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1.0 INTRODUCTION

There are only twdundamental inputs in which management, be it in
the private or public sector of an economy, is jrity interested:(i)
Men and (ii) Materials.Management is equally interested in other
resources. However, from management point of viematerials
management offers greater promise as a cost-regiudavice. The
reason(s) are not far fetched. The basic goallafsiness activity is the
development and manufacturing of products thatlmamarketed at a
profit. This goal is accomplished by the approgriatending of what
management authorities historically have calledfitree M’s: Machines,
Manpower, Materials, Money, and Management. Matet@lay are the
lifeblood in the industry. Materials of the apprigpe quality must be
available at the right time, in the right qualit,the needed location and
an acceptable total cost.
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Failure to fulfill any of these responsibilitiesramerning materials adds
to company costs and decreases company profit gastvould do
outmoded production methods, inefficient personmeld ineffective
marketing activities.

Procurement is an important phase in the contrtheflow of materials
into the manufacturing plant from the vendor ordigs. Basically, no
inventories are created until either raw materiais purchased
components are bought. The classes of inventorg tantrolled are
purchased parts or raw materials. It has therdbeien suggested that
two of the most important control areas for allibasses, regardless of
size, are purchasing and inventory. As a businasstibn, and in term
of naira spent, purchasing is by far the biggeshdmg department of
any manufacturing company. Purchased materialsucoaover half of
a manufacturing firm’s sales revenue. Consequegttittyprofit potential
of effective management of the purchasing actiwitie enormous
compared with other practical management alterastiv

You can spend wisely and pay less for what you ibuys generally

agreed that it is easier to buy well than it iséd well. Wise purchasing
can reduce operational costs appreciably and aipoove profitability.

The effect of five percent saving on materials pads is illustrated in
figure 1 below.

AFTER
N10 [PROFIT  _10% PROFIT 12.2
N12.2J
N30 | OVERHEAD 30% _ (22% increask)
N16 | DIRECT | OVERHEAD®™
N30
LABOUR 16% | 5% SAVING DIRECT
MATERIALS 1ABOUR16®
N16
N44  AND PARTS 44% MATERIALS
NIOO SAVINGS 5% AND PARTS 41.8%
N41.8
N100

(Naira in Thousand)

Fig: 1.1 Effect of reduction — A 5 per cent savorgmaterials and parts
can increase profit by 22 per cent

2.0 OBJECTIVES

At the end of this unit, you should be able to:
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o Define and give meaning to the terms-procuremedtsapply

o Identify the key procurement variables

. Comment effectively on the functions performed bycal
purchasing department.

o List the objectives of the purchasing function

o Highlight the advantages of effective purchasm@n

organisation
3.0 MAIN CONTENT
3.1 The Concept of Procurement

Procurement or better still, Purchasing (The twonge shall be used
interchangeably in this book), is one of the bdsittions common to
all types of business enterprises. These funcao&aso basic because no
business can operate without them. By its very reatpurchasing is a
“service” function, orientated towards catering fdhe supply
requirements of various departments by making @ges of materials,
requirements, supplies or services, etc. which thegd. Carter (1989)
thus described purchasing as:

The department, which is
concerned with the process of
ascertaining the

organization’s material and
service needs, selecting
suppliers, agreeing on terms,
placing orders and receiving
gods and services.

Most English dictionaries have stated that procemmmeans buying,
while supply is stated to mean the art of providanticles or materials.’

Viewing purchasing broadly, Siropolis (1977) concebized

purchasing in terms of the essential activitietagk associated with the
acquisition of the materials, services and equigmesed in the
operation of an organisation. According to him, plugchasing function
involves:

1) pinpointing the need for materials and services

2) searching out and selecting suppliers

3) settling with suppliers such matters as price aagment terms

4) signing the contract or order

5) following through to make sure suppliers live uptheir end \
side of the agreement.
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In summary therefore, Siropolis (1977) defined pasing as a business
function this way:

It is the entrepreneur’s responsibility
to buy materials and services of the
right quality, in the right quantity, at
the right time, from the right
supplier, at the right price.

Lysons, K. (2000, p.1) in answer to a question,civlfie posed as “what
is purchasing” defined purchasing as:

The function responsible for
obtaining by purchase, lease or other
legal means, equipment, materials,
components, supplies and services
required by an undertaking for use
in production or resale

Production as a concept broadly means the prodessoadinating men
and materials (i.e. human and physical resourcegyrd¢ate from raw
materials, physical goods and services that wilsBahuman wants and
needs. In other words, production is an input —eutlationship.
Lysons (2000) further observed that:

...in this definition, the term
production is used in the economic
sense of creating utilities, i.e., goods
and services that satisfy wants. It is
not, therefore, confined to
manufacturing output but also applies
to servicing, distribution, etc.

By this last explanation, it could be argued thaty gpersons or
organisations who take part in getting to the fic@sumer are part and
parcel of the production process. Therefore, theated middlemen

who engage in buying and selling which is anottene for purchasing
in the distributary trade are part of the produetagents-purchasing,
storage, and distribution — and are not parasite® @& traditionally

believed.

The foregoing definitions demonstrate that puraigsiplays an
important role in production activities. Today, glasing is not the
same as the buying of yester-years.
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Menon (1993) argued that BUYING is merely the akcpcuring an

item of materials at a price. This is what is dah@ bazaar service. It is

a static concept. Menon’s definition however maREEOCUREMENT

a very strategic activity in a company, as is manke The primary aim

of the purchasing function is the improvement obfips, by actively

searching out and implementing new ideas for impmgthe company’s

products in order to achieve these objectives:

1) Reducing costs of materials,

2) Finding out substitute materials that are more enooal, and

3) By eliminating elements of costs in purchasing Wwhio not add
to value.

Procurement is thus a much broader concept thamdp@and covers a
wide range of managerial functions right from papttion in corporate
planning and policy activities to product improverpewvorking capital
management and profit improvement.

There is however a fundamental distinction betwparchasing as a
function and the purchasing department. Dobler é1296) suggested
they are not necessarily the same. As a functiorghasing is common
to all types of business operations. The purchadepartment, however,
iIs an organisational unit of a firm whose duties ymaclude
responsibility for part or all of the purchasingard perhaps additional
activities as well. In any case, the purchasingctions usually
performed most effectively and efficiently be a ttehunit made up of
buying specialist, who at times may work in conjimt with a more
comprehensive cross-functional team of specialists.

3.2 The Key Procurement Variables

Needle, David (1992) identified the key Procurementiables as
source, quantity, quality, time and price. Thesaaldes are examined
each in turn in the following discussion:

1. Source Management:This is faced with a number of decisions
concerning the source of the firm’s raw materialad a
components. The obvious strategy is one, which miaes the
other four variables, obtaining supplies in thergitg and quality
required, when they are needed, and an acceptalde. pn
achieving these aims, managements must decide erhéth
produce their own materials and components or beyntfrom
other manufacturer; and if the latter, whether po for a single
supplier or buy from a number of different supier

2. Quantity: The major purchasing decision here is how much to
order at any a time. This is a function of cosbrage capacity,
and the nature of the production system.
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3.3

Quality: The quality of incoming raw materials as compogseasit

a vital ingredient in the quality control functiofhe purchasing
department or the materials manager is usuallyoresple for the
acceptance sampling and inspection and inspecfioncoming
materials.

Time and Price: The timing of a purchase is, like order quantity,
a function of the needs of the production systdorage capacity
and price.

The Function of Purchasing Department

Apart from purchasing per se, a purchase departwmenid have several
complementary activities. Menon (1993) stated sahée important
ones to include:

1)
2)
3)

4)

5)

6)

7

Market research for new materials and developmédnhew
source of supply.

Follow-up with suppliers to ensure proper delivery.

Quality assurance in respect of supplies made loglors, (this
includes supplier education, visiting the venddastor to ensure
in-process quality assurance).

Inspection of materials for quality in order toaththe
specifications are complied with.

Development of proper and streamlined systems aocedures
relating to the purchasing function to ensure thatk is carried
out efficiently and at the lowest reasonable opegatost.
Co-ordination with in other functions with the maads
department like transportation, receiving, storegiag,
inventory control, accounting etc.

Co-ordination with the production, sales and firmdepartments
regarding alteration in production schedules oiveey rates, or
changes in materials, product or packaging spatifio.

3.4 Objective of Purchasing

According to Dobler et al (1996), the objectivespairchasing can be
viewed from three levels.

)
i)
ii)

A very general managerial level,

A more specific functional or operational leveldan

A detailed levels at which precise strategic buyplgns are
formulated.

From a top managerial perspective, the generalcbbgs have
traditionally been expressed as the five rights thanagement
expects the department to achieve i.e. the acmquiif materials:
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of the right quality, from the right price. In ptae, however, the
department can rarely fulfill all these equally,caese in some
buying situations, conflicts inherently exist beemesome of the
objectives. So usually, some trade-offs must been&dom a
practical point of view, supply personnel seek asomable
balance among these elements of the purchasing mix.

o From an operating or functional perspective, arctbje broadly
becomes a developed set of statements that prpvaddical and
useful targets for decision-making purposes. Irs¢heases, the
following broad statement of objectives is suggdste

1)

2)

3)

4)
5)

6)

7)

To support company operations with an uninterrufitas

of materials and services. This is the most funadaief

all the purchasing and supply objectives. In a dabi
sense, this is a key reason for the existence ef th
department.

To buy competitively and wisely. Buying competitive
keeps the buyers on the edge of the companievitagi
Buyers should know what’s going on in the outsideld
They must keep abreast of the forces of demand and
supply that regulate price and material availapilithey
must be aware of the best practices and the latest
developments and ultimately buying to the compabg'st
advantage.

To keep inventory investment and inventory losses a
practical minimum. The purchasing job is to achieve
reasonable balance between the required levelehtory

to support operations and the cost of carrying the
inventory.

To develop effective and reliable sources of supply

To develop good relationships with the supplier's
community and continuing relationships with active
suppliers.

Good relationship with suppliers is imperative, ajubd
relationships with potential suppliers are invaleallhe
achievement of the objective number 4 above, on a
continuing basis, is virtually impossible if mutlyal
satisfactory continuing relationships are not naimgd.

To maintain sound co-operative relationships witheo
departments, providing information and advice as
necessary to ensure the effective operation of the
organisation as a whole.

To develop staff, policies, procedures and orgaioisao
ensure the achievement of the foregoing objectives.
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It is a truism, however, that the objective of therchasing
department will vary a great deal, depending updwe t
organisation’s policy, complexity, size, operatipet.

o The third level focuses on the detailed objectithat are
developed when precise buying plans are made (ysaraiually)
for each major category of materials the firm usesits
operations. These precise set of objectives foh eaaterial
typically varies because the usage requirements,offerating
conditions, and the markets in which each matesiglurchased
usually are different.

3.5 Advantages of Effective Procurement

Deriving from the above objectives, we might id&ntthe
following as being the principal benefits to bergal from the
effective management of the procurement process:

(1) Lower prices of materials and items used

(2) Faster inventory turnover

(3) Continuity of supply

(4) Reduced replenishment lead times

(5) Reduced transportation cost

(6) Reduced materials obsolescence

(7)  Improved vendor relationships

(8) Better control of quality

(9) Effective administration and immunisation of orgaation
effort

(10) Maintenance of adequate records and provision of
information for the operations managers.

SELF ASSESSMENT EXCERCISE

What operational or functional level objective slitbPurchasing seek
to achieve as a business function?

4.0 CONCLUSION

Clearly, the procurement or purchase of items anateral has
relevance in all types of organisation or operasggtem, since in all
such systems there will be some dependence upousth@f physical
items. Whilst the principles and objectives of fasing might also be
applied in the acquisition of labour, capital, d@tee purchasing process
is concerned primarily with obtaining physical iterfor use in, and
conversion through, the operating system. Most apey system
requires such items. Hospitals for example reqaireegular reliable
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supply of consumable items such as medicines |esteguipment, etc.
Transport operations are dependent upon adequapplysuof
consumable materials such as fuel, tyres, etc. I$upmanisations
naturally are dependent upon an adequate, relaideefficient supply
of those items which are to be passed to customedsist
manufacturing organisations are entirely dependeon the supply of
consumable and non-consumable materials and items.

5.0 SUMMARY

Procurement is one of the basic functions commoraltotypes of
business enterprises. These functions are so baseuse no business
can operate without them. As a business functi@hiarierms of naira
spent, purchasing is far the biggest spending dmeat of any
manufacturing company. Purchased materials conswwee half of a
manufacturing firm’s sales revenue. It is howevenegyally agreed that
it is easer to buy well than it is to sell well. 8&ipurchasing can reduce
operational costs appreciably and also improveitaimfity

6.0 TUTOR-MARKED ASSIGNMENT

What sense, do you make of the statement, “no psmb, no
organisation”
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1.0 INTRODUCTION

Every business concern acting as a merchant micdieinas a set of
operating procedures to effect purchases from Heitasources of
supplies. A procedure may be defined as a seriegept to be taken in
doing a task. It is a detailed guide of action ttoe personnel doing a
specific work. Procedures set out definite task wieir time sequence
to be undertaken by assigned employees withinithies!laid down by

the policy. It is therefore necessary to develpprating procedures to
implement purchasing policies. In developing opagaprocedures, one
has to keep in mind the basic factors in managementefficiency and

economy. Procedures should therefore:

1) Be simple and result, oriented and not cumbersomd a
unnecessarily complicated.

2) Facilitate a proper co-ordination between varioepattments
and people and:

3) Make for quick, easy and accurate communicatiopePavork,
for example, should be reduced to the minimum bustnbe
consistent with the basic requirements in respécaudlit and
managerial control. Proper forms should be desigieease
clerical work and reduce human error to the minimum

2.0 OBJECTIVES

1C
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By the time you have read through this unit, yoousth be able to:

3.0

3.1

explain the nature and basic features of the teoogaure

list and comment on each step of the purchasinpcyc
describe the nature of interrelationships betwéenpurchasing
department and other organizational unit or depamts

MAIN CONTENT

Procurement Procedure or Cycle

The usual steps in the procurement procedure (oe tezhnically, the
purchasing cycle) are:

1)

2)

3)

Receipt and Analysis of the Procurement Requisitian A
properly signed and approved purchase requisitithogizes the
purchase department to order the materials, speaifhat kind is
desired, how much and when as well as where itoide
delivered in the plant. The requisition form usyadiives full
particular of stocks demanded such as quality, rgesm, stock
on hand, average consumption, probable price, etc.

Selection of Potential Sources of SupplyA procurement group
must constantly keep itself informed as to thst Ip¢aces to buy
all items of materials required. This is no snialk. Effective

procurement cannot be accomplished on a statubagsis. If the

purchase requisition is for a new item, then frame fist of

potential sources, a selection should be madentquity by the

use of the request for quotation.

Issuance of Request for QuotationsThe title of this form is
self-explanatory (see figure 1.2 below) it is sdmy the
purchasing group to all the selected possible soafcsupply. It
should be as complete as a purchase order excepthéo
statement of the price to be paid. It is up toweedor to submit
his price, this is his quotation. Because this fasmo much like
the purchase order form, it is a common practicpriot in bold
type across the form this statemeFittlS IS NOT AN ORDER.

11
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OUOTATION REOUEST

IMPORTANT
. THIS IS NOT AN ORDER
* OUR PURCHASE ORDERS ARE SUBJECT TO CONDITIONS
AND INSTRUCTIONS ON THE REVERSE SIDE HERE WITH
DATE REFERENCE NO
QUOTATION REQUEST NAME AND ADDRESS OF
ISSUING DEP1

INSTRUCTION TO VENDOR

PLEASE SUMIT TO YOUR QUOTATSION ON THIS SHEETY FORATERIALS LISTED BELLOW
TO BE DELIEVERED F.O.S ................ IF YOURE UNABLE TO FRNISH THEM IN
ACCORDANCE, PLS GIVE DETAIL OF YOUR OR OF SUBSTITIES.

DATE QUOTATION REQ. | DATE DELIVERY REQUIRED BUYER SIGNATURE

QUANTITY DESCRIPTION UNIT DISCOUNT TOTAL UNIT
PRICE PRICE

NOTE: EXCISE TAX MUST BE SHOWN WHEN
APPLICABLE. IF EXEMPTED, PLEASE INDICATE

CASH DISCOUNT TERMY SIGNATURE OF VENDORS REPRESENIVE DATE

BUYER'S FILE COPY

Fig 2-1 A typical request for quotation

4) Receipt and Analysis of Quotations: The most important
consideration receipt of quotation is checking newre that they
conform to the actual requirements of the compdaimys should
not only be in line with the enquiry but also iméuwith the
initial request from within the company. When quioia has
been verified, the buyer must then prepare forr tbemparison
by whosoever is to make the selection decision.

5) Selection of the Right Source’A comprehensive discussion of
all the many factors that enter into the selecti@gision is in
chapter five. Briefly, the purchasing group isemsted in the
reliability of the prospective source of supply.é&3tions such as

12
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these might well be posed: will quality be maintinand
delivery made on schedule? Does the vendor hawpatketools
and equipment, trained personnel, and finance tuadlbathe
contract? What is the location of the vendor’s plarrelation to
the purchaser’s plant? What means of transportatieravailable
between these points? And so on. Obviously  anothemajor
consideration is the price quoted. However, theektwprice or
bid may not be from the best source in light of faetors
mentioned above.

6) Determination of the Right Price: This is a major responsibility
of the purchasing group and it involves settlinghwsuppliers
such matter as price and payment terms. Many fadatdluence
what is a right price, but in a broad sense, tghtrprice is one
that is right for all concerned reasonable to thecpaser, fair to
the vendor, the buyer’s customer, and the publlviQusly, the
purchaser must be able to buy materials at a pniaemakes it
possible to sell the product at a profit but péte also essential
to the vendor. In addition, the buyer must consttierreliability
of the vendor and in some instances be willingayp @ little more
for better service in quality and delivery. Thedliragreed price
may or may not be the quoted price; in some ingmnehen all
factors are considered it is conceivable that iy tp@ higher. In
any event, when the price is agreed upon the psecbader is
issued.

