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The role of procurement within global companies has changed dramatically over the past 25 years from that
of simply buying goods and services to overseeing an integrated set of management functions. This brings
new challenges and opportunities to procurement. Offshoring and the increased emphasis on specialization
and fragmentation of production enhance the strategic character of procurement decisions. Increasingly,
procurement decisions have become intertwined with strategic management in general. In this article, the
authors discuss the changes in procurement from the perspective of transaction cost economics. They
separate transaction costs into “soft” and “hard” costs and differentiate between the internal and external
factors that affect these costs. In making procurement decisions, the authors argue, managers need to
consider the full range of cost elements. In addition to traditional transaction costs such as transport costs
and tariffs, managers need to recognize such elements as cultural and legal differences, government
regulation, social preferences, environmental issues, political stability and risks involved in unethical business
behavior. The authors argue that knowing the risks and opportunities of the different exposures is a critical
management competence. Although management decisions originate in many different parts of the company,
procurement managers need to keep a close eye on the various cost exposures and flag concerns as they
arise. Procurement, therefore, will need to become more closely connected with strategic decisions
throughout the company. This broader view represents a major extension of the concept of total cost of
ownership in procurement decisions. Global sourcing creates many new opportunities for value creation,

which well-run companies must learn to take advantage of.
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Rethinking Procurement in the Era of Globalization

What used to be a matter of finding and pur chasing goods and ser vices at the most
favorable price has changed. At some companies, procurement has become closely
intertwined with strategic decision-making and board policy at the highest levels of the
or ganization.
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Over the past 25 years, the role of procurememtimvtompanies has changed dramatically from
that of simply buying goods and services to overgean integrated set of management
functions. Procurement has crept into every aspletianagement, from category management to
managing supplier relationships, to contracts amanents, to strategy. As companies look
beyond short-term costs and the scope of procureratated issues has grown, procurement
professionals are paying more attention not justtiat they spend on goods and services but to
the broader costs of operating, maintaining, apthoeng the items and resources they purchase
over time.

Despite procurement’s increased level of importaides yet to achieve the level of high-level
recognition it deserves. There are two main reafmnthis. First, it is often difficult to document
procurement’s specific contributions: Were the @astings the result of skillful negotiations with
vendors or a fortuitous shift in the market? Iniadd, the financial benefits of a favorable
procurement deal often extend beyond the initiatipase price to other aspects of performance
(for example, improved working capital, or redudedncing costs), so there is more than one
bottom line to consider. Second, the line betw&errésponsibilities of procurement and those of
other stakeholders can be ambiguous. The resoltupgment often shares whatever successes it
achieves with other groups; for failure, howevetypically gets all the blame.

The need to place procurement in a broader strategitext has become all the more pressing in
the current era of increasing globalization. Glatalrcing links procurement decisions to
strategic decisions. “Make or buy” decisions —dgample, should you offshore production to
your own subsidiaries or outsource it to outsidedpcers and subcontractors? — are typically
made at the senior executive levels. However, athportant decisions (such as where to buy,



from whom, and under what conditions) are usualydied by procurement professionals. The
reality is that these decisions are no longer basgidely on an understanding of direct purchase
costs or on easily observable transaction costé, asi transport costs and import duties, but on
many other types of transaction costs as wellutioly those related to cultural, institutional and
political differences. In this article, we will elqpe the role of these other transaction costs in
sourcing decisions and offer a new framework faleating costs associated with sourcing and
procurement in an increasingly globalized market.

The Role of Transaction Costs

Traditional economic theory ignored transaction€asd assumed that trade was frictionless.
However, trade transactions, by their very natimeglve transaction cost# necessary

condition for exchange is that one exrante commit to being able and willing to fulfil
contractual obligationex post. Neither buyers nor sellers will enter into exoamelationships
unless they are confident that the other party fwifll the contractual obligations. The problem
can be solved in different waysThe exchange can be defined institutionally éeample, in a
legally binding contract), but it can also be detirby trust and by providing incentives for
trustworthy behavior (for example, through bondmegworks, where not fulfilling the contractual
obligation leads to a costly exclusion from thenek).

