AMPLIFA PROCUREMENT GLOSSARY

Purchase Price Variance (PPV): systematically
understanding and managing price variances
In procurement

Purchase Price Variance (PPV) refers to the deviation between the actual purchase price paid and
a fixed reference price, usually the standard or target price from the cost calculation. The metric
shows procurement departments and controlling immediately where price variances arise and how
strongly they burden or relieve the result. Anyone who analyses PPV systematically identifies price
risks, negotiation leeway and weaknesses in the procurement process at an early stage.

Key facts

* PPV measures the difference between the actual purchase price and the standard price, multiplied
by the quantity sold.

* The metric is a central component of variance analysis in cost and revenue accounting.

* PPV can be negative (additional costs) or positive (savings) and directly affects gross margin.

« Common causes include raw material price fluctuations, changed volume tiers, currency effects and
renegotiations.

* Reliable PPV figures require clean master data and standard cost maintenance.

« PPV alone is not a success criterion: quantity, quality and logistics effects must also be considered.

Definition: Purchase Price Variance

In industrial cost accounting, Purchase Price Variance describes the price variance in material
procurement. It is typically calculated as the product of the purchased quantity and the difference
between the actual price and the standard price. The metric is one of the classic variances within
standard costing and is reported regularly in the month-end close.

Calculation formula and fundamentals

The basic formula is: PPV = (actual purchase price standard price) x quantity sold. In practice, the order
guantity is often used instead, for example for stock material with long binding periods. What is decisive
is a uniform definition across accounting, controlling and procurement, otherwise discrepancies arise
between plant and group perspectives.

Distinction from other variances

PPV captures price effects only. Quantity variances, for example arising from higher scrap or changed
lot sizes, are reported separately as usage variance. Effects from shipping costs, customs or retention
arrangements likewise do not belong in the pure price variance but are considered separately. This
separation enables targeted corrective measures.
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Causes and drivers of price variances

Price variances rarely arise from a single cause. In practice, several factors interact, and their impact
varies depending on the material group, supplier structure and procurement market. A structured root
cause analysis is a prerequisite for effective management measures.

Market and raw material effects

Raw material prices for steel, copper or plastics are subject to considerable fluctuations. Many supplier
contracts respond to this via raw material indexation, in which prices are adjusted periodically to index

values. If the index rises above the value assumed in the cost calculation, a negative PPV arises even

though the buyer has not failed. Currency effects and country risk in procurement amplify this dynamic
in global sourcing.

Internal causes

The causes often lie within one's own organisation: outdated standard prices, incomplete request
documents, short-notice call-offs without volume planning or missing contractual commitments. A poorly
prepared round of negotiations or a lack of alternative suppliers also leads to higher prices. Poor data
quality in master data and material numbers further distorts the analysis.

¢ Outdated or incorrectly maintained standard prices
« Quantity changes without adjustment of volume tiers
» Special cases such as sorting actions or replacement purchases

Supplier-side causes

Price increases, follow-on business via modified drawings, small-quantity surcharges or administrative
fees push up the actual price. Quality issues with follow-up processes such as sorting actions or
increased parts per million (PPM) values also frequently translate into price reductions or price risk
surcharges in subsequent quotations.

Methods and approach for PPV analysis

A sound PPV analysis follows a fixed sequence: define reference prices, record variances, assign
causes and derive measures. The effort pays off especially where material purchase volumes are high,
since even small percentage variances become financially material here.

Set reference prices cleanly

The standard price should be based on a sound cost calculation, ideally supported by a supplier cost
breakdown. It must be updated promptly, for example after framework agreements or price adjustment
clauses have been concluded. Anyone who leaves standard prices unchanged for years systematically
produces artificial variances.

Categorise variances

In practice, it has proven effective to structure PPV by cause type: market price effects, index
adjustments, currency, special effects and negotiation outcomes. Each category is assigned a different
owner and set of measures. A regular data quality report helps identify misallocations caused by
incorrect postings or duplicates in the master data.
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Measures and escalation

For structurally negative variances, new rounds of negotiations, volume bundling via volume tiers or a
switch to dual sourcing are options. For one-off special effects, documentation for the variance
explanation is often sufficient. Larger variances belong on the risk management agenda, particularly if
they indicate default risks or supplier problems.

Key KPIs around Purchase Price Variance

PPV only unfolds its full effect in combination with further metrics. Looking at the price variance in
isolation can even be misleading if quantity, quality or liquidation effects are left out of consideration.

PPV as a percentage and absolute value

In addition to the absolute PPV amount in euros, the relative representation as a percentage of material
purchase volume has become established. This allows plants, commodity groups and periods to be
assessed on a comparable basis. Typically, procurement organisations aim to keep negative PPV values
well below one per cent of purchase volume.

Combined metrics

Useful complementary metrics are material price development versus the previous year, price level
indices by commodity group and the rate of price entries without a valid contract. Quality metrics such
as parts per million (PPM) or defect-related values such as DPU (defects per unit) also show whether
low prices were bought at the cost of quality risks. Payment-related metrics such as Days Sales
Outstanding (DSO) relate to sales, but are indirectly relevant in the context of supplier financing models.

Risks and controls in PPV management

Anyone who treats PPV as the sole management metric risks perverse incentives. Buyers can improve
the metric in the short term by switching to inferior materials or risky suppliers. Controls and a holistic
assessment are therefore indispensable.