7) Placing of orders: On the basis of most favourable quotations,
purchase orders will be sent to the selected sempph purchase
order, once accepted by the vendor, constitutesharact for the
delivery of the goods in accordance with the teraisthe
purchase agreement. This constitutes a legal dautinaed it
usually contains many other terms of agreemendditian to the
quantity, quality, delivery and price. Purchase eordnust be
made in four copies. As figure 2.2 below showsuecpase order
gives the following information:

(1) Serial number and date of order.

(2) Name, address etc. of the seller,

(3) Full particulars of goods — quality, quantity, deston
etc.

4) Price and terms of discount.

(5) Manner, mode and date of delivery.

(6) Special instruction relating to billing, packagirgbeling,
marketing, insurance and mode of transport.

The order must be duly dated and signed by a raggemerson.

13



HCM 343 PROCUREMENT & SUPPLY MANAGEMENT

PROCUREMENT ORDERS
PURCHASE B 130702

ORDERS NO
SHOW ABOVE NUMBER
ON YOUR INVOICE
TO . DELIVERY
PLS ENTER OUR ORDER FOR THE FOLLOWING
DATE REQUISITIONED TERM FOR TRANSPORTED
BY
BY
QUANTITY QUR PART NQ DESCRIPTION PRICE

GFHHF

FORM 13/07/02

TERMS AND CONDITION

PLS ACKNOWLEDGE RECEIPT OF THIS ODER BY

ADVICE SHIPPING DATE IF OTHER INDICATED

MAIL INVIOCES AND B/L ON DATE OF SHIPMENT

IDENTIFY BY OUYR PART NO (IF ANY) ITEMS SHIPPED

ONLY INVOICES COVERED BY A SIGNED PURCHASE ORDER WILL BE PROCESSED

agrONE

8)

14

Figure 2-2 typical procurement order (form)

One copy of the order is sent to the seller, sectmdhe

production or the sales department; third to actsodepartment
and the last copy to be retained by the purchadapgrtment for
future reference.

Follow-up to Ensure Scheduled DeliveryThe plan for the flow
of material into a manufacturing plant is estaldhby the
purchasing procedure. Determination of the act@afopmance
and comparison and evaluation of this performarare anly be
accomplished by effective follow-up of purchaseders.

The actual production and transportation of theclpased
materials and component parts are of course, gponsibility of
the vendor. It is in turn the responsibility of tippeocurement
group to make sure that the vendor fulfill thesgpomsibilities.
This assurance must be received far enough in advah the
actual specified delivery dates so that correcticdon can be
taken when necessary to get materials into the plaoriginally
planned. This is usually accomplished by periotbf@up of all
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9)

10)

purchase orders requesting the vendor to recorifigrability to
transport the goods on schedule. Other ways in twhac
purchasing group can take corrective action inclweasferring
some of the orders to other source of supply asstasy the
vendor in his production problems.

Comparison of Invoice and Goods Received with éhOrder:

Careful inspection of all incoming materials andtpas essential
for effective material control. The purchase orderthe basic
source of reference. The receiving report is ankead what is
actually received; by comparing it to the purchaseler,
variations in quantity can be determined. If th@ssgnment is
short, it simply means that the reorder point viaé# reached
sooner. Over shipment, delays placing of the ned¢rowith the
vendor.

Inspection report may be a component part of theeiveng
report, or they may supplement it. In any evente@ort on the
quality of the purchased goods is necessary. Dpaci@es either
in quantity or quality should be promptly notifigde vendor.
This is normally a function of the purchasing grohpt it may be
a joint activity of the purchasing and inspectitins an important
function of purchasing because, in addition to g
purchasing with a valid measure of vendor capadslitit insures
that proper shipments are received. Control fiscéfe only if
quantity and quality of incoming goods are mairgdin

Analysis and approval of vendor’'s invoice for pyment:

Invoices received from vendors for goods deliverstbuld
receive the approval of the purchasing group. Thithe final
control step in the purchasing procedure. Invoisksuld be
checked. It ensures that quantities billed confonith the

guantities accepted by the receiving and insped®partments.
It is also a good practice to check the unit priceshe invoice
and the extension of these prices to the total Bilhally, all

accounts and other terms of the original purchasgract should
be checked against the invoice. By this final aantstep,
payment is made only for the value of goods reckive

It must be pointed out that though above descmpid the
purchasing procedure is not exhaustive; all stepsséll not
followed in every purchasing situation. However,rghasing
procedures should be reviewed often to ensurethtfgatcorrect
steps are being included.

15
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The above steps for all practical purposes are whatgarded as the
complete purchasing cycle. Effective procurememiscsts of a series of
steps which forms a cycle. The steps in the cywettzose described in
the foregoing discussion.

In summary, procurement cycle specifically concet@sision on:

(1) How to determine the firm’s purchasing needs;

(2) Finding a supplier who will best satisfy purchasmegds;

(3) Negotiating and making the purchase;

(4) Communicating the purchase decision to the supm@med to
relevant personnel within your firm, and

(5) A follow-up procedure for evaluating your procureme
decisions.

3.2 Purchasing Department and Organisational
Relationships

To discharge its responsibilities adequately, theclpasing department
must actively cooperate with other departments oy to procure

materials, supplies and services for the companydgive and receive
information so that purchase department could naakery significant

contribution to company’s profit improvement andecgtional cost

reduction. Purchasing cannot be done in isolatfootlzer functions. All

management functions work as a whole system. tlhesefore always
better to conceptualize purchasing from systemstpdiview.

Systems composed of sub-systems, or expressedrimerxial terms,
organisations consist of departments and sectiang, these parts
interact and are independent. Accordingly it isassary to consider
these inter-relationships otherwise the systenrgargsation as a whole
will not function efficiently and will be slower tadapt to changing
conditions, which is a primary requisite for sumliv A purchase
department, by the very nature of its functions teabave continuing
and close relationships with several other departsi@ the company as
well as with the suppliers. And by virtue of theskities and
responsibilities, the purchasing or supply exeeutimds himself in a
strategic position to interact with heads of otlienctions and key
individuals within an organisation. Since he consya works with
others department, his tasks are easily and ladgigrmined by those
departments.

Some specific areas which must be closely watcbedniintenance of
good relationship and elimination of conflictingnéencies include:
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1) Relationship with Design/Engineering Department

In many industrial concerns, it is usually theialitresponsibility of the
design or engineering to prepare the technical ipatons for a
company’s products and the materials that go imont To exercise this
responsibility effectively, engineering must hake tonstant help of the
purchasing function. It is the responsibility oétphurchasing department
to scrutinize the cost elements in order to ensuaie the quality of the
needed item fulfils the function for which it isqured at the lowest
possible cost. The purchase department can alsopthel engineering
department by conducting market surveys and sedyctur new and
better materials and equipment. The engineeringrti@ent, in turn, can
render assistance to the purchase department idinpspecifications,
i.e. what should be the right quality of the vadouaterials procured by
the company.

2) Purchasing and Production

The production department is the main materials, soppliers,
‘customer’ and it is therefore of primary importarthat the services to
production are satisfactory in all respects. Thase&$t cooperation is
essential not only on the provision of materialgt also on the stock
levels to be manufactured in accordance with theydor inventory
control. The production-purchasing relationship ibegvhen the user
department transmits its manufacturing schedul@aterials requisition
to the purchasing department. Purchasing subsdyuemtslates these
documents into a procurement schedule.

Hence, while the production department has the orespility for
producing high quantity products in sufficient qtis@s by meeting
customer’s needs, the purchasing department agsisiction to meet
targets by making available raw materials and sapplof the right
guantity at the right place and time. This requitd@ production
department to keep purchasing department constamfttymed of its
production requirements. By having the opportutotystudy production
plans well ahead of requirements, the purchasieguive is placed in a
position to detect any error of assumption, inde&very schedule and
to take necessary corrective measures.

3) Relationship with Marketing

In a typical merchandising company, the marketingales department
has the responsibility of making sales forecast®viding market
information, boosting sales, increasing marketehatc. the developed
sales forecast cost only served as the basis ofthall activities:
production, financial and personnel projectionsanforganization, but
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also the basis of purchasing plans and forecastdban the expected
volume of production. One vital area in which pusimg function

continuities immensely to the marketing function is the area of
efficient buying and assurance of continuous abditees of materials

to meet sales target.

4) Purchasing and finance

The relationship between purchasing and financeersogeveral very
important areas. Indeed, the interaction betweesethwo departments
takes place almost on a day-to-day basis, sinceuhehase department
spends the bulk of the income of the company.

The accounts department and the purchase departmesit work in
close harmony in several identifiable areas bondeonn provision of
data for budgeting and planning, provision of gugtinformation,
settlement of supplier’ bills, adherence to compamplices, rules and
regulations relating to purchase transaction, etc.

5) Purchasing and Store

The links between the stores and purchasing ingeftheir activities
have always been very close and largely interdeg@ndand any
inefficiency or lack of cooperation on either sidesoon reflected in the
order. Purchasing is responsible for buying all go®ds and services
needed by the organisation. Purchasing relies orestfor a wide
variety of supportive activities. Purchasing neddres to keep it
informed about the levels of stocks at any giveretand it is up to store
to keep purchasing up-to-date as to the total stmitiation. This will
enable purchasing to ensure that stocks are prddue that a balance
and economic flow of goods and services is providéence, a close
relationship between purchasing and store is napgsgs order to ensure
that materials are ordered strictly in term of attequirements and in
the overall interest of economy.

6) Purchasing and Personnel

It is necessary for the purchasing department tmmaened by the right
personnel and therefore, the staffing function bee® very significant.
It is not only necessary to recruit the right tygfepersonnel with the
right knowledge, skills and attitudes, but thesope should be
continuously developed to take care of the increpsiequirements
connected with their jobs. The efficient functiogiof the purchasing
department will depend upon the efficiency of tieespnnel department
to carry out the functions in respect of staffing.

18



HCM 343 MODULE 1

7) Relationship with the maintenance department

The purchasing department in this case has addspomsibility

equipment  materials and machinery spare partsadnoeing in a
position to issue them as and when required. Taurenshat the
materials, tools, spare parts and equipment nebgdtie maintenance
department (this is the department responsibleherupkeep of all the
equipment and machinery in every company), are twocks the

purchasing department must be aware of all long-ahdrt-term

maintenance plans as produced by the maintenanpartdent.

Similarly the maintenance department will have doise on the initial
guantities of spare parts to be provided when aajormew plant or
machinery is installed.

SELF ASSESSMENT EXERCISE

Enumerate the basic decision areas of the procunecyele.
4.0 CONCLUSON

It must be pointed out that though above descnptibthe purchasing
procedure is not exhaustive; all steps are stitl iolowed in every

purchasing situation. However, purchasing proceslushould be
reviewed often to ensure that the correct stepshaneg included. To
discharge its responsibilities adequately, the Imastg department
must actively cooperate with other departments ordyy to procure

materials, supplies and services for the companydgive and receive
information so that purchase department could naakery significant

contribution to company’s profit improvement andeogtional cost
reduction. Purchasing cannot be done in isolatfootler functions. All

management functions work as a whole system. tihesefore always
better to conceptualize purchasing from systemstdiview.

5.0 SUMMARY

Every business concern regardless of size has aofsetperating
procedures to effect purchases from suitable ssuofesupplies. The
development of such procedures must however keepind the basic
factors in management, i.e. efficiency and economy.

Again, a purchasing department by the very natbires dunctions has to
have a continuing and close relationship with sgvether departments
in the company as well as with suppliers. Thisasduse purchasing can
not be done in isolation of other function.
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6.0 TUTOR-MARKETD ASSIGNMENT

Comment to justify the state that “all steps whiohm a procurement
cycle are not followed in every purchasing situatio

7.0 REFERENCES/FURTHER READING

Carter, R.J (1989). “Stores Management and Rel@gerations”.The
M & E Hand book SeriesSecond Edition

Dabler, W.D and Burt, N.D (2000).Purchasing and Supply
Management: Text and Caseadew Delhi: Tata McGraw-Hill
Publishing Company Limited, Sixth Edition.

Lyson, K. J. (2000)Purchasing and Supply Claim Managemefifth
Edition. Printed in Great Britain—Herry Ling Lirei,
Dorchester, Dorset (Prentice Hall).

Menon, K.S. (1993)Purchasing and Inventory Contrdhdia: Wheeler
Publishing, Third edition.

2C



HCM 343 MODULE 1

UNIT 3 PURCHASING ORGANIZATION AND
CONCEPT OF CENTRALISATION AND
DECENTALISATION OF PURCHASING
AUTHORITY

CONTENTS

1.0 Introduction
2.0  Objectives
3.0 Main Content
3.1 Purchasing Organisation
3.1.1 Purchasing Department in the Organisation
Structure
3.1.2 The Internal Organisation of a Purchasing
Department
3.2 Single Versus Multi-Plant Purchasing Organisation
3.2.1 Centralization of Purchasing Authority
3.2.2 Decentralisation of Purchasing Authority
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/Further Reading

1.0 INTRODUCTION

The purchasing function comprises the essentialiaes associated
with the acquisition of the materials, serviceg) aquipment used in the
operation of an organisation. During the early gedhe purchasing
function used to be handled in a reactive, stafppsut manner.

Subsequently, it was conducted more professiomnaillly a managerial

emphasis. Management is said to involve gettingbadone through
people and central to the discussion of managearenthe managerial
functions of planning, organising, directing andnirolling. These

functions are relevant regardless of the type génisation or the level
of management with which one is concerned. This$ simall focus on

the organising element of managerial functions.

The net result of organising as a management fumcis the

organisation structure, and often, much of the ssgof a business firm
depends on its internal organisation structure.ir®$s organisations,
with the exception of sole proprietorship are demion of individuals

and groups interacting on a relatively continuoasi®and in a complex
dynamic state. Organisational issues are many aadeds and

necessitate careful consideration when planningwa structure. This
chapter therefore has the objective of examinirg rimnagement of
purchasing activities in relation to
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2.0 OBJECTIVES
At the end of this unit, you should be able to:

o locate the position of purchasing function in difet
organisations

. sketch out the various forms of organisationalcitne that the
purchasing function can assume

o state and comment on reason for the different Stgitten to the
purchasing function and its personnel in differemganisation

. explain what single plant and multi-plant firms aike about

J discuss the ideas of centralisation and decerdtadis of

purchasing authority.
3.0 MAIN CONTENT
3.1 Purchasing Organisation

The purchasing profession is a young one. It didcome into existence
until industry grew so large and complex that theners or plant
managers no longer could supervise buying persofidgiough that is
still done in small businesses). Today, there ggaaving realization of
the specialised nature of the purchasing functiblm longer is
purchasing like the buying of the olden days. Pasaiig has developed
into a science and has its own rules, conventiondspaactices and uses
all the processes of management that make it tomgrieffectively to
the company’s profits. The question of organisatdrthe purchasing
department is equally of paramount importance. fiise assumption is
that purchasing is a specialized activity. If tiés accepted, then it
follows that all purchasing activities in the compashould be
concentrated in this specialist department.

In many companies, one finds that several depatsrene involved in
purchasing, for example engineering department igeuent),
administration department (furniture and fixtures etationery),
transport department (vehicle spares), etc. Thmpose the suppliers,
contact them directly, negotiate with them for prend other terms of
supply and carry out all the other functions ofghasing. Most often
than not, clerical staff are assigned responssslitwith regard to
purchasing tasks. It is obvious that such as d@emstaff performing
purchasing role will not attract the ability to fiem the function to a
higher level. Indeed the specialization of the ickdr(low level) staff
would be below average and their efforts are likelyoe wasteful. The
guestion that has therefore been frequently askedwvhere should
purchasing be in the organization structure?
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3.1.1 Purchasing Department in the Organisational tBucture

There has been no simple answer to one of the ntpjestions in

purchasing as to where should the function be éatat organisational

structure? Once upon a time when materials cortgtbuery little to the

overall cost of a product, purchasing was consdieome of the

unimportant and routine functions of the companlye purchaser was
literally an errand boy who would go to the mar&etl buy the materials
needed at his master's wishes. Even when its irapoet grew,

purchasing was given a very subordinate positiomanagement and
the purchasing department functioned under prodacengineering or
marketing, and quite often under finance. As conmgggrew in size and
complexity, and as the science of management canhbe appreciated
better, it became clear that the purchasing depaticould make a very
significant contribution to the profits of a comgaitn many companies,
therefore, this realization has resulted in thecpase manager being
given a higher status and being included in theagament team.

Inegbenebor A.U. et al (1995:133) argued that tbeation of
purchasing function varies from one organisatioariother, and hence,
could take any of the following three forms:

0] Top or senior management function
(i)  Middle management function
(i)  Routine clerical job

PURCHASING AS A TOP MANAGEMENT FUNCTION

The system of locating the purchasing function inititne top or senior
management hierarchy basically implies that thedhef purchasing
enjoys a parallel status of a caliber consistett wiher key or principal
managers; who should make a significant contrilbutito the
development of the enterprise. In addition, he be should set
objectives for his or her functions, and the scopéis or her activity
should exhibit accountability as well as authorifjgure 3.1 below
shows purchasing function as a top managementifumct
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Board of Director

Managing Director

Finance Production| | Purchasing| | Marketing | | Engineering
Manager| | Manager Manage Manage Manager

Figure 3-1 purchasing function located at a top maagement level.

This type of system is likely to occur in a manudging organization
that has not adopted materials management philgsopie modern
approach is to have an integrated materials depattrheaded by a
materials manager, with the purchasing departmea¢iuhim. The other
function under the materials department would hbeest inventory
control, transportation, production planning, étowever, where there
IS no separate materials department, it's just lidea place the
purchasing manager directly under the chief exeeuti

Yet again, in an organisation where the purchagingtion is perceived

or regarded as strategically important to bothshert and long-term

health and survival, purchasing will tend to engogenior management
level status. This will be the case whenever tlgawisation concerned
spends a significant proportion of its income omcpasing goods and
service to allow it to do business. Similarly, tblearacteristic profit

centre of the purchasing function will confer thiigp management
positional placement on purchasing.

