find ourselves always being
reactive to shortages or quality problems.

b.  We track scorecard metrics, but still do not feel like we have a handle on all flavors of
risk covering both price and supply reliability.

c.  We conduct a full supply chain risk analysis, establish predictive metrics where possible
and build in risk management contingencies for risk areas that are not easily predicted.
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to close the loop between agreed change and
actual behavior.

[t goes without saying that you need to make
sure you have the right level of talent in procure-
ment. Best practice is to have A+ players in
procurement and business units both open
and eager to partner with procurement to in-
crease savings. Organizational decision roles
and incentives reinforce this.

Beyond talent, we find that there are four criti-
cal elements needed to get results to stick out-
side the procurement organization.

First, involve the right people from the start. If
the effort is dominated by procurement people
alone, it will fail. Create an organization-wide
set of goals, and assemble a team of influential
leaders across procurement, finance and the
business. One approach that works well is to
pair up “subject matter” experts from the busi-
ness with procurement teams to help better iden-
tify potential opportunities and ensure the right
process is followed to capture and sustain value.

Second, communicate changes both broadly and
in targeted training. If you're no longer catering
internal meetings, train the executive assistants
who most frequently submit the catering orders.

Third, create a regular, simple dashboard across
categories. Don’t overwhelm it with more met-
rics than are necessary. Focus on actual dollars
spent and the one or two most critical metrics
of desired behavior. If you're consolidating R&D
vendors, report how many different vendors
were used in the prior six months.

Fourth, create a quarterly check-in process be-
tween finance, procurement and the business
focused on dashboard metrics. Best-in-class com-
panies focus on exception reports, creating the
ability to take faster action on spending outliers.
Profile spending trends, review categories where
change is sticking and dig deep into those cate-
gories where results are slipping. Make sure
targets flow into budgets, but also clearly show
the business the bottom-line value and progress
being made. When they know you are serious
about the change, your team members will begin
staying in preferred hotels, buying from preferred
vendors and knowing when they should hold
a teleconference instead of traveling to meet in
person. This doesn’t come for free. You will
likely need to add analytical support within your
finance or procurement teams to supplement
the process (see the sidebar “A procurement
team with new skills”).

But the payback of sustained results makes it
a high-return investment. As input costs con-
tinue to rise, so does the need to keep them in
control. Succeeding at that challenge isn’t easy,
but it can spell the difference between a com-
pany that is able to make the strategic invest-
ments to secure its future and one that struggles

to keep up. @



A procurement team with new skills

One major dairy company redesigned its organization to create a more capable procurement
team that was organized around key spending categories. It replaced its field-based, tactical
procurement personnel with centralized teams whose category leads and analysts designed

and executed against category strategies.

Where the old structure was 10 percent strategic and 90 percent tactical, the new organization
was closer to a balance of 50/50. The new teams were a mix of dairy experts and outside
hires with experience in a more strategic approach to spending and supplier management.
The previous organization lacked the necessary analytical support to assist category leaders
in designing and executing category strategies. Adding analytical capabilities helped cate-
gory managers tackle a much broader range of spending. The chief procurement officer de-
signed a procurement skills boot camp to help analysts from nonprocurement backgrounds
learn the basics of procurement and supplier management.




Bain’s business is helping make companies more valuable.

Founded in 1973 on the principle that consultants must measure their success in terms
of their clients’ financial results, Bain works with top management teams to beat competitors
and generate substantial, lasting financial impact. Our clients have historically outperformed
the stock market by 4:1.

Who we work with

Our clients are typically bold, ambitious business leaders. They have the talent, the will
and the open-mindedness required to succeed. They are not satisfied with the status quo.

What we do

We help companies find where to make their money, make more of it faster and sustain
its growth longer. We help management make the big decisions: on strategy, operations,
technology, mergers and acquisitions and organization. Where appropriate, we work with
them to make it happen.

How we do it

We realize that helping an organization change requires more than just a recommendation.
So we try to put ourselves in our clients’ shoes and focus on practical actions.
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