Typical misalignments

A classic problem is buying at rock-bottom prices followed by quality issues, returns and stockouts.
Deferring necessary price increases also artificially inflates the negative PPV later on. A slow-mover
analysis provides revealing insights, showing whether unnecessarily high safety surcharges are being
priced into rarely moving items.

Control instruments

Effective controls include approval processes for price changes, structured contract management with
clearly defined price adjustment clauses and regular market price comparisons. For critical components,
the price variance should always be considered together with on-time delivery, quality data and supplier
evaluations. An EcoVadis rating or comparable sustainability assessments are gaining additional
importance when price advantages rest on questionable production conditions.

Organisation and responsibility

Clearly assigned responsibilities between procurement, controlling and plant planning prevent frictional
losses. Variances above defined thresholds are discussed in monthly reviews. For strategic partners, for
example within a strategic alliance, joint cost analyses and open cost breakdowns can defuse the PPV

Amplifa Marketplace - Procurement glossary amplifa-marketplace.com/en/glossary/purchase-price-variance-ppv



debate instead of rigid standard prices.

Current developments and digitalisation

PPV analysis is becoming increasingly automated. Modern ERP and Bl systems calculate variances in
real time and provide drilldowns down to document level. E-procurement platforms also help to keep
price documentation and the ordering process cleanly separated and to avoid manual errors.

Automation and data foundation

With digitalised ordering processes, for example via e-procurement, order prices, contract prices and
actual invoice values can be linked seamlessly. Call-off orders from framework contracts then
automatically appear at the committed price, reducing artificial variances. Al-supported analyses also
identify patterns, for example suppliers who repeatedly hide small price surcharges in line items.

Sustainability and total cost perspective

The assessment horizon is expanding: metrics such as the Product Environmental Footprint (PEF) are
increasingly flowing into procurement decisions, as are supplier sustainability assessments. PPV
remains important, but becomes part of a total cost and value perspective that also includes carbon
pricing, logistics costs and quality risks.

Typical metrics

PPV as % of material purchases: typically < 1%
Benchmark for stable procurement; higher on volatile raw material markets.

Share of purchase orders with a valid contract price: often > 90%
A high rate reduces unplanned price variances.

Standard price update cycle: typically 6-12 months
Outdated standard prices create artificial variances.

PPV categorisation coverage: > 95% of variance amounts classified
Only classified variances enable targeted measures.

Practical example

A mid-sized mechanical engineering company with material purchases of around €40 million recorded a
clearly negative PPV averaging 1.4 per cent of purchase volume over several quarters. The analysis
showed that roughly half of the variance resulted from outdated standard prices that had not been
updated for three years. A further part arose from unplanned small call-offs without tiered pricing as well
as index adjustments on steel components that had not been factored into the standard price.

* Review the standard prices of all A-parts annually and link them to valid contracts

* Review call-off orders with minimum quantity logic to avoid lost volume tiers

» Govern raw material indexation in framework contracts with defined adjustment windows
 Introduce a monthly PPV review between procurement and controlling with cause categories

Conclusion

Purchase Price Variance is one of the most informative metrics for material procurement, provided it is
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calculated correctly and interpreted properly. It makes price variances visible, creates transparency
towards controlling and provides the basis for targeted negotiation and procurement measures. What is
decisive is combining it with quantity, quality and supplier metrics in order to avoid perverse incentives.
Companies with well-maintained master data and digitalised procurement processes gain significantly
faster and more accurate insights. Anyone who understands PPV as part of a total cost perspective
turns a controlling metric into a genuine management tool.

Frequently asked questions

What does Purchase Price Variance mean?

Purchase Price Variance (PPV) is the deviation between the purchase price actually paid and a defined
standard price, multiplied by the quantity. A positive value typically means additional costs, a negative
value savings, depending on the sign convention. The metric is used primarily in standard costing and
procurement controlling.

How is PPV calculated?

The common formula is: PPV = (actual price standard price) x quantity. It is important to consistently
define whether the order quantity or the consumption quantity is used. The sign convention should be
documented company-wide, otherwise reports will contradict one another.

Is a negative Purchase Price Variance good?

Depending on the sign convention, a negative PPV means that less was actually paid than planned —
i.e. a saving. In the long run, however, it can also be a warning signal, for example if standard prices are
set too high or suppliers are delivering below their contribution margin in the long term. The variance
should therefore always be assessed in terms of its underlying causes.

What causes a high PPV?

Common causes include raw material price fluctuations, currency effects, outdated standard prices,
changed volume tiers and unplanned special effects such as replacement purchases. Quality issues
with follow-up actions and missing framework agreements also play a role. Categorising the reasons for
variances is the first step towards corrective action.

How often should PPV be analysed?

In practice, a monthly rhythm has become established, aligned with the month-end close. For volatile
raw material markets or critical commodity groups, supplementary weekly analyses can be useful. It is
important that variances above threshold values are followed up promptly with root cause analysis and a
review of corrective actions.

What is the difference between PPV and savings?

PPV measures the deviation from the standard price and is an accounting metric. Savings describe
demonstrable reductions versus a baseline price, for example from negotiations, and are reported
separately in procurement controlling. The two metrics can differ because they use different reference
points and time horizons.
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