PURCHASING AS A MIDDLE-LEVEL MANAGEMENT
FUNCTION

There are organizations where the purchasing fomad subordinated,
most often to production. This is a traditional sggeh to organisation
and may indeed be a reflection of the quality affsthat performs the
purchasing activities. Modern management theorys due support this
organisational structure. The current practicenttustrialised countries,
where materials management is in vogue is to lopatehasing under
materials management department as figure 3.2 béémmonstrates.
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Managing Director

Finance Production| | Materials| | Marketing | | Personnel

Manage Manage Manage Manage Manage
Stores Logistics Purchasing
Manage Manage Manage

Figure 3-2 Outline of the Purchasing Manager as a Mdle level
Manager.

In this particular type of structure, the materialmnager has been
upgraded to the rank of production, marketing, rfic&a manager.
Purchasing therefore becomes an intermediate tuncti

PURCHASING AS A CLERICAL FUNCTION

This is a common feature in small-scale businetsbkshment where
the items purchased are small and standardizedhdee types of
establishment purchasing is usually centralisedthedunctions carried
out at the head quarters. This type of organisadempens the morale
of the purchasing clerk because the level of aspiras quite low. As

Lysons (1989: 27) observed, “Where purchasing istime, those

responsible for the function may report directlthie owner, the work’s
manager, or the accountant who will often decidatwiwvhen and how
much and the source of supply”. The level at wigalhchasing operates
in organisation is therefore determined by the meatii organisation;

(1) Non-programmed decisions, and
(2) Programmed decisions.

According to Gopalakrishan et al (1986:27), nongpaonmed decisions
are novel, unstructured, consequential and invglvouestions of
strategy consisting of major policies and plantshilé/ on the other
hand, programmed decisions are repetitive andrreut the extent that
definite procedures have been worked out for hagdhem so that they
don’t have to be treated as a new task each timg dlccur. In other
words, non-programmed purchasing decisions areleciygahg and

require original thinking which a clerk may not akle to handle while
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programmed decisions can be handled by anybodydimg purchasing
clerks in organisation.

3.2.1 The Internal Organisation of a Purchasing Degrtment

The organisation of the purchasing departmentfitsél depend upon
the requirements and the kind of activities invdlv®lore specifically,
the following are among the factors, which willexft the organization
structure decision:

(1) The number of people employed

(2) The volume and variety of goods and services psexgha

(3) The ability and authority of the departmental head

(4) The capabilities of the people employed in the depent and

(5) The importance of the purchasing function to therapon of the
enterprise.

Within a purchasing department, three or four atadtauthority are the
norm. The head calls himself purchasing directar, nlanager of
purchase. Under him is a group of agents and/ grersu(if the

department consists of more than one person). riye lasophisticated
departments, purchasing analysts, expediters, aaffict experts

complement the buying staff. The implication is ttlthe internal

structure of a purchasing department may vary ftoat of a small

company, medium-sized company to a large-sized aosnpA simple

form in a small department is often with the exwosof some

purchasing related functions such as purchasintysisastock-control
etc. from the buyer’s responsibilities, this pattex reasonably typical of
a small departmental structure as shown in figuse 3

Purchasing
Manager

Assistant Purchasing

Manager
Expediting Quantity || Secretary Inventory
Clerk inspecto || inventory Control Clerl

Figure 3-3 Organisational structure of a small purdasing
department.
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The division of responsibilities in figure 3.3 islitg straightforward.
The purchasing manager assumes responsibilitheomntore important
purchases, and his assistant deals with more euatatters.

The allocation of responsibilities in figure 3.4 more complex

Generally speaking the purchasing manager in tlase cwill be

responsible for policy making as well as the edfitimanagement of the
department as an element in the company organizati® usually

retains responsibility, too for the most importaobntracts and

purchasing decisions. In this type of structurdeaision has to be taken
as to how best to group the purchasing activitiesas to be most
effective. One common approach is to do this by ooty or material

grouping, where each purchase officer deals wigaicular range of
items; for example, one purchasing officer may ésponsible for raw
materials another for mechanical component, a tHwd electrical /

electronic items etc.
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CEO
Engineering Production Purchasing Finance Marketing
Manager Manager Manager Manager Manager
__________ Secretary
Staff Deputy Administration Inventory control
Group Purchasing manager manager
Price Purchas
. Syst d
Analysis groupl | Order . ystem an
preparation accounting
group Stock
New Purchase | | | | Control
Product group 2 Supplier's group 1
files Expediting
Supply Purchase group 1
Market group 3 [ )
Research Library and —
Purchase group 2 | | Control
group 4 |- group 1
Expediting
Purchase — group 3
group 5
Purchas
group 6

Figure 3-4: Organisational structure of a large —sded company’s
purchasing department

This type of complex internal organisational stawetof a purchasing
department offers a number of advantages.

The first is the advantage of specialization in a particukange of

goods.

Secondly this helps to avoid duplication of market reseaintd
negotiation effort at the plant level.
Third, this structure facilitates data collection and ommication

inside the department and with other departmenthefcompany as a

whole.
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Fourth, the arrangements can strengthen the purchasinqageds
negotiation position through consolidation of tatdjuirements and can
reduce time spent in negotiation.

Fifth, liasion with suppliers is often improved by adapgtthis system.

However, if this approach of work is followed, $ important to bear in
mind that provision should be made whereby a cglleacan take over
responsibility for a particular group of materiasthe absence of the
purchase officer who is normally responsible fattgroup.

Purchase specialisations based on commodity orrialgtgroups, may
often be the best way to subdivide the work of ecpase department,
but it is not always the case. In the constructratustry, for instance,
individual purchasing officers or purchasing sewsi@re responsible for
all purchases for particular contracts. Often thesetracts amount to
huge sums and the construction site may be marpgmkiers from
where the responsible purchasing officer is locatéd such
circumstance, a single contact facilitates liaissren though there may
be advantages on concentrating purchases for adégati A
combination approach is frequently favoured, wHargers assigned to
particular contracts place orders against contrasgotiated on a
commaodity basis for the company as a whole.

3.2 Single Versus Multi-Plant Purchasing Organisation

Single Plantrefers to organisation whose major productionvéets are

located in a particular place; that is, the compaimead office. This
type of company may have branches located withen gaographical
area, but these branches can be designated assdapahere sales
outlets. In this case, functions such as purchadingnce, production,
administration, etc. will be located at the heafitef Organisational set-
up in multi-plant companies is however of a diffgrarrangement.

Multi-Plant firm here refers to companies having there pradact
plants located in different parts of the area. Eplas are coca-cola
bottling company plc.With production plants in uiatly every state
capital in Nigeria. Also, West African Portland Cem Plc with
production plants at Ewekoro and Shagamu; while Bliggs has
production facilities in over twenty state capitafs Nigeria. Large
companies like these are commonly confronted witle @articular
organisational question that does not concern ngagle-plant
companies the question of to what extent should purchasingnd
supply management activity be centralized at the cporate level? In
practice virtually every firm answers this questidifferently. Some
firms centralise the purchasing activity almost ptetely, doing the
buying for all sites at a central headquartersceffiOthers decentralize
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the function entirely, giving each site full authgrto conduct all of its
purchasing activities.

The majority of other firms develop an organisatsemewhere between
these two extremes. These two concepts are distusse

3.2.1 Centralization of Purchasing Authority

A business organization that adopts a policy ofcipi all major
decision-making authority and control in the handf top-level
executives is said to adopt a centralised managemganisational
structure. Hence, if authority is not delegated, ist centralised.
Consequently, the subordinate executives will drdymaking relatively
little important decision, as only little authorityan be exercised outside
the top-level managers. Centralization of purchqassntherefore, solely
concerned with the placement of purchasing authdtithas nothing to
do with the location of buying personnel. Hence parchasing,
centralization exists when the entire purchasingction is made the
responsibility of a single person. This personakllaccountable by top
management for proper performance of purchasinyites.

A major issue in this context is the degree to Whptrchasing, as a
function should be centralized. In recent yearsrghhas been a trend
towards the establishment of centralized purchagingtion. This trend
has been particularly noticeable in health seryigesocal and central
government supply, as well as in manufacturing. phecipal benefits
thought to be associated with central purchasiegsammarized below:

(1) The possibility of standardizing specificatioasd establishing
common needs, as regards quantity, specification, e

(2)  The possibility of more economic purchase tgiguor example,
larger batch quantities.

(3) The reduction in administrative costs througle purchase of
larger quantities on few occasions, possibly ffemer sources.

(4) The possibility of purchase staff specialisatamd thus increased
knowledge of source and supplies.

(5) The possibility of the use of more effectiveetalled, and
accurate purchase information and records.

(6) The possibility of more detailed accurate andigetary and
financial control procedures.

(7)  Centralisation develops purchasing specialist®se primary
concern is purchasing. With training, specialistevitably buy
more efficiently than less skilled individuals wheiew
purchasing as a secondary responsibility.
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The principal advantages derive from the possyilif increased
purchase volumes, from standardization, and froecigfization.

Disadvantage of centralized purchasing, however, mit include:

(1) Difficulties of communication within the orgasation, deriving
perhaps from geographical separation

(2) Slow response to new or unusual supply needsn fithe
organisation

(3) Possible increased volume and from standardisahus the
merits of centralised purchasing will depend upbe possible
financial saving through volume and variety consatiens as
against possibility of reduced response times bxibility.

3.2.2 Decentralisation Of Purchasing Authority

Despite the several advantages of centralizatiomptete centralized
purchasing is neither always possible nor alwaysraele, as Dobler D.
W. and David N. Burt (196:46) argued that fourtlpey of situations
justify some decent ration. Decentralization taksggce in different

companies at different levels, and for differentas@n. In the
organizational sense, decentralization refers ¢odibpersal of authority
to the parts of the organisations and not the dispheof an

organisation’s physical locations. Accordingly, ecdntralization is one
where authority to commit resources (e.g. persipmaterials, money)
and to take meaningful decisions is spread througti® various levels
of the organization as compared with centralizeganization where
authority is exercised only by top management.

Decentralization of purchasing occurs when persorfram other

functional areas - production, engineering, marigtifinance, and so
on, decide unilaterally on sources of supply oratiage with suppliers
directly for major purchases. According to Doldéal;

The first of the four situations that justifies serdecentralization is
found in companies that process singles naturalmaterials. In these
industries, the raw materials are product of natheg are purchased in
unstable markets whose price fluctuate widely. Bgyiypically takes
place at auctions conducted in small local wareboddany firms
therefore separate the purchase of the key raw rigatefrom the
purchase of other materials. Firms in the textitel deather industries
are good examples.

A second situation justifying some decentralizatioh purchasing

authority exists in technically oriented firms tlzae heavily involved in
research. In these firms some exceptions to compmletentralisation

31



HCM 343 PROCUREMENT & SUPPLY MANAGEMENT

are always desirable. In the research situatiolenssts often do not
know exactly what they want. Consequently, the glesengineer
concerned with developing a prototype must fredyetatik with the
supplier at the completion of each developmentadp.stThese
circumstances dictate giving engineers and scisnfiexibility and a
small portion of the firm’s purchasing authority.

The third situation justifying a different type @écentralization is found
in the operation of multi-sided institutional andamufacturing

organisations. A situation that allows full autonom each of the units
or sites to commit company resources in the loesfgpmance of the
purchasing function.

Finally, the purchase of non-technical odds andseisb often calls for
a partial decentralization of purchasing. Credrdcand petty cash fund
purchases of less than twenty five thousand nagaaagood example.
For many small purchases, the cost of the papek exceeds the cost
of the item purchased. Hence, decentralizing thnotng use of these
approaches can be a money saver.

The advantages of Decentralisation are:

(1) The local buyer will have a better knowledgetted needs of his
or her particular factory or unit, of local sumsh, and of
transport and storage facilities.

(2) He or she will be able to respond more quiddyemergency
requirements, partly because of shorter lines @hroanication
and partly because he or she will have a greatereawess of
local circumstances than someone sitting many railesy.

(3) The local buyer’s direct responsibility to hes her immediate
management will produce better liaison and tiglgentrol by
local top management particularly where they opeeat a profit
centre.

(4) It prevents top-management overload, as centealagement is
relieved of much lower level and routine decisioaking and
thus able to concentrate on strategic considemation

(5) It increases motivation of divisional managemby enabling

junior management to get a taste to responsilalitg the use of
initiative.
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Problems Associated with Decentralisation:

(1) Possible sub-optimal decision making where locahagament
takes decision which only benefit the departmentligision as
against the general company-wide interest. Thisetbee calls
for adequate control and communication system jbmexrrors of
judgment are to be avoided.

(2) More problems of coordination. Top management nemsure
the parts of the organisation work together.

(3) Decentralization places extra demand upon juniaragament so
that there is a continuing need to recruit, traid develop well-
motivated and intelligent personnel.

Generally speaking, the advantages of centralisatare the
disadvantages of decentralisation, thus a combimaii both is often
used to obtain the benefit from the best charastiesi of each, while
avoiding the disadvantages of both approaches.aDyesilst there are
undeniably more advantages than disadvantagescehttalisation, it is
as well recalled from Peter Drucker’'s remark thatehtralisation is
excellent, when it fits.

SELF ASSESSMENT QUESTION

It is common to argue that the location of purchgsiunction varies
from one organization to another and thereforectalgo take different
forms. State the various forms in this context.

4.0 CONCLUSION

There is a growing realisation of the specialisatlire of the purchasing
function. No longer is purchasing like the buyinftbe olden days.
Purchasing has developed into a science and haswts rules,

conventions and practices and uses all the presests management
that make it contribute effectively to the companptofits the question
of organisational importance. The first assumpisotihat purchasing is a
specialized activity. If this is accepted, thefoltows that all purchasing
activities in the company should be concentratedthis specialist

department.

5.0 SUMMARY

This unit has examined the management of purchaagttyities in
relation to organisational concepts. The pertingnéstion of where
should purchasing as a business function be logatee organisational
structure was answered. The various factors whidfecta the
organisation structure deacons were highlighted thedquestion of to
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what extent should purchasing and supply manageraetitity be
centralised or decentralised was answered whitekaisaging to the fore
the relevant advantages and disadvantages of phueskasing authority
concept were discussed.

6.0 TUTOR-MARKED ASSIGNMENT

The question of to what extent should purchasingl aupply
management activity be centralised at the corpaesatetually answered
by every firm differently. You are required to coramt on the different
perspective of answers and make recommendatiorhahwou think is
best advisable.
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1.0 INTRODUCTION

A significant percentage of the raw materials andpor a component
used to manufacture any product is purchased fugopl®r (vendors).
The quality and reliability of the finished produsttherefore influenced
by the quality of the materials and parts that makethe finished
product. In purchasing therefore, quality assuraeters to the
establishment and maintenance of acceptable qustkiydards in the
purchased items. In other words, it is a way olueng that the quality
level of a potential supplier is commensurate viita buyer’'s quality
requirement. The process normally starts from thaitial purchase
planning stage, when the desired quality leveharequired items must
be carefully described or fully defined, in order ¢énsure that the
supplier has an accurate idea of what is needed.
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2.0 OBJECTIVES
At the end of this unit, you should be able to:

o define the term “quality” and the “right quality”

. discuss issues involved in the specification of liguafor
materials

o explain the meaning and process of standardisation.

o describe value analysis approaches

o highlight and discuss different types of inspectiand its
responsibility and practices
o comment on how quality is described.

3.0 MAIN CONTENT
3.1 The Right Quality Definition

The first task as regards to the purchases thé gigdlity of materials is
to define the right quality for a particular jobreuently, confusion
arises in the use of the term quality because gt used
indiscriminately to refer to three things, namely;

1) Quiality of design
2) Quiality of conformity with specifications; and
3) Quality of performance.

As a rule, high quality of design results in higbstof manufacturing

and usually results in high performance value. Txplains why the

manufacturer usually thinks of the quality of th@duct in a different

sense from the layman view. The manufacturer rcemed with how

the product meets the customer’'s specifications fama it compares

with the competitor's in the same price class. Tie tmmanufacturer
therefore, quality is not absolute but is relatiwveother factors such as
the selling price of the item, the used of whichintended, and the
conformity to measurable quality standards.

Quality has many definitions but for the purpose ofthis book the
term may be defined as:

Quality is the conformity to specifications that salt in a product,
which meets customer’ expectations, not the numinérfeatures or
degree of sophistication of the product.

Quality has no meaning in purchasing except ieiated to function and
ultimate cost. The best quality is, then, that whean be purchased at
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the lowest cost to fulfill the need or satisfy timended function for
which the material is being purchased.

Purchasing executive is in excellent position totdbute to that portion
of their company’s profits that originates in thea of quality. Why?
Because they can bring to bear three importanstgp&nowledge;

(1) their knowledge of the materials they buy,
(2) their knowledge of markets and economic treads,
(3) their knowledge of reliable sources of supply.

With this background, they can analyse the designemnaterials
requirements. They can report the market avaitgtoli those materials,
their price, their possible substitutes, and tHek vendors who can
supply the required materials when needed at cotivyeeprices. If a
firm does not conduct such an analysis, it sa@sfiprofit by falling to
utilize full purchasing potentials and capability dssist in determining
the optimum quality. Three major considerations ameolved in
assuring a purchase of the right quality:

(1) How to determine it.
(2) How to define it.
(3) How to control it.

3.1.1 How Quality is Determined
Quiality is determined by balancing two major coesadions;

(1) The technical consideration of suitability and,
(2) The economic consideration of price and avditgb

In a manufacturing industry, the design-engineedagartment has the
basic responsibility for determining the technigahlity of materials to

be used in production. Engineering works closelthvgroduction and

sales in this determination. The user departmenbimally responsible

for the suitability determination of materials nsted in production. The
office manager, for example, is responsible foedatning the quality

of typewriters, calculators, and other office maelsi. The maintenance
engineer is responsible for determining the qualityhe tools, greases
and oils to be used in maintaining the plant.