This fundamental problem of exchange triggers veritypes of transaction costs, which can vary
based on the way the problem is solved. Pracfispkaking, transaction costs consist of all the
costs incurred in the course of acquiring goodssamdices, either by exchanging property rights
in a market transaction or by exchanging respolits#isi all the expenses and time spent
coordinating the purchase of goods and services.“fird” costs are relatively easy to
guantify—items such as transport charges, imperese and tariffs. “Soft” costs, on the other
hand, are less accessible and less clearly defiiexy. include the costs of creating and checking
contracts, information costs, costs resulting fiarttural differences and communication failures,
knowledge of legal procedures, costs incurred ifding trust and reputation, network building,
costs associated with risk (including regulati@mg security requirements.

As distances between trading partners grow andosaian cultural, political, and social systems
converge in a globalized market, the soft cost®imecmore important, and procurement becomes
a more strategically important area. Indeed, thiéyato purchase goods or services at the lowest
possible price is often less critical than develgpeffective ways of bridging cultural difference
and overcoming informal trade barriérgiowever, reducing transaction costs cannot beaeti

by decisions of the procurement department aloreaBse of the wide range of costs and their
effects, it requires strategic decisions by top age@ment. As procurement managers look beyond
traditional cost considerations, top management ehefine their priorities and deal with different
cost categories.



Strategic Transaction M anagement

The ongoing trend of globalization has brought aliecreased movement toward specialization
and fragmentation of production as manifested loyvtjn in outsourcing, global sourcing, and
direct foreign investments. Dramatic growth ratesauntries with lower production costs
(including India and China) have given rise to msgeof urgency within companies operating
internationally as to how they can continue to @e@lue through trade. One option is to switch
from captive production to becoming a leader irhestrating production —developing expertise
in where to produce, assemble, and sell. It requhanging the way companies go about
managing transactions and how international traetigionships are established. In doing so,
companies can acquire critical knowledge about tramsaction costs can be reduced. In fact, it
works two ways. Lower transaction costs will endbl¢her fragmentation of production and
outsourcing of specialized tasks because they mats®urcing profitable At the same time,
enhanced knowledge about the costs of outsourzingafticular, knowing when outsourcing
isn't profitable due to unexpectedly high “softarsaction costs) can lead to further reductions in
transaction costs.

Knowledge of transaction costs is a critical patrade and investment decisions. It allows
companies to reduce their overall costs, therebyimgeexisting trade more profitable and
opening the door to higher volumes of trade. Kn@ahow to keep transaction costs low is
something we call transaction management. Effe¢ctaresaction management can create value
for both individual companies and society as a whol

As transaction costs are reduced, they will become a smaller part of the total supply cost in current
trade. But there are compelling reasons for companies to remain focused on this area. Good
transaction management and lower transaction costs will increase the number of profitable trade
transactions and lead to further fragmentation of supply chains. In the process, production processes
will undergo changes; with increased outsourcing, there will be fewer direct production costs and
more transaction costs. On balance, zew frade (from outsourcing more parts of the supply chain) will
have higher transaction costs in relation to the total supply costs .

The strategic character of transaction managersdnghlighted by the fact that institutions,
including the legal infrastructure, the bankingteys, and the regulatory and political systems, are
all highly influential in how transactions are mged. Different institutions shape transactions in
different ways—for example, whether the transactiare handled formally (with legal contracts)
or informally (through trust-based relationshipsthough globalization has spurred significant
convergence in the institutional environment, aaltulegal, and social differences continue to be
barriers in some countries and regions. For examipdetrading norms that are accepted in
continental Europe and the English-speaking woolechat always line up with how things are

done in the Middle East and Asia. For managersisge& reduce transaction costs,
understanding the cultural, legal, and social d#ifees is critical.



Transaction M anagement for Procurement

Procurement professionals have an essential rgayoin managing the complex interface
between companies and stakeholders to maximize vaduioday’s transparent global economy,
procurement managers will have to identify and nganaot only the different sources of
transaction costs. They will need to do this irmar@here they have varying degrees of control or
influence. To assist management in understandéngpist exposure, we find it helpful to consider
transaction costs along two dimensions: 1) in tesfrabjective and subjective issues; and 2) in
terms of internal and external influences:

Objective and subjective issues. Objective issues are tied to measurable factaisass of a
technical or professional nature. They are usdialked to financial issues such as direct costs,
improved quality, on time delivery, transportatioost, and life-cycle cost. Subjective factors, by
contrast, are related to emotional, religious ntwitive views about the world and how it connects
with the organization. Although not overtly relatedfinance, such issues (for example, unethical
business behavior, diminished confidence in a hranddversarial labor relations) can result in
significant transaction costs and have major fir@nmplications.