The purchasing department is responsible for theorské major
consideration in quality determination-the econoroansideration of
quality. After the technical decision of quality shabeen made,
purchasing must determine whether the materiakscts can actually
be purchased on a continuing and competitive bdsighe area of
guality, most progressive companies give the pwicigadepartment a

37



HCM 343 PROCUREMENT & SUPPLY MANAGEMENT

major management responsibility along with its exoiT
responsibility; thus management responsibilityhis tight to challenge
the quality requirements on all requisitions reedivn the purchasing
department. The right to challenge is not the right change
specifications. Rather, to challenge means to g@weonsideration of
the technical decisions for economic reasons. Hae that purchasing
has the responsibility to challenge quality tera&dep all departments
alert to their responsibilities in determining thight quality”.

3.2 Specifications of Quality

Quality has earlier been defined as how well a pcodloes what is
supposed to do-how closely and reliably it satssflee specifications to
which it is built. The modern concept of qualityagphilosophy, which
aims continually to satisfy customer requireme8tsecifications are the
most detailed method of describing such requireméntleed, quality is
usually described by the quality specificationse Huality requirements
of an item must first be determined and speciffgdbiguity in defining
quality is one of the major problems in purchasi@gre has to be taken
in regard of specifications especially in ensurthgt suppliers really
understand the quality requirements. If the supgies not understood
them correctly, he will supply the wrong kind of t@@als and this can
cause considerable difficulties, like productionpgtages, rejections of
finished product by quality control, reworking, essive scrap etc.
amounting to wasteful expenditure.

A specification for an item is a detailed descaoptof the item: its size,
dimensions, performance, function, chemical anglgsid other relevant
characteristic (colour, texture, form), in sufficiedetail to ensure that it
will be suitable in all respects for the purposevitiich it is intended.

In practice, some specifications give dimensiony,aamalysis only, or
performance only, but it is common to find somaredat of all three of
these requirements and some other characteristicsglecified. In each
case however, it is necessary to specify toleramteeach desired
characteristic. Tolerance is defined as the perbtéessvariation in

important characteristics such as size, weighthout causing the
product to become unacceptable. Once the speaichts been drawn
up, all needed items will have to meet the requaets of the

specification, otherwise they will be rejected. Biynput therefore, a
specification is a detailed description of the iegments to which
products must conform.

It is however important to ensure, in stating taleres, that the

tolerances specified are those which are actueljuired and indeed
worked to. It is at this stage that design or eagimg, procurement and
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production staff can realise significant cost sgviioo close or tight
tolerances increase costs of inspection and of.paudlerances which
are not too tight enable a purchase departmeniygarts more cheaply
from a widely range of suppliers. Typical exampk a furniture

manufacturing where out-of-square components giwer points and

unsatisfactory appearance. Tolerances should howeot be over-

simplified so as not to adversely affect the ouattakign quality of the
product.

In manufacturing industries, the responsibility fiaying down the
specifications of quality usually rests with theoghuction, design or
engineering departments. In distributive industrieghich sell the
merchandise they buy rather than products madéday,tthe selection
of supplier-specified goods and the developmenspscifications for
purchaser — specified goods is of central impoeaimc buying and
oftentimes, reflects the organisation’s policy oreramandising. In
buying supplier-specified goods, retailer pickganil or buys a sample.

Menon (1993) highlighted five various ways in whigppecification can
be described, namely:

(1) Established specifications of the buyer

(2) Established specifications of the vendor, amdnd or trade
names.

(3)  Blueprints, drawings or dimension sheets

(4) Description of chemical or physical properties

(5) By references to international, national orusitly standard
specifications.

It is important that the buyer knows exactly whatrfeeds and is able to
clearly communicate to the vendor precisely whaexgects. As listed
above, a common and convenient method of buyingyirand or
names. This has the merit assuring an effectivedapendable standard
of standard of quality. Its demerit lies in limiginbuyer to a single
source for a product thereby destroying the cortipetielement in
sound procurement. When specifications are diffical spell out, or
when desired relevant characteristics can noetleaed to figure such
as in taste or smell, or colour, it is usual toymle a sample of the
material or product to the vendor for duplicatidrhis is buying by
sample. Sometimes a combination of two or more agshmay be used
especially when specifications cannot be expresskdy in term of any
of the methods. Specifying the quality of materidads of utmost
significance in buying.

Once the quality specifications have been spelt iautdetail, the
purchase department should develop and maintaitacobwonly with

39



HCM 343 PROCUREMENT & SUPPLY MANAGEMENT

firms who have the necessary facilities and whi@mdnstrate the
ability to consistently deliver the material of thight quality which
conforms to the specification standards laid down.

3.2.1 The Benefits of Specification

The preparation of specification is a value-ladetivay. Specifications
will ensure that:

(1) All commodities specified will be suitable fdheir intended
purpose when put to use.

(2) Considerable savings of time and money carchewaed because
such items are often quickly available at lowertcaisd with
quality acceptance, than products, which are tanade for
distinct purpose.

(3) Materials of a consistent quality at all timd@%is is the most
desirable, not only from the point of view of pration processes
but also for the satisfaction of the consumer whuysbthe
finished product.

(4) The inspection or testing to be applied to gopdrchased is
notified in advance to the inspection departmendttarsuppliers.

(5) In respect of the purchase of specified itealssuppliers will
have the same data on which to base their quogation

3.2.2 The Dos and Don’ts of Specifications’ Prepat@&n

(1) Over-specification is to be avoided; i.e. ibidy necessary to ask
for a quality, performance, etc. which is esserfoalthe job. If
the design is too complicated or the required dsiers, analysis
or performance are too rigorous, the goods will fere
expensive and in extreme cases, it may even beuiffo find a
manufacturer willing to quote.

2) As far as practicable, pay attention to convecgein handling
and storage of materials.

(3) If there is to be inspection after deliverye tspecification should
state what tests are to be applied

(4) If any special include the relevant instrucsonn the
specifications.

3.2.3 The Roles of Supplier and Buyer in Quality
Specifications

The purchasing department is the focal of the caygaguality control
programme. Though the design or engineering degattrar the user
department lays down the specifications for malgritne purchasing
department has the responsibility of not only tordmate work in this
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regard but also to ensure adherence to lay dowrifEagion standards.

The responsibility, according to Menon (1993) caoadly be divided

into parts:

(1) The purchasing department must know precisdigtvis wanted
and transmit the required information to the vesdor

(2)  The purchasing department must ensure thatehdor supplies

the  materials in strict compliance with the préssd specification

(3) The department must take necessary steps tecplits company
against financial loss from materials or parts,alihdo not meet
the quality specifications.

The buyer may have to seek the necessary assistdratber outside
companies to accomplish the above responsibilittels. also important
to refrain from kick-starting negotiations or ireviuotations for an item
of purchase without having ready the exact quaggcification which
will enable the supplier to make a realistic antéliigent bid.

As for the Vendor:

(1) He must know precisely the quality that the druyants; and
(2) He must know exactly how to meet the qualitgafcations
prescribed.

The buyer will however need to satisfy himself withe vendors
selected. It is necessary to choose a supplier with necessary
experience, facilities and knowledge to fulfill tlpurchase order in
accordance with the buyer’s quality specifications.

3.3 Standardisation

In a narrow and somewhat technical sense, starsd@di@h refers to the

setting up of exact specification or precise meam@nts. It has to do
with the development of uniform specifications fimols, materials,

equipment and practices. In business practiceetlaee two distinct

aspects of standardisation, namely; managerialdatdisation and

industrial standardisation. The former deals with managerial aspects
of business such as standardising operating pesctigrocedure and
systems. The latter on the other hand, which eésré&al focus of this

book, is concerned with standardisation of thirgsrt size, shape,

colour, physical and chemical properties or pertomoe characteristics
of materials or products.

Companies like to standardise on certain parts dnatused in their
products. A standard is anything we use to meagumg.specification

intended for repeated use becomes a standard. Heémeeystematic
formulation and adoption of standard is referrechsostandardisation.
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However for the purpose of this book, the term déadisation shall be
used to mean:
“...the reduction in the numbers of very similar itro be
purchased or held in stock, thereby reducing thesral
stockholding of the organization.”

Standardisation is usually accompanied by varietiction; a reduction
in the range of items used, stocked, bought or made

3.3.1 Factors that Increase Variety

Materials or stock variety can increase over aqgoemf time, and,
without investigation, may long remain undetectéde following are
some of the factors that lead to duplication ofcpred items.

(1)  Staff turnover in both the purchasing and stodepartments
often leads to stock line being duplicated becaafsan initial
resistance to change on the part of new purchasaify

(2) Personal preferences of the user. Many headdep&rtments
have their own preferences and may demand thakssto€
certain items must be purchased and stored.

(3) One-off demand for a certain variety of iterhattmay only be
needed for one occasion is unwittingly maintained stock
thereafter.

(4) Change in availability at certain times may a@mage
organisations to hold more than one variety of #ami to
safeguard against a nil-stock situation.

The use of standardisation however permits a fionpurchase fewer
items in large quantities, and at lower prices. sThiewer items are
processed and stocked. This reduces purchasingyireg, inspection,
and payment costs.

3.3.2 Standardisation Process
Standardization involves the following procedures:

(1) Identification of stock duplication: This is often achieved when
stores coding has been completed. The nature rof ateitem or
materials coding is to give similar items code refees. When
these code references are compared and investigatad then
be established whether or not the items involvedoasically the
same and if so, whether standardization can e¥fegtitake
place.
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(2) Selection of standard item Once duplication has been
discovered, the next stage it to select the beshefrange in
relation to useage, price, performance etc. It rhasible to meet
all the needs of the present stock variety. Inghastances, the
so-called universal or all-purpose type of itemdeno be
selected in an effort meet all the requirementgqaaupon the
item involved.

(3) Calculation of total stock requirements: The next stage is to
establish the revised level of stock for the itewolved or select
bead. This can be obtained by reference to thek stecord
system. Stock records are formal set of clericalomds that
contains information about the stock held withia gtore system.
No standardisation programmed; where possible, ussar
however succeed unless users of the materials ds @ae
convinced that it is worthwhile. It needs to be kesed from the
outset, and it is important to involve the usertle variety
reduction process. Where possible, users themsedhesild
decide which version would best suit their needas\p issuing
a management edict that all standards must bdyigahered to
does not work well.

There are three basic kinds of materials standards:

1) Industry standards,
2) National or international standards and,
3) Company standards

It is therefore desirable for the purchasing depant to keep abreast of
standards and to purchase and maintain publicatioakting to
standards of all materials, parts, equipment, &iih which they are
concerned. However, the use of company, nationalntarnational
standards has its drawbacks and hence some dtepfensks. There
may be a tendency to place absolute reliance ardatds as if they
were the embodiment of perfection, instead of ptimgi objectivity in
dealing with specific problem concerned.

3.3.3 Benefits and Drawback of Standardisation

There are a number of ways in which a purchasipgadment stands to
gain as a result of standardisation. The benddifeloows:

1) Reduction in the varieties of items kept in stock

2) Lesser number of varieties will reduce the unitchasing cost
due to the large purchase of one standard itens iEhpossible
through obtainable quantity discounts

43



HCM 343 PROCUREMENT & SUPPLY MANAGEMENT

3) Wider choice of supplier and increased scope fgotation.

4) Simplification of some orders, requisitions andestdocuments
as requirement for long drawn out explanation aescdptions
for every item purchased is eliminated.

5) It increases the scope of competition; the purahdses not have
the compulsion to purchase only from one specialipplier.

6) It helps to reduce some aspects of purchasing igesivio a
simple routine.

There are certain disadvantages arising from stdimdion of stock.
The will be more involved in some organisationsnthia others
depending on the operation and needs of the compani

1) Reduced Flexibility: Once the varieties have been standardised,
sudden shortages of that particular line may casspply
problems.

2) Reduced choice for the userlt may be felt that the variety that
was previously used was best for the job.

3) Collusion to Raise Prices:Manufacturers making the standard
product may be get together and raise their premeghat the
benefit originally gained is nullified. Buyers hate beware of
this possibility.

3.4 Value Analysis (V.A) in Purchasing

The value analysis function is commonly thoughtasf part of the
purchasing activity. The basic idea of value analys simply that of a
cost reduction technique, and as such it mightcklli be treated as a
part of methods in engineering and of purchasingpkfication. Often
the title value engineering is used synonymouslithwalue analysis.
Value engineering is however more normally usedeiation to the
design/creation of new products and value analggislating to existing
products.

Lawrence D. Miles of the American General Eleciompany around
1947 originated value analysis. He was engaged wosh reduction
exercises on a number of the company’s productd, developed a
series of tests or questions, which could be usestablish the value of
any product or part. This set of techniques laesralmme known as value
analysis. Value analysis is a comprehensive, ordarld creative
method to increase the value of item. This item bana product, a
system, a process, a procedure, a plan, a maatgugyment, tool, a
service or a method of working.
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Broadly speaking, value analysis is systematicatore approach to
ensure that the essential function of a producicgss, or administrative
procedure is provided at a minimum overall cost.

For emphasis, the following elements of value eegiimg are listed:

1) It is an organised, creative approach to cost remiuc

2) It places emphasis on function rather than method

3) It identifies area of excessive or unnecessaryscost

4) It improves the value of the product

5) It provides the same or better performance at @t@est.
6) It reduces neither quality nor reliability.

The value of an item is how the item does its fiamcdivided by the
cost of the item: i.e. value of an item = perforarof its function /
cost.

Symbolically, v :%f where

% = value,
pf = performance of its function
c = cost

Value is maximized when the cost associated withiesing the
necessary function is minimized. The function iattlvhich makes a
product work or sell. An item that does its funatioetter than another,
has more value. Between two items that perfornr thugiction equally
well, the one that costs less is more valuable. “Peeformance of its
function” could include that it is beautiful (wheneeeded), value
analysis involves the evaluation of an item’s fumttand relates its
effect on the end product. The purpose of it iattempt to ensure that
every element of cost contributes proportionallytiie function of the
item.

3.4.1 Value Analysis Approaches

A number of approaches have been suggested anda$adlitate the
development of value analysis and many of theseocagpes have been
used for years. Although, several methods of comugivalue analysis
are available, it is usually found that the teanprapch is the most
appropriate and successful.

To make a value analysis, a study group of 4 t® férimed. Preferably,

each with different knowledge, with different baokgnds and
accounting departments. They meet in a room fraetefruption.
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Next, the item to be studied is selected. The iggould be one that
gives the impression that its cost is too highifservalue. Or one that
does not do its function well.

Generally, four fundamental steps are involved M.A investigation.
The first step involves the collection of inforn@atiabout costs, function
and customer requirement, the history and possiltiee development
of the product design the manufacturing methodd,sanon.

For a pencil, for instance; value analysis askseskay questions;

What is it? (A pencil)

What is it for? (To make permanent marks)

What is the main function? (To make marks, write4)

What is the method, material or procedure that used to realise the
main function? (A graphite stick and wood)

What are the corresponding secondary functions&ngfer graphite to
paper” and facilities holding the graphite)

What does the item cost and how can we distrithaecbst of realising
these costs to an item of a similar function, howcim should each
function and the total cost?

This example, center the attention of the valueyaiggroup on the
main function, because, during the analysis, tlcersgary function may
change. The group may choose different secondangtiins to realise
the main function.

The second stage covers the development of alieendesign, i.e.
alternative methods of achieving the required fiomct

The third stages involved the evaluation of altewes. Fourth stage is
recommendation. Recommendation should have all itfi@mation
needed so that a person does not know this sutgeatinderstand it and
do it.

The value analysis group should not itself implatrtee idea, if this is
outside its normal area of work.

The final stages involve implementation and folloj

3.5 Inspection Of Purchased Materials And Parts

Another stage in quality assurance is inspectiorspéction is the
component of the quality control programme thatcamcerned with

checking on the conformity of the item to the speations set for it. It
may be likened to the policing action necessaiptoe compliance with
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our laws. In the same way that communities neet@olen, companies
also need inspectors.

Hence as a concept, inspection has been defined as:

The process of measuring and evaluating the gesidr attributes of a
product or service on the basis of prescribed §pation standards.

The inspection function commonly fulfills or achess four primary
responsibilities or purposes:

1) It checks the quality of incoming materials.

2) It checks on all finished goods by ensuring thdy @atceptable
products reach the customer.

3) Inspection can locate oversize or undersize partany such
flaws in materials in the manufacturing process tisat our
assembly operation or manufacturing process neddhaoe
troubles at subsequent operations.

3.5.1 Types of Inspection

Inspection generally includes all types of actesti such as testing,
gagging, and so forth that are required to detegmihether the product
meets the prescribed standards. The following tyesspection have
been identified:

(1) Process InspectionThis is the first piece of inspection.
It may point out the need for adjustment in the Inrae.

(2) Pilot Piece Inspection: It is an extension of first piece
inspection. It can indicate adjustments in the ousipieces of
equipment before the entire lot is run. This wikyent spoilage.

(3) A Test or Trial Run: Trial run inspection is to tethe
performance of the product.

(4) Key Point Inspection: is a preventive inspection at key points of
manufacture. It can prevent unwanted expenditurngomm parts.

(5) Final —Point Inspection or Testing of a product:may deal with
many aspects: e.g. appearance, performance, eléupower
(tire test). It may be done on a random samplé®froducts.

3.5.2 Inspection Responsibility and Practices
To carry out its responsibilities, the inspectia@pdrtment will need to
establish a number of policies and procedures.u$tndecide what to

inspect, where to inspect, how to inspect, and maimer pertinent
matters. The section that follows examines sontaede matters.
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What to Inspect?

As pointed out previously, one may generally sagt tpurchased
materials, good in process and finished productailshbe inspected.
Purchased materials should be inspected at the thee are received
and before they are stocked or sent to assemhtyilaBly, because of
the many variables that enter into every phase afufacturing, it is
essential that in-process materials be given ammopt amount of
inspection. Optimum because over or under inspeaan prove to be
very costly. Also, qualified inspectors should maleished goods
inspection. The items should be checked by measmenoperating
tests, or other means to ensure compliance with sihecifications.
Failure to provide a through check at this pointynalow a faulty
product to be sent to the customer.

Location for Inspection.

In most cases, operators will inspect their worktlaesy perform it.
However this informal inspection is not sufficieriven if they are
conscientiously done, their check will not be ihkd¢ (error free) and
may allow faulty parts to be forwarded to next @pens. It therefore
becomes necessary to provide an additional cheakdpgctors.

Inspection points should be planned carefully ahdukl be located

where they will produce the most economical enddtssin locating the

iInspection points, consideration must be given bether the materials
are to be inspected at a machine or work statiorchmcked at a

centralised inspection point. If the inspectionmiade at work station, it
is called floor inspection. Inspectors of partsduced do some floor
inspection. In contrast to floor inspection is calized inspection. This

type of inspection takes place in a centralised¢deland necessitates
taking the items to be inspected to the inspecdtation.

Floor inspection has the advantages of:

(1) Allowing only minimum materials handling,

(2) Reduced storage and delay of material in process,

(3) Close contact between the inspectors and workostand;

(4) Prompt communications and correction of procesdiffgulties.
The disadvantages however include;

1) under utilisation of the inspector’s time and

2) the fact that some items require special inspeatievices that
may be available only in a central inspection st gation.

48



HCM 343 MODULE 1

3) improved supervision of inspectors and their adheze to
standard inspection procedures.

Amount to Inspect

One of the important phases of any quality conproigrammed is the
determination of the frequency of inspection ahdhe percentage of
items to inspect. It is neither practical nor eaomeal to expect that
every item should be inspected, for every spediboabe determined
and that maximum concentration be placed upon adberto these
standards. We should never lose sight of the faat inspections cost
money and that the amount of inspection should dmkiged to the
minimum required to maintain the degree of deso@atrol.

Reference is frequently made to 100 per cent ingpeor to sampling
inspection. In 100 percent inspection, all of tteens are checked for the
characteristic being measured. Sampling inspecbanthe other hand,
does not involve a check for each item. It is basedn the statistical
probability that the characteristic of a samplel wéd the same as those
of all items in the lot. It should not be assuméatt100 percent
inspection is necessarily absolute than samplisgaation. It does not
guarantee that all faulty items will be detected.

Many factors will influence the decision on the ambof inspection to
be used. For example,

1) The type of production being made,
2) The variability of the manufacturing process, and;
3) The variability of the materials

Rejection

The inspection department possesses the authoritgject those items
that fail to meet the specification standards. \Whiegms are rejected,
the inspection department representative eithemssitpe appropriate
space on the goods received note as rejected|teonatively indicates
the reason for rejection on the inspection dedié€ or prepares a
separate reject report document, or causes th@uemrecord of the
transaction to be amended. The accounts payabt®rses informed,

and the goods are held pending negotiation or aténreturn to the
supplier, in accordance with instructions to beiesksin due course by
the purchasing office.

Prompt notification to supplier and to the purchgsdepartment is

however important when goods are rejected. Delayotification could
affect the buyer’s legal position. P. Baily & D.rReer (1981) listed a
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number of alternatives opened to the buyer wherpBagiinspection is
used on a batch of goods rejected as defective.

It may be possible to:

1) Refuse to accept the batch

2) Return the batch for replacement;

3) Return the batch for credit;

4) Arrange for supplier to make a 100 percent inspactat
purchaser’s establishment to sort defective paots fgood parts;
and

5) Make the 100 percent inspection using purchasesisdction.

Following the 100 percent inspection, there areeehrfurther
alternatives:

1) To return defective parts for credit or replacement

2) To correct or re-work defective parts

3) To use the defective parts, but with special cardéoo special
applications.

3.6 How Quality is Described

After the right quality has been determined, it thesdescribed in such
a way that the seller can understand and suppRhit is not as easy to
accomplish as might be assumed. In industrial @sicly, purchases are
regularly made from thousands of miles away. Thdiseant suppliers
must determine buyer’s wishes from piece of paperpurchase order,
personal discussion and references to floor sangrkesnissing. Under
this circumstance, quality description is much mdiféicult. Also the
description must be precisely understandable ta@thpeting sellers,
not just one seller.

Quiality descriptions perform three main purposes:

1) They make it possible to describe items on purcbagers.

2) They let the vendor know exactly what the buyentsand

3) They permit inspection by specified measuremertest, which
can verify that the materials received conformtie tnaterials
described on the purchase order.

Quality usually described on purchase orders bydh@wving methods:
1 Market grades

2 Brand or trade names
3 Commercial standards
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4 Chemical or Physical specification
5 Performance specifications.

SELF ASSESSMENT EXCERCISE

What factors support the argument that the purolgaskecutive is in
excellent position to contribute to that portiontbé&ir company profits
that originates in the area of quality?

4.0 CONCLUSION

Control of the quality of procured materials audbcontracted work is
of such an importance that every system of quabiytrol should place
high priority and emphasis on assurance of quadifyrocured materials.
Before a purchase is made, it is necessary tordeterand define the
quality that is wanted. Once this is done, it i tpurchasing
department’s task to ensure that the quality of rtiegerial purchased
conforms strictly to the quality specified. The pess normally starts
from initial purchase planning stage, when the reesguality level in

the required items must be carefully describedutly defined, in order

to ensure that the supplier has an accurate idedaif is needed.

It is one of the most important responsibilitiesaopurchaser to ensure
that he/she buys the right quality. There is obsipuino meaning in
wasting time and effort on procuring the kind ofterals that does not
conform with quality specification. The purchasidgpartment do not
only places the purchase order but must also erthatethe goods in
their required quality have been obtained. In otherds, the purchasing
department must ensure that the best value for ynbag been obtained.
In this regard, the purchasing department hasra fesponsibility with
other departments in deciding on the quality thausd be purchased.

5.0 SUMMARY

Quality has earlier been defined as how well a pcodioes what it is
supposed to do -how closely and reliably it sassthe specifications to
which it is built. The modern concept of qualityagphilosophy, which
aims continually to satisfy customer requiremegecification is the
most detailed method of describing such requirement

Companies like to standardise on certain parts dnatused in their
products. A standard is anything we use to meagurg.specification
intended for repeated use becomes a standard. Heémeeystematic
formulation and adoption of standards is refercedd standardisation.
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The value analysis functions are commonly thoughas part of the
purchasing activity. The basic idea of value analys simply that of a
cost reduction technique, and as such it mightcklli be treated as a
part of methods in engineering and of purchase Ifficgiion. Often the
title “value engineering” is used synonymously witdue analysis.To
carry out its responsibilities, the inspection dépant will need to
establish a number of policies and procedures.ustndecide what to
inspect, where to inspect, how to inspect, and matmer pertinent
matters. The section that follows examines sontbede matters.

6.0 TUTOR-MARKED ASSIGNMENT

The basic idea of value analysis is simply thataotost reduction
techniqgue with purchasing and supply functions. Howes this
technique bring about real cost reduction of pusedamaterials and
parts?
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1.0 INTRODUCTION

Suppliers are major resources for manufacturers teaders alike. It

would not be possible operate to without them. Aecuate supplier
base is essential to the economic wellbeing ofra.fPerhaps, it would
be reasonable to argue that the most importantpsieg decisions are
concerned with selecting the right source of s@oplthat is, if the

correct source decision is made in a particulalamse, then the buying
company would receive the right goods in the rigbhdition, in the

right quality, at the right time and at the righicp.

Selection and management of the right suppliehéskiey to obtaining
the desired level of quality, on time and at thghtiprice to meet up
with the company’s purchasing objectives and pesici The
management of the supply market however requirgara planning,
forethought and the quality to make some decisiddsurcing in
purchasing has gone beyond simply picking a supfoieeach order in
isolation.

1) It involves continuing relationships, both with faeed source
which are actually supplying goods and services] aith
potential source which may have been passed ovéndgresent
but are still in the running.

2) It involves decisions about how to allocate theilalsée business,
and what terms to do business on.
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2.0 OBJECTIVES

At the end of this unit, you should be able to:

o State and discuss factors in Supplier selection
. Highlight and comment on the sources of suppligfgrmation
o State and describe and/or calculate both qualdatand

guantitative processes of supplier Evaluation fme- and Post -
selection evaluation)

3.0 MAIN CONTENT

3.1 Issues Involved in Sourcing Function

D. Dobler and D.N. Burt (1996) argued that buyerasimtake six
important supplier-oriented actions in order tas$ptthe performance of
sourcing function in purchasing. It is argued tin&t buyers must:

1) Develop and maintain a viable supplier base orcsour

2) Address the appropriate strategic and tacticakss

3) Ensure that potential suppliers are carefully est&#ld and they
have the potential to be satisfactory partners.

4) Decide whether to use competitive bidding or negmn as the
basis of source selection

5) Select the appropriate source

6) Manage the selected supplier to ensure timely dsfivof the
required quality at the right price.

Peter Baily et al (1996) further argued that ferproper performance,
sourcing requires supply market research. This isoanal part of

buying work, undertaken informally by buyers whemeyt talk to

representatives or salesmen, visit exhibitionsd reade journals, and
investigates the market before placing orders. dty mdditionally be

undertaken as staff or support function to buygréub-time purchasing

research staff within a purchasing services seatibrompany. The
objectives for this supply market research include:

1) The identification of the set of actual and potaindburces, which
constitute a supply.

2) Investigation of the suppliers’ capabilities,

3) Examination of market trend and prospects of largatsupply;
and

4) The general keeping of the buyer’s ears to thergiou

Figure 5-1 outlines the procedure normally involved selecting
suppliers. The model suggests that:
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1) the buyer, once receipt of a purchase requisitioat checks
whether the organization is currently committedhe particular
supplier for the supply of such items and, if not;

2) whether an existing source might satisfy the resyuent

Requisition
Is this a RegularN——» NO
purchase? 4
A\ 4
YES
Make short-list of
YES possible source
It there an annua
contract for it
\ 4
NO Obtain quotation and
v other information
“s"Was Last supplie
Satisfactory?
\ 4
YES Selection supplier
and agreement pricq
Is time to one the and items
market yet? YES
NO
Place
‘‘‘‘‘ Ordeil
ol
Evaluat
Performanc

Figure 5.1: Outline of procedures for selecting supiers. The

3)

broken line indicates steps taken after orders have
been placed.

Repeat ordering with an existing source would bemab unless
for some reasons necessitating a review of sucirr@amgement.
Such reasons might include:

a) recent price increases,

b) recent extensions in supplier supply lead-time

C) failing to meet specifications,

d) decline in vendor rate performance.

55



HCM 343 PROCUREMENT & SUPPLY MANAGEMENT

3.2 Factors in Supplier’s Selection

The primary concern of the purchasing departmertb isuccessfully
identify and secure the services of those supptles will help realise
both objectives of the purchasing department aaddtterall company’s
objectives. Hence when selecting a supplier, theebis attempting to
find a company or companies which will meet its deeeThose needs
usually include reliability in quality and serviterms, while the relevant
pricing is competitive. The benefit of accurate [digr selection can
therefore include such factors as reliability, dyal delivery,
performance, reputation and continuity of supplies.

Great care must be taken over the selection ofyemguplier: short cuts
in this area will lead to inefficiency and lossbfitability in the long

run. The supplier’s selection decision is basedhenfollowing factors,

all of which must be carefully researched and asedy by the
purchasing department.

1) Assurance of Supply

Reliability of supply is becoming increasingly imfant to both buyers
and suppliers. Hence, supplier's who suffer reogrrishortages
themselves must be used with great care, regardieskeir other
desirable capabilities. Suppliers who have assuoagi-term source for
their raw materials and component parts should deoured and
developed.

2) Size of Supplier

Some purchasing authorities theorize that the sfzan order should
correlate with the size of supplier — receiving tinder.

3) The Number of Suppliers

The number of suppliers to be selected for a pddidine of products
or group of items is another important factor timatst be given careful
consideration. Selecting one supplier for a paldicproduct, no matter
how reliable the source could be proves unwise ha kng run.
Similarly, selecting too many suppliers for an indual material may
result in the buyer’s inability to fully tap thes@urces of these suppliers.

4) Developing New Source of Supply

In some cases a buyer is not able to select but cneigte a satisfactory
supplier. If existing suppliers cannot satisfy ampany’s needs, a
logical alternative is to create a supplier that.ca
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Encouragement of this nature may involve settingsupquipping such
local producer financially and materially up to teeel expected by the
buyer.

5) Conflict of Interest

In selecting suppliers, buyers must be aware oflicts of interest. A
conflict of interest exists when buyers must divideir loyalty between
the firm, which employs them, and another firm.

6) The Policy of the Buying Firm

A company’s policy may for example favour reciptggisingle or
multiple sourcing. In purchasing, suppliers whorgaize the buying
company are given priority when it comes to setectof suppliers.
Some companies makes it a matter of policy to rdwmadirectly, those
customers that buy from them regularly and are dowapable of
performing certain jobs for the company.

7) Ethical Consideration

Buyers should keep themselves as free as is hunmodgible from
unethical influences in their choices of suppliggstt from suppliers
which are intended to influence buying decisiongehao place in a
professional purchasing department. In most cas@amercial bribery
is a criminal offense.

8) Dishonest Suppliers.

Dishonest sellers exist in the industrial worldtjas they do in the
consumer world. Purchasing personnel should be veérgishonest
suppliers and endeavour to avoid them. Their ainoiswindle the
buying company.

9) Local Sources

It is always desirable to patronize suppliers ledatvithin the buyers’
immediate environment. This will help to promoteodorelationship
between the local community and the company. Itomdy when

materials in question are not available at the etguk quantum that
buying from distant source can be justified.

10) Government Policy

For the purpose of controlling foreign exchanges/egnment may for
example, impose restrictions on importations otaiergoods thereby
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preventing the sourcing of the goods in foreignpdypnarkets. In such
cases, the buyer’s range of sourcing is limiteth&local market.

11) Others

Other factors, which for obvious reasons may benakto account in
supplier’'s selection, can be listed as follows:

1) Relative price of goods and services supplied ey shpplier,
compared with his competitors.

2) Delivery dates, methods and cost delivery. In mastances, the
delivery element is more important than price, pted the
prices are within the boundaries of the main cortgrst

3) Supplier’s reputation, especially within the indysar trade.
4) History of labour relations at the supplier’s end.

5) Financial solvency of the suppliers;

6) Legal constraint, e.g. patent law.

3.2.1 Attributes of a Good Supplier

Peter Baily et al (1996), suggested a number abates which might
be regarded as desirable for a typical relationship
These include:

1) Delivery on time

2) Provide consistent quality

3) Gives a good price

4) Has a stable background

5) Provides a good service backup

6) Provides a good stock service

7) Does what he/she says they will do

8) Provides technical advice

9) Keeps the buyer informed on progress

3.3 Sources of Supplier Information
The task of obtaining information about sources soipply is a
continuous exercise in purchasing function. Sourceésnformation

about suppliers are plentiful. The following sowesdould prove helpful
to a buyer in preparing a list of potential supglie
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1) Supplier Purchasing Information File

File on past and existing suppliers are alreadycswf information
where the purchasing department can always cotdauitain whatever
information they may require about suppliers. Sswgpplier information
files commonly contain the name of each supplidistaof materials he
can supply, his delivery history, his quality rejen record, his overall
desirability as a supplier, and general informatomcerning his plant
and management.

2) Supplier Catalogues

Catalogues are a commonly used source of suppliernmnation. Many
purchasing departments maintain a catalogue roohgravusers can
examine the catalogues to try locate the matettiglg need. Some large
companies keep a special library file containintplcggues, price lists
and other literature from potential suppliers.

3) Trade Journal

Trade journals are another excellent source foainistg information

about possible suppliers. Advertisements in tramenals are often a
buyer’s first contact with vendors and their produdn the field of

purchasing, the magazines, purchasing and purachasiarld are

perhaps best known and widely read trade journals.

4) The “Yellow Pages”

Another commonly known directory is the classifigellow page’
section of telephone directories. Though, this sewf information is
frequently of limited value to many industrials leuy, yellow pages do,
however, have the virtue of being well indexed.oAllsey can serve as a
useful starting point if other sources have proWedtless, and local
sources are desired.

5) The Internet

Understanding the versatility of information teclogy through the
nerves of computing is perhaps a prerequisite fopreciating the
enormity of advantages of using the internet fosihess and other
purposes. From the inception of the internet evatufwhich originated
as APPANET, a United States Government Researcjed®yothe net
has grown to become an information super highwaking many
millions of computer systems and digital machingsvall as millions of
users around the world. A great majority of theskadges and users are
primarily hooked-up for economic (business) purgose
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The internet has become an electronic market pkweh that a
tremendous amount of activities (e.g. retail atég, selling digital

delivery of services, buying or procurement, etekes place as
companies now set-up their customer-service funstion the internet.
The beauty of the internet is that it can makeagier for companies in
developing countries to do business globally. Camgsacan now set-up
internet facilities and immediately have accesa hillion of people and
other business globally as a market. This opensaupvave of

information opportunities to buyers world-wide taxpand their

knowledge of new products, new vendors, and neaside

6) Sales Personnel

Sales personnel is an excellent source of infoonafior possible

sources of supply. Not only are they usually weformed about the
capabilities and features of their owner produ@st they are also
familiar with similar and competitive products asllv By the very

nature of their specialized knowledge, sales pecple often suggest
new applications for their products, which willrelnate the search for
new suppliers.

7) Trade Exhibit

Regional and national trade shows are still anotfer in which buyers
learn about possible source of supply. The useiobédion as a means
of sales presentation is greatly increasing. Theyvide an excellent
opportunity for buyers to see various new prodacts modifications of
old products. They also offer buyers an opportutotgompare similar
products from different manufacturers.

8) Company Personnel

Personnel in other departments within a company oen
knowledgeable about the source of materials regatio their
specialisation. Through their association in preif@sal organisations,
civic associations or social groups, these empkydten learn about
outstanding suppliers.

9) Other Purchasing Departments

Purchasing departments in other companies are nedstul sources of
information concerning supplier with whom they deal

10) Organisations Promoting Trade

Information on suppliers can readily be obtainexhfrtrade register and
directories compiled by the umbrella bodies of ¢radsociations such as
the manufacturers Association of Nigeria (MAN), Giieers of
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commerce, etc. Such directories contain names ofufaaturers, their
addresses and branches as well as their variodsigs

Similarly, embassies and commercial attaches amnallyskeen to help
buyers to find sources of supply in the territotiesy represent.