Internal and external factors. By internal factors, we mean factors related togpecific business:
its market position, and its reputation and brartese are distinct from external factors, which
are tied to developments outside the company imsasach as regulation, labor costs, and
currencies.

The combinations of internal, external, objectaed subjective factors create a complex
spectrum of exposures that can affect the finamaalth of a company, if not its very existence.
In a global economy, knowing the risks and oppaties of the different exposures is a critical
management competence (see “Classification of Go$tsocurement”).Although management
decisions will originate in many different partstbé company, procurement managers will need
to keep a close eye on the various cost exposarkiag concerns as they arise. Procurement,
therefore, will need to become more closely coragbetith strategic decisions throughout the
company.

Companies strive to minimize the total cost of oxghg (TCO). Based on our analysis of cost
factors, the TCO consists of:
1. The direct cost of acquisition, which is the ora@jipurchase cost;
2. The further cost, which is related to owning thaipment or business, such as
installation, maintenance, energy consumption,a$iapetc.
3. All transaction costs related to acquisition andhfer cost.

The direct cost of acquisition and the further @stthe two factors that typically drive purchase
decisions. They are largely related to objective€das noted in the table). The first step in
extending the purchaser’s decision framework iglémtify transaction costs as a cost category
that needs to be managed separately. The secqnid $tegive subjective costs the same level of
attention as objective costs. Finally, purchasarstracknowledge that many of the soft issues do



not just operate within the decision framework afqurement but are integral to the strategic
position of the company; hence they need to beesded by a wider management group.

An alternative way to view procurement is to looklree day-to-day activities procurement
professionals manage (see “Contact, Contract amtk@9. This adds the time dimension of
decision making to our objective/subjective anérinal/external framework. However, it would
be a mistake to conclude that the day-to-day aiets/vill reflect the variety of transaction costs
covered by our framework In particular, procuren@nofessionals must be prepared to address
issues of accountability, issues of optimizatiarg &sues of compliance to ensure that
transaction costs are identified and properly askird.

Accountability. Procurement professionals need to assume accditptabt only for
purchasing but also for managing the complete &etien. Although procurement specialists
are often familiar with many types of transactiasts, many lack a full appreciation of the
effects some costs have on the overall economics.

Optimization. Once the transaction costs are known, the clgelenfiguring out how to

optimize them in relation to the total cost of owsiep. This means knowing where costs can be
minimized and knowing where they are necessarglitese optimal procurement results. For
example, transaction costs may be acceptableitnaien where innovative or key strategic
goods or services of vary high value to the com@aeybeing procured and where security of
supply is of prime importance. On the other handydutine or commodity goods or services
the cost is of prime importance and transaction wiltneed to be avoided or minimised.

Compliance. Even if transaction costs are properly identifiedevery stage of the procurement
lifecycle, their benefits may not be realised duaan-compliance during the implementation of
the acquisition process. In today’s global mar&empliance management is more important
than ever.

M anaging the Soft Side of Procurement

The importance of detailing and managing hard omsta category-by-category basis cannot be
overstated. However, a major part of the globalrathallenge is figuring out how to conduct
business both profitably and ethically, which regsia more comprehensive understanding of
how to manage the “soft” issues (for example, thdd-offs between the environment and
profits). Decisions to source products offshore—e®ample, outsourcing parts production and
services —often lead to higher transaction costs triginally expected. This has implications
for regional employment and economic growth becdlusse transaction costs may affect
profitability of outsourcing and reduce economitiaty. It may, moreover, lead to social unrest
at home and a loss of trust in the company, whighgive rise to aew set of transaction costs.



Classification of Costs in Procurement

+  Search and information cost connected with identifying
suppliers
Internal +  Direct cost of acquisition
Factors » Transport cost
g (decisions within | »  Quality assurance
Q company + Installation and maintenance cost
E/L‘\ control) . Int§11§cmal property costs
g »  Training
=
v
o »  Legislation in relation to trade
8 +  Currency effects
oy External « Import/export permits, levies
o Factors + Labor costs and safety standards
(decisions +  Government rules and regulations
controlled by
others)
«  The effect of sourcing decisions on existing jobs
% «  The effects on reputation and brand value
g Internal +  Corporate culture: Will staff support new suppliers?
& Factors Sustainability tradeoffs inside the company
§ (decisions within | »  Risk aversion: Will staff be able to deal with the risks
2 company associated with new supply options?
— control)
g
B +  Sustainability considerations in relation to local and
= External global economic environments
3 Factors +  Cultural differences connected with doing business
(decisions + Political differences concerning democratic rights,
controlled by distribution of wealth, unions, and political stability
others) +  Customer views on desirable sources/suppliers
+ Labour circumstances
+  Environment