3.4 Supplier Evaluation

In purchasing, suppliers are regarded as partmergrogress to the
buyer’'s organisation. This is because supplieri$opmance is capable
of influencing the organisation’s success. For tieiason, selection of
suppliers as well as evaluation of their perforneam an important

responsibility of not only the purchasing departindrut the entire

buying company. After a major supplier has beemrctetl and they-

supplier relationship has begun to develop, imgartant monitor and

assess the supplier's overall performance. Thegserfs to enhance the
relationship and thereby control performance.

The evaluation of actual and potential source ¢®mtinuing process in
purchasing departments. Actual source with whicle as dealing
regularly can be evaluated largely on their traegord: on the actual
experience of working with them. This is known asndor rating.
Vendor rating is intended to evaluate the perforceanf supplier in
terms of prices, quality, delivery and service. Tthpe of evaluation
required to determine suppliers’ capability howevares with:

1) the nature,
2) complexity; and
3) the total value for the purchase to be made.

3.4.1 Pre-Selection Evaluation

This type of evaluation is aimed at obtaining infation about the
prospective supplier to determine his suitability heet the buyer’s
requirement if selected. Potential sources can \muated only by
judgment of their capabilities. Pre-selection eaihn may generally
involve the following considerations:

1) Supplier's Registration Form

As a pre-requisite, most suppliers seeking to deinass with another
organisation are expected to pass through a faymayi completing a
registration form made available by the buying camp The type of
information usually required from such suppliers details like name of
company, address, type of business or productandial capabilities,
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and a host of other information that will enable thuying company
determine the suitability or otherwise of the pdiedrsource.

2) Product Testing

In some cases, special request is made for thelsarop the product
advertised or intended to be supplied for prelimingesting. If these
products are used for certain period by the compamy are found
suitable for the purpose for which they are needleel supplier can be
considered.

3) Plant Visits

On-the-spot surveys of facilities and personnelthg technical and
commercial representatives of the purchaser amnaofarried out to
evaluate potential suppliers-although sometimesn#ty possible to
eliminate this on the basis of a supplier's repatgtas obtained from
word — of — mouth and published information.

4) Financial Condition

This is an important factor in evaluating capaypilif a potential

supplier. This type of evaluation places more ergghan the solvency
of the supplier over and above other requiremdsitsancially strong

firms are usually, although not always, managerisitong also, hence
they generally make good suppliers. Analysis ofabe¢ sheets and
profit and loss statements can be of immense kandhe evaluation of
vendor’s financial condition.

5) Management

It becomes necessary at times to have insighteoptitential supplier’s
management quality of his organisation, in termspefsonnel, plant
maintenance, staff wages and welfare package. i$hiecause, if an
organisation is well managed, cases like high labounover rate,
industrial unrest which are capable of affectingp@ier's product
quality, delivery performance and service will empletely eliminated
or reduced to the barest minimum.

3.4.2 Post-Selection Evaluation Of Supplier

When suppliers are finally selected and have bdewed to perform
over a period, it is necessary that their perforteanare evaluated for
the purpose of determining their respective capgbih terms of
quality, price, delivery and service. Donald W. [ayband David N.
Burt (1996) reviewed three types of evaluation plathat were
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investigated by the National Association of Puramgadvianagement.
These include:

1) Categorical Plan

Under this plan, personnel from various departmegitshe buying

company maintain informal evaluation records. Thadividuals

involved traditionally include personnel from puasing, engineering,
quality, accounting, and receiving. For each magaipplier, each
evaluator prepares a list of performance factotdichveach supplier is
evaluated against. After the factors are  weighfed relative

importance, each supplier is then assigned an lbwgmup evaluation,
usually expressed in simple categorical terms, sash“preferred”,

“adequate”, “unsatisfactory”. This simple qualitei plan is easy to
administer and has been reported by many firmsetwdyy effective.
The categorisation sample of overall scores is shiowable 5.1

Performance Preferred Adequate Unsatisfactory
Factor

1 Quality 18-20 10-17 0-9

2 Delivery 16-20 8-15 0-7

3 Commercial 18-20 12-6 0-11

4 Technology 18-20 10-16 0-8

5 Management 16-20 10-14 0-8
Target total 86-100 50-85 0.49

Table 5.1 Supplier performance and ranking systemategorisation
of overall scores

To achieve Preferred Supplier status, scores icaa#égories must fall
within the ‘Satisfactory’ and Adequate’ ranges. Afynsatisfactory’
scores will be followed up and reviewed and, if moproved within
acceptable timescales, may lead to deselection.

A guide to classification based on scores is giwéh target scores for
preferred suppliers with whom the company intetodglace long-term
business identified.

2) The Weighted Point Plan

This plan involves giving weight to every perforrsanfactor to be
evaluated and oftentimes, various aspects of gualgrvice, delivery
and price are given weights. For example in oneuanstance, quality
might be weighted 30 percent, service 25, and pfi@epercent. In
another, quality could be raised to 45 percent, ek reduced to 20
percent. The weight selected in any specific Siumatepresents the
buyer’'s judgments about the relative importanceawth factor.
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After performance factors have been selected andhtesl, a specific
procedure performance on each factor must be esquleis qualitative
terms. To determine a supplier’s overall ratingchedactor weight is
multiplied by the supplier's corresponding perforro@a number; the
results (for each factor) are then totalled totgetsupplier’s final rating
for the time period in question.

ILLUSTRATION 1

The following hypothetical case illustrates the qadure. Assume that
the purchasing department of Koriope & Sons Ltds liecided to
weight and measure the three basic performancerfaas follows:

Weight Factors Measurement formula
45% Quiality performance= 100%-percentage of tgjec
25% Service performance= 100%- 5% for each failur
20% Price performance = Lowest Price offered

Price actually paid

Assume further that suppliers anytime performedodsws during the
past month:

Seven percent of his items were rejected for quediason;
Four unsatisfactory split shipments were receiadj vendor Ayim'’s
price was 110 per unit. Compare with lowest offel80 per unit.

The workings below summarize the total performaagaluation for

supplier Ayim

Factor Weight Actual Performance
Quiality 45 7% rejects

Service 25 4 failures

Price 20 =N100

Performance Evaluation

For quality = 45 x (100% - 7%)
45 x (1.00-0.007) = 41.90

For service = 25 x (100% - (5% x 4)

= 25 x (1.00- .05 x 4)

= 25x0.8 = 20
For price = 20 x N80

N100
= 2x 0.8 =16

Overall Evaluation: 41.90 +16 = 77.9%
This example is not the only method available, has it been so
comprehensively dealt with. Some of the more sajglaied

64



HCM 343 MODULE 1

applications can be very complicated. The abovehcavever be used to
evaluate any number of different suppliers whosefopmance is
particularly important during a given operating ipdr Example 2
further illustrates this point.

ILLUSTRATION 2

Arijenimondaru Co. Ltd. divides the purchase of Al television sets
between Kalu and Naaba. He wishes to compare peeiormance with
regard to quality and delivery for two years, 2G0®1 2004. The year
2003 is taken as the base year.

SOLUTION

o Quiality rating

Year Vendor Intake Rejects %Reject
Index

2005 Kalu 2,900 75 2.6
100

2005 Naaba 1,850 45 2.4
100

2006 Kalu 3,400 83 2.4

92

2006 Naaba 2,350 47 2.0

83

Index = For Kalu :- (2006) = 24100 = 92

2.6

For Naaba :- (2006) = 2X100 = 83
2.4

Remarks: In 2006 Kalu recorded an 8% defective nasesupplied rate
(i.e. percentage rejects) while Naaba recordedmedfa 17% reject rate
of total materials supplied in the given year.

o Delivery rating

In a similar way to what was done in respect ddligy performance, it
is possible to keep delivery records, showing slgmi early or late
arrivals, or any variation on the contracted deliverogramme. These
facts can be used to produce a delivery ratingclvimay be applied
either separately or in conjunction with qualityimg. This makes the
whole operation more complicated, and is normaltgrapted only
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where delivery is of vital importance and where thality scheme is
already well established.

Year Vendor Delivery Total Average
Index
Day Late Day Late
2005 Kalu 7 49 7
100
2005 Naaba 15 75 5
100
2006 Kalu 10 60 6
85.7
2006 Naaba 8 24 3 60
Index: for Kalu:- (2006) = & 100 = 85.7
7
For Naaba: - (2006) =100 = 60
5

Remark: In 2006 the performance of Kalu showed &8%4delivery
failure as against Naaba’'s 40% delivery failure natthe give year.

Overall rating:
Assuming that quality and delivery are weighted 4%%d 15%
respectively; the overall rating would be:

Factory Supplier
Kalu Naaba
Delivery 85.7 60
Quality 92 83
Overall index for Kalu = 92 (45) +85.7 (15)
100
= 4140+128%
100
= 5425.5= 54.3%
100
Overall index for Naaba = 83 (45) + 60 (15)
100
= 3735 +900
100

= 4635 = 46.4%
100
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Remarks: Vendor Kalu demonstrated superior perdmga rating in the
year in question.

. The Cost — Ration Plan

This involves the use of management tools or tepgles such as
standard cost, average cost, weighted averageetosto determine or
evaluate the performance of each supplier. Thig typevaluation is
based mainly on the price and cost of rejects arperformance by the
supplier.

All the three of the evaluation plans discussedtegorical, weighted-
point, and cost-ration — involve varying degree sofbjectivity and
guesswork. The Quantitative (weight-point and casibn) remarkably
are deficient in the light of:

1) Wrong impression it gives about its scientdiccuracy while in
effect, they are not more accurate than the assonspbon which
the quantitative data are based.

2) The high cost of collecting the data on which tating are based;

3) Supplier performance is often affected by cirstance outside
the control of the vendor.

In the final analysis, therefore, supplier evalomtimust represent
combined appraisal of facts, quantitative compotestj and value
judgments. It simply cannot be achieved effectivbly mechanical
formula alone.

SELF ASSESSMENT EXERCISE
What objectives should supply market research seakhieve?
4.0 CONCLUTION

An important function of purchasing is the idemt#iion of suitable
sources of supply. The systematic investigation aothparison of
sources, the evaluation and monitoring of perforceasf supply sources
and the development of appropriate procedures wgiipplier are
therefore of importance. In purchasing, supplierse @segarded as
partners-in-progress to the buyer's organisatiomis Tis because
supplier's performance is capable of influencing tbrganisation’s
success. For this reason, selection of supplievedisas evaluating their
performance is an important responsibility of natyothe purchasing
department, but the entire buying company.
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5.0 SUMMARY

Selection and management of the right suppliehéskiey to obtaining
the desired level of quality, on the time and at ttight price to meet up
with the company’'s purchasing objectives and pedici The

management of the supply may however require a@valanning,

forethought and the ability to make some decisioSsurcing in

purchasing has not only gone beyond simply pickirsypplier for each
order in isolation but also as follows:

o It involves continuing relationships, both with faeed source
which are actually supplying goods and services] aith
potential source which may have been passed ovéndgoresent
but are still in the running.

. It involves decisions about how to allocate theilabbée business,
and what terms to do business on.

6.0 TUTOR-MARKED ASSIGNMENT

What are the important supplier — oriented actithias buyers must take
in order to satisfy the performance of sourcingcfion in purchasing?
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1.0 INTRODUCTION

Price is important both to the seller and the buites regarded as one
of the elements in the marketing mix. As it is ugegurchasing, price
is the mechanism for measuring the value of good services in

monetary terms.

1) This definition is consistent with one of the imabjectives of
purchasing which is to obtain value for money droetasions.

2) The definition also enables us to appreciatertthe of price in
the purchasing and supply functions.

For the purchaser however, price is just one ofelleenents taken into
account in making a purchasing decision. Non-pliators, which may
be important, include; delivery, service, reliayili product quality,
terms of payment, location and many more. Valuenfoney therefore
depends not only on price, but on what is providedhe price.
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2.0 OBJECTIVES
At the end of this unit, you should be able to:

o list and explain the importance of obtaining matsrat the right
price

state clearly the role of price in purchasing

describe how buyers obtain prices

highlight and discuss the factors influencing pseging
enumerate the uses and importance of discouneipuainchasing
function

o discuss the issues involved in procurement timiolgcies

3.0 MAIN CONTENT
3.1 Importance of Obtaining Materials at the RightPrice

Obtaining materials at the right price is importantiterally can mean
the difference between a firm’s success or fail\Wiéth the traditional
approach to purchasing, it is easy for the impaeaaof pricing to be
over-looked. For instance, in traditional purchgdimeory:

(1) Itis frequently stated that price may be lomh@h, what matters
most is service and delivery reliability. Or rather

(2)  Price is not the major consideration in makmgchases; rather,
the main concern is the continuous flow of matsrétlall cost.

This traditional attitude is loaded with massivepiiwations, the most
obvious of which are;

1) The danger of collusion to buy goods and sesviae high or
inflated price;

2) The danger of buyer developing inertia or uringihess to
investigate new and cheaper sources of supply;

3) The possibility that the cost-saving functionpefrchasing may
be totally ignored or abdicated.

These implications are all together very detrimetbathe corporate
financial position.

Purchasing should ideally aim for the right prit@s is a price, which
gives the best value to the organisation, takinglityy delivery and
relative urgency into account. This may not alwhgsthe lowest price
available, but the one, which represents the balsievover a period of
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time. Professional buyers commonly interpret tightriprice as one that
is fair and reasonable to both the buyer and seller

3.2 The Role of Price in Purchasing

As a monetary phenomenon, Fajemilua (1997: p.88)dithe following
five roles price plays in the purchasing cycle:

1) It is the basic unit for measuring and assessihgrofactors
(such as quantity and so on) which influence theslpasing
decision process;

2) It provides the yardstick for comparing supplieqisotations
and assessing the relative value of their service;

3) It is the basis for costing store issues; evalgatstock
balances damages for losses in a storehouses

4) Price is used for costing, purchasing and supplgratmpns
with a view to evaluating performance.

5) It provides the yardstick for the application of shestock-
control techniques.

3.3 How Buyers Obtain Price
The methods of communicating price will vary accogdo:

1) The nature and complexity of the purchase; and
2) The manner in which it is being dealt with, tigteither by an
individual consumer or an industrial buyer.

Two broad categories of methods are however disduss this text.
And these are:

3.3.1 General Methods

Some of the general methods used in price detetiminsa are as
follows:

1) Haggling: This is the traditional method and it is used ryain
making purchases for private consumptions. The otkdalls for
bargaining and usually, the selling price is betw#® range of
prices, which will satisfy both the seller and theyer.

2) Auctioning: Here, an auctioneer puts an article on sale altl ca
for bids. The prospective buyers then make thefiersf In the
end, the article goes to the highest bidder. THamgerice of the
article will therefore depend on the keenness efalyers to buy.

3) Fixed Pricing: Many sellers may not want their customers to
haggles on price. Rather, they prefer to fix priaesvhich they
think they can sell their goods. This is the metlisdd for the
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4)

purchase of goods in most supermarkets and retaies
However, the seller cannot fix price and at the esatime
determine the quantity to be sold.

Demand and Supply Approach: According to the micro-
economic theory, the buyer on the one hand willagkvbuy
more at a lower price than at a higher price argpkers on the
other hand will always supply more at a higher griban at a
lower price given that all things are equal. Theildgyium price
of a commodity will be fixed at the point where tfagces of
demand equate the forces of supply.

3.3.2 The Industrial Buyer’s Approach

The professional buyers determine the purchasee prficgoods and
services using a number of methods. The more commethods
include:

1)

2)

3)

4)
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The Use of Published Price Lists:Price of many industrial
goods and services are frequently published in papers, price
catalogues and trade journals. An experienced hiyes his best
to keep abreast of published price lists or gagwite and makes
use of such price information in the procuremengobds and
services for his organization.

Contact with Salesmen:The professional buyer is placed in a
unique position to meet and interact with salesfinem different
supplying firms and organisations. Through thiscdssion with
such salesmen, the buyer becomes conversant witbntyrices
of industrial goods and services.

Quotations: The commonest method used to determine
purchasing prices is by inviting quotations frone fbrospective
suppliers. The quotation obtained are comparedaaadysed to
determine the most advantageous offer.

Tendering: This can be an open selection depending on the typ
of purchase or policy of a particular organisationder the open
tendering system, as many suppliers as possibleusvally
invited through public advertisement to tender tioe required
goods and services. The selective tendering syeteitme other
hand does not permit open competition. Only a feypsers
specialising in a particular field are selected amvited to submit
tenders in their area of specialisation. The tehdebmitted are
collated and evaluated for the purpose of detemgiraward
prices. The tendering system is very common witliegoment
establishments. Such departments usually set upmatee
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known as Tenders Boards for the purpose of opetengers,
evaluation and fixing prices.

5) Negotiation: In this case, it must be noted that price is het t
only subject covered by negotiations. Even thougkepis a
major consideration in all negotiations; other dastsuch as
quality, quantity, delivery schedule and service aegotiable.
Negotiation is a complex process which requiresessimategies
and tactics for its success.

3.3.2 Factors Influencing Price Setting
Many factors influence price and pricing strategyd aoperate at the
environmental, organisational and strategic lew¢lany business firm.

Some of those factors as identified by Needle (19@2 230-232) are
dealt with here under the following headings

1) Cost

A useful way to consider costs is according to Wwaethe sum is fixed
or variable.

Fixed cost is the sum total of costs that do noange when
organisational output increases or decreases.

Variable cost is the total of those costs, whiclange when the
organisational output change i.e. expenses fomnaterials.

A business firm wishing to make a profit must use tost of making a
product or providing a service as an important asat in setting its
prices.

2) Consumer Behaviour

The price of a product may well be related to waatonsumer can
afford and what he is prepared to pay. These mauve related.

a) Income levels;

b) The consumer’s perceptions of quality and valuexoney; and
C) The consumer’s budget for a particular purchase.

3) Economic Factors

Price is related to the economy in a number ofed#it ways, all of

which have a potential impact on an organisatiqmising policy. The
affluence of consumers will have an obvious infeeeion their level of
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budgeting, and regional variations in consumerffuafce may produce
differential demand, especially for certain luxutgms. The role of the
state in managing the economy may affect both densard prices.
During the periods of high inflation, the governmeray well introduce
measures to control prices.

4) Competition

Many business firms price their products by refeesto an existing
market, basing their price around that offered pmpetitors for
products of similar features and quality. When puevailing market
condition is keenly competitive, the demand for @sibess firm’'s
product is perfectly elastic that is, the firm cll its products only at or
near the market price.

5) Management Goals

The price of goods is often related to the extenvhich management
wishes to optimize profit. The desire of a groupr@nagers for a larger
market share for their products may result in a jmice strategy to
build up demand.

6) Organisational Size

The size of an organization may give it market poamd the ability to
manipulate market price. This is especially true few sellers or
Oligopolies 6ligos means few in Greek). A major fast food chain such
as Mr. Biggs is able, because of its purchasing ggoand stock
turnover, to insist on large price discounts frasnsuppliers.

3.5 The Use and Importance of Discounts in Procureemt

Industrial purchases are usually subject to casiget and quality
discounts. Procurement agents and buyers must loeouthly
acquainted with these discounts as they applyd@tiichases that they
are making — and with the legal aspects of samehrieally;

A discount is a percentage variation to the nompmigle. It involves the
offer of reductions (differentials) from a basecpriand must also be
considered when price policy is being determined.

By using a system of discounts, sellers can mottié prices without
having to set new list prices.
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3.5.1 Types of Discounts

The criteria for supplier discounts are many andaty be an exercise in
futility to attempt to identify and describe all tfem. The following are
however the most usual forms:

1) Trade Discount

The trade (also sometimes called functional) dist®uare price
reductions given to various classes of buyers arsfrilstors to
compensate them for performing certain marketingctions for the
original seller (the manufacturer) of the produ@tdinarily the amount
of a buyer’'s discount depends upon whether he wghalesaler, an
industrial purchaser, or a retailer. Discounts lamest for the retailer
and highest for the wholesaler.

2) Quantity Discounts

The quantity discount is offered on the basis ¢ #mount of the
commodity purchased. These are price reductionsngio a buyer for
purchasing increasingly larger quantities of maitsri Quantity
discounts may be cumulative or non cumulative treseexplained as
follows:

Cumulative quantity discounts are based upon purchases made from a
single source during a prescribed period of timehsas six months.

Non-cumulative discounts, which are more commorphapnly to a
single purchase.

Quantity discounts, whatever their form, offer déé advantages.
From the manufacturer's viewpoint, the following vadtages are
notable:

1) They encourage purchasers to buy more frequémthy a single
vendor,

2) They stimulate larger order, and

3) They result in increased production units, sin@duminous
production is made possible by the increased demand

From the buyer's viewpoint, quantity discounts advantageous
because:

1) He is able to buy at lower net prices.

2) The ultimate consumer and the industrials corsaralso benefit
from the decreased price level that results.
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Quantity discount also have disadvantages.

1) Producer: overestimating the savings that may result from
obtaining a large order, may allow too much dis¢oun

2) Moreover: small-scale buyers may resent the fact that laveer
prices are offered to large-scale purchasers.

3) Cash discounts:A cash discount is offered for payment of bills
in advance of the due date. Most business trawosectirom
manufacturer to different classes of buyers aredeoted on
credit terms. The length of time allowed for paymearies
considerably and payment in practice is often delayeyond the
duration of the officially stated credit terms.

4) Seasonal discountsBBased on the seasonal nature of some
products (primarily consumer products), their proghs
commonly offer discounts for purchases made indffiseason.

A seasonal discount is thus offered to stimulate gbrchase of
seasonal goods during “off-peak” period. The OBJBES
ARE to;

(@) Move the seasonal produce of the seller out othause
and,

(b) To maintain a move balanced production throughbat t
year in order to reduce overhead costs

5) Geographical differentials: These are price variations offered in
relation to distance from supply base e.g. newdeévery.

6) Special discounts:Many discounts fall within this category.
They are special discounts made available by vendar
suppliers only by exceptional and special or terapor
circumstances.

3.5.2 Use of Discounts

From the foregoing discussion, it may be summarthetl discounts are
offered for four main reasons:

(1) To obtain prompt payment

(2) To change prices without reprinting pricedist
(3) To give special terms to special classes afocnsr
(4) Toinduce customers to buy large quantities.
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3.6 Procurement Timing Policies and Inventory
Management

One of the primary roles of purchasing is to ensadequate supply of
materials and components of acceptable quality h@ most cost-
effective manner. The procurement function has esinealised the
existence of the numerous problems affecting aertammodities and
the characteristic of such markets. Purchasingefoer, faced this
situation must formulate fundamental policy deagision either;

. Buying for the purpose meeting immediate needs;

o Buying according to the dictate of the markets.

1) Buying for Immediate Requirements

This type of policy stipulates that materials areought into the

organisation only when the need arises. This adtigplies that more

emphasis is placed on inventory levels rather thraprices of materials,
since commodities are subject to price fluctuation$orces of demand
and supply. Buyers take the advantage of loweeprio stock goods in
excess of their immediate requirements.

This policy option therefore, requires that, pus#gmcan only be made
regardless of whatever the selling prices ardjetiime of purchase.

2) Buying according to the dictates of the arket.

This policy option takes into consideration the kedisituation affecting
prices of goods such as seasonal fluctuation, borecof the market.
Buyers that select this option may have chosen dmtwthe following
market activities:

(&) Hand-to-mouth buying
(b)  Speculative buying
(c) Forward buying.

(a) Hand-to-Mouth Buying
This is the practice whereby buyers engage in lguyinsatisfy
immediate requirement especially when prices arsidered to
be high. It is a policy frequently used in difficetading periods,
or when a company wants to conserve its finanesburces. The
principle is to buy exact need and save moneyerdtian buying
in excess of immediate needs when prices are high.

(b)  Speculative Buying

This practice involves buying in anticipation oftdte rise in
prices. If the price of certain commodity is knotenbe capable

77



HCM 343 PROCUREMENT & SUPPLY MANAGEMENT

of unexpected fluctuation or the availability othilcommodity is
not certain, speculative purchase of such commonliyy be
considered prudent. This type of buying therefoedens to
buying in excess of immediate requirements in otdetake the
advantage of lower prices or unforeseen scarcity.

(c) Forward Buying.
This is the practice of buying materials in excedscurrent
requirement, but not beyond the actual foreseeaojeirements.
The objective of forward buying policy is to takare of well-
defined production requirement, especially in aaibn where
materials scarcity or price increase is foreseeabline nearest
future. Some of the advantages of forward buyireg ar

1) It enables the buyer to know the production obsin item
before they embark on the production activities;

2) It also reduces the risk of inadequate delivarg period
of materials shortage or scarcity.

SELF ASSESSMENT EXERCISE

State the general methods used in price deterramati
4.0 CONCLUSION

Obtaining materials at the right price is importdbtiterally can mean

the difference between a firm’s success or failuFbis is a major

responsibility of the purchasing group. Many fastmfluence what is a
right price; even though it is hardly possible tomprehensively discuss
this. But this clarification must be made becaukée erroneous idea
that the price level is of little importance in usdrial buying decision-
making process. With the traditional approach tecpasing, it is easy
for the importance of price to be over-looked.

Purchasing should ideally aim for the right pridas is a price which

gives the best value to the organisation, takingliy delivery and

relative urgency into account. This may not alwhgsthe lowest price
available, but the one, which represents the basievover a period of
time. Professional buyers commonly interpret tightrprice as one that
is fair and reasonable to both the buyer and sdlafortunately, no

single set of pricing principles or criteria exist calculating precisely
what constitutes a fair and reasonable price. Tgia price from one

vendor is not necessarily the right price fromatlier vendors, at either
the same or at different points in time. To detaerihe right price, for
any specific purpose, a number of constantly chapgiariables and
relationships must be evaluated.
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5.0 SUMMARY

Price is important both to the seller and the bujpet it is regarded as
only one of the elements in the marketing mix. Asisi used in

purchasing, price is the mechanism for measuriegviddue of goods
and services in monetary terms. As stated eatherright price is not
always the lowest price available. The purchasingug may have

occasions to suspect a low quotation particulatigre:

(1) It may entail reduction in quality and servieeels or;
(2)  Where it may lead to right final costs in thele

Whether a particular price is to be considered rigat one or not
depends on the situation.

There are times when a low quotation may resulinfra@ deliberate

action of a particular supplier. The buyer mugetadvantages of such
pricing opportunities after satisfying himself thiae low prices are not
designed to reduce quality and  service levels. @& other hand,

market condition may justify buying at a high prineorder:

(1) to avoid buying at anticipated higher pricasia
(2) similarly, such a high price may reflect thegerior quality and
services level of the vendor, which cannot be comised.

It therefore follows from the above that the buyaust be thoroughly
familiar with market gimmicks.

6.0 TUTOR-MARKED ASSIGNMENT

Summarise the reasons for offering discounts iclpasing.
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1.0 INTRODUCTION

Like other key management tasks, procurement hpects that are
concerned with operational activities (day-to -dayith tactical matters
(medium term-perhaps up to one year), and withegjra issues (long
term). Management is a process or activity, whigkes place at all
levels in an organisation. It is not carried outyoby people with

‘manager’ in their job title. Departmental headspervisors, foremen,
bishops, presidents or even Boy’s scout leadgreaforms managerial
function; although obviously not all of the samedyor of equal

importance. It is the task, which a person perforwisich is of

importance, not the job title. Hence, managers wao¢hey may be,
tend to have the same set of functions in an osg#ion. The task of
managers is to get results through their suborémarhis he does by
planning, organising, directing and controlling. ek activities are
called management functions, because they ideriiyadly what

managers do. These managerial functions are g@nerahsidered

central to a discount of management by authors.

2.0 OBJECTIVES
At the end of this Unit, you should be able to:

o Define planning and apply planning steps to yowcprement
activities
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o Discuss and state the implications of budgeting pmethasing
research activities to the purchasing function.

3.0 MAIN CONTENT

3.1 The Planning Process and Techniques for Matelgm
Management

The purchasing department must have a plan foryiogrrout its
activities. In fact, managerial efficiency startghaplanning. Without a
plan, purchasing will be carried out in a stab-amdb opportunistic
manner, and the department may be very much owvkstbduring some
months and be relatively without much work for teet of the year. The
first function of management is therefore, the d@waent of a series of
plans that establishes the framework within whigtuife activities will
be conducted. Every managerial job demands thainjplg be done
before the other functions of management are egdcut

Planning, simply put, is a decision-making proceeg pertains to the
future. It involves all activities leading to theriulating of objectives
and deciding upon the means of meeting them. Aulsebrking
definition of planning is given by the Charteredstitute of
Management Accountant (CIMA) as:

The establishment of objectives and the
formulation, evaluation and selection of the
policies, strategies, tactics and actions
required to achieve these objectives.

Every planning process practically speaking attetgptanswer such
guestions as;

What action should be taken?
Why should the action be taken?
Who shall take the action? and
How shall the action be taken?

Planning is not an end itself, its primary purpaseto provide the
guidelines necessary for decision and resultingoacthroughout the
organisation. Planning is done on both the formal iaformal basis and
the planning process uses information from both ifernal and
external sources. The plan is the net result opthening process.

A plan is a predetermined course of action aboudtvilas to be done to
achieve an objective.
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At the beginning of the year, the purchasing depant must determine
what to buy and when. It must have time-schedulesaaprogramme for
purchase. In purchasing, time is so essential. ah glan be simple or
complex. It can cover the short-term or the longte

1) Long-term or Strategic Plans.

These are plans designed by top managers to meatloeve the
company —wide or corporate objectives. It involadsnger time period
say two —to- five (and in some cases longer) yaars relies on more
unreliable long — term forecasts.

2) Short Range or Operational Plans

This shows how strategic plans will be implementedday-to-day
activities. Operational plans thus cover some fonel areas such as
production, marketing, finance etc. and periodswto a year and such
other situations that are likely to come up monthlyeekly and
sometimes daily.

3.1.1 The Planning Steps

Regardless of its complexity, most planning cardbee in a relatively

simple series of steps. Hence, managers wouldwo#lesentially, the

same process or step in any thorough planning aibeof the steps are
however easily accomplished, but in practical terthe series of steps
are of general application. Koontz et al (2000spreed the steps which
constitute the rational decision — making processdlude:

1) Discovering an opportunity to exploit or problémnsolve
(2)  Establishing (planning) objectives

(3) Determining and, or considering planning presis

(4) Determining alternative courses of action

(5) Evaluating the alternative courses of action

(6) Selecting a course

(7)  Implementation

(8) Planning review (control).

3.2 Planning Techniques for Materials Management

In preparation for each new fiscal year, most figoastruct a company-
wide annual operation plan. A forecast of the scapé magnitude of
key functional activities is the starting point fi@velopment of the plan.
In a manufacturing firm, this is the sales forecdste sales forecast is
then translated into an aggregate production ptehrmaster schedule,
taking into consideration finished goods inventdeyels as well as
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desired in — i.e. process inventory levels for gpeitems. All materials
planning subsequently flows from the preliminarystea production
schedule. Materials managers apply the basic césmcep planning
techniques, formally and informally, in making a Itiiude of daily
business decisions. Dobler D.W. (1981) identifiend aextensively
discussed three widely used techniques in matepiaisning, namely;
budgeting, purchasing research and network anabse planning.

3.2.1 BUDGETING

Budgets are one of the traditional planning androbmools of business
and are used in organisations of all types. A budgey be defined as a
financial plan showing anticipated income and exitteme for a period
of time, for the purpose of attaining a given ohbjx CIMA
specifically defined a budget as:

A plan quantified in monetary terms, prepared and
approved prior to a defined period of time, usually
showing planned income to be generated and/or
expenditure to be incurred during that period and
the capital to be employed to attain a given
objective.

Budgets are usually prepared for both individugbatements and the
business as a whole. The basic concept of the budg® balance
expenditure with income. The budget should help usnsthat
expenditure is not exceeding income on an ongoasishit is once — a
year exercise. A well-prepared budget helps managerm several
ways. Perhaps its primary functions are to;

(1) Serve as a guide in planning financial operetiavithin the
company.

(2) A second purpose is to establish limits for atépental
expenditures.

(3) A third purpose of budget is to act as a caowting device
among the various functions of the business.

(4) A fourth purpose of budgets is that of control.

All department heads typically prepare a budget tloeir area of
responsibility and submit it to the controller. Angpany budget, thus,
typically composes of numerous sub-budgets, easlertw specific
departmental operational activities. This is graply illustrated in
figure 7.1 below:
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Figyre 7.1: Major constituents of a total company bidget.

Materials are however, pr
materials budget and their ré

1) PURCHASE (MATERIALS) BUDGET
The purchase budget is based entirely upon thes sald production

budgets. In theory, the purchasing function exti@es (i.e. work out)
materials requirements from the production budgejepts prices and

Total company budget| w

ith twodgets the
ating budgets.

thereby phasing deliveries in accordance with pctidao schedules. The
implication is that detailed preparation of annuaterials budgets is
therefore realistic only for those products whosles can be forecasted

with reasonable accuracy or for materials thatumed in a variety of
products whose aggregate demand can be forecasted.

When purchasing budget is to be expressed in teymsaira, the
purchasing manager is normally called upon to supgphke budget

department with two types of information:

I. Estimates of materials prices during the coming,yaad
il. Plans for the specific timing of purchases.

Timing of purchases is vital in respect of cash aggment, which
needs to control the amount to cash required dugench period. The
task of estimating price trends however requires ¢bnsideration of

many things including;

a) Political or economic factors, or domestic, whiclaymaffect

price;
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b) Comparative currency changes and levels of infaitiopertinent
countries;

C) Possible changes in import duties, transit andrarste charges,
etc. as they affect from overseas;

d) The position of long term contracts as regardsifipaces;

e) The supply position of materials and componentselation to
overall demand,;

f) Lead times and the potential effects of having uechbase from
more expensive alternative sources in the evefailofe.

2) THE DEPARTMENTAL OPERATING BUDGET

This budget is essential for the effective planniagd control of
departmental operations. Along with other depantiae heads, the
procurement manager makes periods. This is estiohtthe costs,
which will be incurred during the budgetary peridkhis estimate is
usually produced annually and will include;

(1) Total departmental salary bill

(2)  Total expenses for the period

(3) Total cost of departmental supplier; and
(4) Capital expenditure.

Without doubt, costs vary widely among firms. Howgwsmall business
organisation pay more over every naira value pwehmade to operate
their purchasing departments than do large firnmg, @perating costs
tend to be higher among durable goods producens #maong non-

durable goods producers.

3.2.2 Purchasing Research

In the planning stages, most purchasing actiongiregertain research
investigations. Because he is confronted with neeremuunknown facts,
an industrial materials buyer cannot make an etdiggd purchasing
decision until these unknown areas are explored.féimal purchasing
research concept recognises the need for generatidganalysing a
sizable amount of detailed data when planning peroent operations.
If the required data is available or can be dewdogffectively in other
existing departments, the job of the purchasingassh group is to
obtain such information and organise it for usepurchasing. If the
information is nowhere available with the firm, ig¢ the purchasing
research staff's job to generate it. Hence as eaegn purchasing
research has been defined as:

The responsibility concerned with the process of
obtaining, organising, and interpreting data,
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which facilitate procurement planning and hence
improve the total materials management
operation.

A formal purchasing research programme serves gsoaurement
planning tool. The general objective of such a pmogne is to
undertake in-depth investigations, which improvealtgorocurement
performance and increase the function’s contrilbutio company
profits. Operationally, the purchasing research kwocan be
accomplished in several ways.

(1) Some company’s purchasing and supply deparsnerdlude
these activities as parts of a senor buyer’s job.