Decisions to address issues of environmental susidity in a responsible way or to create
attractive working conditions for employees maytes higher transaction costs in the short
term (in the form of higher production costs or mexpensive training). In the long run,
however, these investments may lead to lower trdiogacosts (resulting from a good reputation
and the ability to attract the most motivated woskeTherefore, in balancing the trade-offs
between short-term and long-term costs, ethicgdarate behavior can be rational. Different
companies will make these decisions in differengsyaepending on the way they value the risk



and costs of a reputation loss and depending onrhamagers are emotionally or politically
positioned in relation to these issues.

* k%

Senior managers at global companies need to rexmtjmat the role of procurement professionals
is changing. What used to be a matter of finding) purchasing goods and services at a favorable
price has become closely intertwined with strateigicision-making and board policy at the
highest levels of the organization. Global sougareates many new opportunities for value
creation, which well-run companies must learn ketadvantage of.

The table lists the various types of costs thatlite be considered in today’s procurement
decisions. It emphasizes the role of transactistsc@specially “soft” transaction costs. These
costs are becoming increasingly important and Inaade procurement an essential part of
strategic decision-making at global companies.

Sidebar
Transaction Costs By Stage of Procurement

Transaction costs can be grouped into three categories that are aligned with potential trade transactions:
costs associated with contact; costs associated with contract; the costs associated with control.

Contact In the contact phase, the buyer seeks information about his preferred product (price and quality),
potential suppliers, or, when the product does not yet exist, which producer might be able to develop
and/or produce it. The seller, for his part, devotes marketing effort into looking for a buyer. At this stage,
the transaction costs are mainly for search and information. However, they are sunk costs—they occur
even if a trade relationship (purchase) is not established.

Contract The contract phase starts immediately after the potential trading partners have found each other
and begin working toward a deal. The costs in this period revolve around negotiating the terms of the
contract. Parties have to decide how to divide expected rents of the transaction and how to protect their
respective interests.

Control The control phase involves monitoring and enforcing the contract. Both monitoring and
enforcement involve high transaction costs, especially when large distances separate the trading partners
and suppliers from each other. Now that physical distances have become less important through reduced
transportation costs and fast communication, cultural and institutional distance can still be large. Business
partners need to monitor the terms of their agreements to verify whether the other party is doing what it
promised to do. If there are problems, the next step is enforcement of the contract. The most common
response is to start a legal procedure. Especially in international trading relationships, legal actions take
both time and money. Moreover, foreigners often have difficulties in national courts when they file claims
against a local company.

About theresearch

This research combines two different perspectigegsernment policy making and corporate
decision making. Prof. den Butter was responsitiétfe report on “The Netherlands as a Trading
Nation,” published in 2003, which recommended iasieg trade through low transaction co$ts.



As formal trade barriers disappear, the reporttedimut that “soft” transaction costs will become
increasingly important, requiring countries to makewledge investments. Dr. Linse, who
organized a conference for procurement officetate 2007, worked with Prof. den Butter to
evaluate how areas such as sustainable develoamérmthical behavior should be reflected in
transaction costs.

Executive Briefing

The ongoing trend of globalization in recent decdoléngs new challenges and opportunities to
procurement. Offshoring and the increased emplossspecialization and fragmentation of
production enhance the strategic character of peoeent decisions. Increasingly, procurement
decisions have become intertwined with strateginagament in general. In this article, the
authors discuss the changes in procurement frorpdfspective of transaction cost economics.
They separate transactions costs into ‘soft’ amaddhcosts and differentiate between the internal
and external factors that affect these costs. lkimggrocurement decisions, the authors argue,
managers need to consider all of these cost elsmierm that perspective the cost elements
provide a kind of “checklist” for the procuremembfession and for the general management of a
company for a judgment on the importance of varigpss of costs. In addition to traditional
transaction costs such as transport costs antstahéy need to factor in such elements as
cultural and legal differences, government regatatsocial preferences, environmental issues,
political stability and risks involved in non-ethidusiness behavior. This provides a major
extension of the concept of total costs of owngrahiprocurement decisions.
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