(2) In a majority of the more progressive firms,wewer, this
purchasing research work is assigned to a groupstaff
specialists who specifically trained in these atés.

Lanner Lee Jr. (1981, p. 388) listed a number oWvebged
classifications of purchasing research staff fuumdj which has since
been adopted by numerous firms. This includes;

(1) Procurement planning

(2) Research on purchased materials
(3) Research on the purchasing system
(4)  Special projects.

(1) Procurement planning

This involves the study of the company’s short komg)- range materials
requirement and a determination of acceptablealgsttives.

(2) Research on purchased materials

This involves both economic and technical invesioa In the

economic area, forecasts of general economic dondiare made, and
studies of the industries and commonly markets amnelertaken.
Technical investigations primarily focus on two prajprogrammes,
which are frequently conducted on a company-widasbamake- or buy
and value analysis.

(3) Research on the purchasing system
This research classification involves studies ohimistrative problems.
Specific activities include the analysis of suchngs as policies,

procedures, reports, organisation structures, jopécication, wage
payment plans, and so on.
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(4)  Special projects.

This is often a fourth area of informal purchasiagearch activity. Staff
assistance is frequently needed to study a mudtitfdspecial problems
that arises in areas such as inventory managenmnafiic management,
quality control, and vendor relations, for example.

3.3 Procurement and Record Keeping

The procurement department is obliged to maintacomplete set of
records regarding the operations and activitiethefdepartment. Good
record keeping is germane to the achievement ofptirehasing and
inventory management objectives, of making avadabeé right product,
in the right quantities, at the right time, in thght place. The file of a
purchasing department thus contains an endlessdlmperational data.
The information stored will include details of tfelowing:

(1) Suppliers’ past performance and evaluatiorhefrt. Technically
this is a record of closed orders.

(2)  Current price of goods and services requirethiyorganisation.

(3) Copies of orders, contracts and current agregmneAll buyers
need immediate access to information concerningsthtus of
their outstanding orders.

(4) Specification and standards as set by thedeggrtment.

(5)  Supplier Record: To provides quick access formation in a
single record file. A separate card or computangntained for
each major supplier. In this record is recorded #Hugress
telephone number, and the name of personnel toacbrn
specific matters of inquiry.

(6) Contract Record: Today, most firms are purat@sin increasing
number of items on a long-term contractual basisuch cases,
it is usually convenient to consolidate all contsain a separate
file.

(7)  Progressing data for outstanding

3.4 Handling Orders

In procurement, various types of orders exist. Ti@pends largely on a
number of factors such as:

(1) The nature of the business;

(2)  The characteristic of the various materialsdeeke

(3) The market structure,

(4) The quantity required of each item as well lzes frequency of
need. For this reason, the various types of order<lassified as
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follows, depending on the circumstances surroundeagh
requirement.

(1) Small Orders

Small orders are a perennial problem in every asgdion and a serious
problem in some. Recent research evidence has shbain most

companies’ expenditure is on small orders thatharely more than ten
percent of their annual materials expenditure. Meey nature of

business requires the purchase of many low-vakrast Small orders
are however not only costly to the buyer but atsthe seller. Various
methods are nevertheless in use by managers tanmeithe small-

order problem.

(2) Rush Orders

Purchasing basic responsibility is to its intermaistomer, i.e. the
various departments in an organisation. In serviagcustomers, the
concern is to develop an orderly and systematipabf operation that
efficiently utilizes the resources to that orgatima This situation calls
for approaches to deal with the problem of handi&ngergency needs
that inevitably arise in any business operation. ckkar, special
procedure for processing rush requisition in aljamisations. Rush
orders always cost more than if they were handkedugh the normal
purchasing system. High prices are frequently pbetause rush
purchases are not as thoroughly investigated asethandled in the
normal routine. To discourage the incidents of rostlers that arise
because of poor planning, David N. Burt (1996p. 7P)esented three
approaches that have proved successful overtime.

(1) The first involves a concerted effort to coaralie the activities of
the user departments and purchasing.

(i) A second approach is to reduce unjustifiabéguests which
require the requisitioner to obtain approval fromganeral
management executive for all emergency requisitions

(i)  The final approach assesses the requisitigrdepartment for a
predetermined service charge for each emergencyisiggn
processed.

(3) Centralised Stores System
A store system is the first approach typically udedreduce the

frequency and volume of small-order-purchasing vagti When
experience shows that the same supply items areremdin small
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guantities time after time, the logical solutiontasorder these items in
larger quantities and place them in a centralidete sor inventory for
withdrawal as needed.

(4) Blanket orders

A blanket order system is designed to solve thdlprmo a company’s
inability to carry thousands of items as inventqugt like a central
stores system is designed to solve the small gnadaiem only for items
that are used repetitively.

o On the basis of careful analysis of past purchaties,buyer
determines which materials should be handled thrdoignket
orders.

o After bidding or negotiation, the buyer selectaup@ier for each
items, or family of items, and issues a blanketeortb each
supplier.

. The blanket order typically states that all requeats are to be
delivered upon a receipt of an order from the bugerother
authorized person.

o On receiving a requisition for one of the materialse buyer
merely sends a brief order form to the supplier.t@nrelease or
order form are noted the blanket order numberjtéra number,
and the quantity to be delivered.

The blanket order system offers a number of adgasta

1) Clear reduction in the issuance of purchasersrdad clerical
work in purchasing, accounting and receiving.

2) It releases buyers from routine work, givingrnthenore time to
concentrate on major problems

3) It permits volume pricing by consolidating andowping
requirements.

4) It develops longer-term and improved buyer-sigopl
relationships.

Blanket order system nevertheless requires adedguiateal control to

function effectively. Absence of this control elemhecan encourage
petty fraud and poor supplier performance.
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The elements essential to effective control are:

I. A numbered purchase order
il. A record of authorised delivery releases.
iii. Bona fide evidence of receipt of the materials.

In spite of the several benefit of this method ahdlling orders, the
blanket order has not enjoyed popular applications business
organisations.

5) System Contracting

As the name implies, system contracting involvesdbvelopment of a
company-wide agreement, often a one to five yeauirements

contract, with a supplier to purchase a large gr@ugamily) materials.

It can be viewed as an extension and more sopdiisticdevelopment of
the blanket order — purchasing concept. Estima@ge is usually
included, along with a fixed price for each itendamn agreement by the
supplier to carry an adequate stock of each itermeet the buyer’'s
needs. Various types of supplies and commonly ¢iperaquipment,

typically purchased from distributors, are the mate most often

covered by these types of agreements.

6) The Telephone Order System

Most companies now use a telephone or fax ordesystem to reduce
the paperwork associated with small — order puiogasnder this
system, when the purchasing department receivesjasition, it does
not prepare a formal purchase order. Instead, tderds placed by
telephone or fax, and the requisition is used enréceiving procedure.
This system goes one step further in the eliminatib paperwork; the
firm’s suppliers send no invoice for telephone pases.

7) Electronics Order System.

A number of electronic communication systems culyeare available
to transmit materials purchase requests withouimngriorders or talking
on the telephone. One particular approach thatvedols the internet
and electronic commerce.

Meaningful studies and research findings have shthan the internet
and e-commerce have become a vivid representativre business
parameters today around the world. There is norerméndous amount
of activities as companies begin to set — up tleistomer service
functions on the internet. The system is partidulapplied to the

purchase of repetitively used items whose recuronugrs can be placed
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using the same input source. Clearly, the use daflactronic ordering
system requires a blanket order or similar contiichrrangement with
the supplier.

8) Petty Cash System

Most firms today use a petty cash fund for makimgals onetime
purchase. For this purpose, many firms defined Isasalindee=N\20,000.
it is often less expensive for an individual userbuy minor items
personally and pay for them a petty cash fund tihas to buy them
through the conventional purchasing system, anffiaency that may
arise because of lack of buying skills is morentbampensated for by
the administrative saving resulting from not pigca purchase order.

3.5 A Computerised Materials Management System

Dobler and Burt (1996) argued that when a systeoomputerised, the
basic activities of the procurement process rereasentially the same
as when the system was operated manually. The szgoeds that are
maintained in a manual system are stored in disame files that are
readily accessible to the computer Central Proogssinit (CPU).
Although, the specific format and data contenty\eamong systems, the
records readily available to the computer for digpbr processing
typically are:

1) Open Order file

2) Order /Parts behind schedule file
3) Supplier Record file

4) Material (commodity) record file
5) Inventory Record file

These computer files usually contain the same ldetadata (and
perhaps more). Every company that automates itermak activities

utilises the computer in a slightly different manrihe data inputs vary
from firm to firm, as do the desired data outpu@enerally speaking,
however, the basic materials activities, which barperformed well by
a computer-based system, are the same in all CHsissSncludes:

1) Maintenance of inventory records

2) Computation of order quantities

3) Preparation of purchase requisition for invepitgms

4) Preparation of purchase orders

5) Distribution of accounting charges

6) Automatic preparation of follow — up charge

7 Position of delivery records, by part and byHigw

8) Auditing of invoices and preparation of checésgayment.
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Three types (and sizes) of hardware (this is a chengerminology for
the machines and equipment that make up a compcéingge) are used
today in computer — based purchasing operations.

The first is alarge mainframe system that the purchasing department
shares with most other operating units in the asgdion.

The second type of system frequently found in pasalg departments
today is built around the use of ndamputer. As its name implies, the
mini is simple, a miniature version of large maamfre units. This type
of system frequently (but not always) is dedicafed use in the
purchasing and materials management activities loé ftfirm.

Operationally, this system functions much like ainframe system,
usually with better accessibility but with reducadmory and capacity.

Finally purchasing and supply operating system ome firms,
particularly smaller companies, are often handlekgaately by a
network of micro-computers (PCs) that constitutechasing own free
standing system.

In all these systems, authorised personnel commatenatirectly with the
computer database through the terminal for purpo$esntering and
recalling data, as well as performing calculati@m& other machine
processing activities.

3.5.1 Advantages of a Computerised Purchasing and &terials
Management

There are several advantages of automatic purahasine materials
management system, all of which would have to lilg fitilised if the
cost of operating a computer system were to bdigdthese are:

1) Increased quality of the information producedcduse of the
computer’s ability to update procurement recordsie@diately.

2) Enhanced accuracy and timeliness in handlingelarolume of
repetitive data. Because of its speed, a compedar supply
virtually instantaneous reports which otherwise Imigake a
small army of clerks weeks to prepare and update.

3) Purchasing management has been able to imptev@Eanning,

staffing and controlling ability through the effee use of
computer systems.
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4) Reduction in Labour Costs: A computerised prement and
materials record system will require less stafhtadarge manual
system, which would employ dozens of clerks andestipors
constantly attempting to update the records.

5) With automated materials management system, geamant has
more time to concern itself with its planning horz

3.5.2 Disadvantages of a Computerised System

1) Computer systems can be very expensive, whighprahibit the
smaller companies from adopting this type of system

2) Computer control systems are only as good astdféoperating
them and the data processed and fed into the cempBadly
trained staff or faulty documentation will not behsed by
installing a computer.

3) A major breakdown in the computer could causaoshin the
system and in the company’s operational activities.

3.6 Ethics in Procurement

In many respects, ethics is far more importantoiiat’s procurement
environment than it has ever been in the past. 4sebefore there was
adversarial relationship between buyers and sugpli@day there is

partnership. Procurement chain or circle manageneerthe reason

behind this change, and it is a process which regua high level of

trust in order for the partnership to work to thatoal benefit of both

the buyers and sellers.

Ethics has more significance to purchasing perdowhe deals with

many suppliers, evaluate them and award them adstrAttempts will

naturally be made to seek favour with him and,whshe is subjected
to temptation day in and day out, it becomes inperatherefore, that
all public and private sectors’ purchasing persbnhe entirely

cognizance of the necessity for ethical behavitiuakes only slightest
limit of impropriety to cause doubt on behaviourhather through
perception or an actual event.

As a concept, ethics simply means what is righhidst involves
learning what is right or wrong and simply doingNtany philosophers
consider ethics to “be the science of conducthidsthas therefore been
broadly defined as: “Standards of conduct thairdistish between right
or wrong, good and bad, virtue and vice, justice iajustices.”

Purchasing from the layman’s definition simply medme act of buying
or to acquire. Ethics in purchasing means whatghktrin the act of
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purchasing. It implies the various dos and dontsthe purchasing
profession, which has to do with one’s behaviourd @onducts in
purchasing practice.

More specifically, purchasing ethic has been defiag ‘Concerning the
rightness or wrongness of actions taken by purogagirofessional
while pursuing the business goals of his or heaoigation’.

Purchasing ethics primarily concentrates on whatths correct
behaviour of a purchasing professional as he paddiis duties dealing

with the acquisition of goods and services in orierhis company to
produce a product or provide a service.

3.6.1 Division of Ethics

Ethics in procurement is divided into values, nomrmnsl rules conduct.
These are further enumerated below:

a) Value

Value is this context is used to mean moral or ggsibnal standard to
behaviours in purchasing, and this includes:

(1) Honesty/Integrity

(2) Responsible management

(3) Serving the public interest

(4) Professionalism

b) Norms of Ethical Behaviour

In procurement, the following standard or patterisarial behaviour is
expected among the professionals:

1) To consider first, the interest of one’s orgah in all
transaction.

2) To strive for increased knowledge of materiald processes of
manufacturing.

3) To participate in professional development pangmes.
4) To subscribe to and work for honesty in buyingd aelling.

5) To accord a prompt and courteous receptionltetad call on a
legitimate business mission.
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(6)

7

8)

9)

10)

c)

To abide by and to encourage others to prathiegrofessional
code of ethics of the Nigerian Institution of Puasing & Supply
Management (IPSM) and its affiliated institutes @andporations.

To counsel and assist fellow purchasers in tadopmance of
their duties.

To cooperate with all organisations and indigilduengaged in
activities, which enhance the development and stgnaf
purchasing and materials management.

To be receptive to competent counsel from onelleagues and
guided by such counsel without impairing the resdahty of
one’s office.

To buy without prejudice, seeking to obtain thaximum value
for each naira of expenditure.

Rules of Conduct

In applying these rules of conduct, personnel iwedlin purchasing
should follow the guidance set out below:

(1)
(2)
(3)
(4)

()

Declaration of Interest

Confidentiality and Accuracy of Information
Competition

Business Gifts and Hospitality

To preserve the image and integrity of those inedlvin
purchasing and the profession. Business gifts dtrar items of
small intrinsic value should not be accepted.

Environmental Issues.
Anyone involved in purchasing should recognise rthei
responsibility to environmental issues consistenthwtheir
corporate goals or missions.

SELF ASSESSMENT EXERCISE

Highlight the series of simple steps involved instnplanning.
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4.0 CONCLUSION

It is important to emphasis that in many organisej purchasing is a
primary function and therefore a key influence ba business. In other
words, there is a necessary requirement to buyrrate@nd equipment
in order to produce, and without those purchasedtlsiness could not
function. When this situation is linked to the fatiat the average
manufacturing company spends well over half itsome on buying
goods and services, it is clear that the manageofgnirchasing should
command the attention of the company’s top managertevel. A
materials manager’'s responsibilities however diffite from those of
other functionaimanager’s. All managers function primarily as decis
makers. Although the details involved in managingparchasing
department differ from those involved in managing emgineering or
production department, the basic managerial aigs/dire the same. All
managers develop the specific pattern of actiwatyuired in their own
functional areas by applying the same general nemagt concepts.

5.0 SUMMARY

The procurement department must have a plan fatyiogr out its
activities. In fact, managerial efficiency startghaplanning. Without a
plan, purchasing will tend to be carried out in &&bsand-grab
opportunistic manner, and the department may bg meich overloaded
during some months and be relatively without mudnknfor the rest of
the year. The first function of management is tfuees the development
of a series of plans that establishes the framewattkin which future
activities will be conducted. Every managerial job demands that
planning be done before other functions of manageme executed.

Dobler D.W (1981) identified and extensively diseerd three widely
used techniques in materials planning, namely; btidg, purchasing
research and network analysis and planningThe purchasing
department is obliged to maintain a complete seteobrds regarding
the operations and activities of the departmenbds@cord keeping is
germane to the achievement of the purchasing angentary

management objectives, of making available thetrgioduct in the
right qualities, at the right time, in the righapé.

The significance of computerisation for procuremamd materials
management is readily understood when one consttierasmount of
purely administrative work involved in the procur@m cycle of the
average buying company. Literally, thousands olLiigtions, requests
for quotation, purchase orders, change orders sstaports, receiving
records, invoices, and other documents must beepsed and recorded.
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Today, a computer based system for handling theseitees is a
necessity.

6.0 TUTOR-MARKED ASSIGNMENT

State clearly the basic materials based activittes can be well
performed by a computer based system.
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Procurement has long been considered one of th& Ihasctions
common to all organisations. Retailers, wholesakand in certain cases,
service establishments, buy merchandise to selthtor customer.
Manufacturer purchase the materials they use inr theoduction
processes. In all cases, purchasing is vital testioeess of the business;
without an adequate supply of merchandise andmaterials, the firm
would be unable to operate at maximum efficiency.

A company procurement function becomes particulaniyortant when:

1) Its purchased items account for a high proportibthe unit cost
of the product.

2) When the price fluctuate widely

3) When numerous diverse items are needed

4) When the quality of the materials appreciabRuegnces the cost
of manufacturing.

Regardless of the type of business, procurementsapgly work is
divided naturally into five distinct classificatisn each of which
encompasses a fairly wide range of activities.

The five classifications of works found in a progmnent operation are:

1) Management.

Management of the purchasing function involvegtadl tasks associated
with the management process.

2) Buying

This includes a wide variety of activities, suchvamking with users to
help develop requirements and specifications, vewnig requisitions,
analysis specification, investigating supplier,dsing costs and prices,
analysis of bids and negotiation and selecting lseng Some
companies have expanded the buying job and nowtsae supplier
management.

3) Follow-Up and Expediting.
Other follow-up activities involves various type$ supplier liaison
work, such as reviewing the status of orders, agifetter, telephoning

and faxing suppliers, and occasionally visitingdigy’'s plant.

4) Strategic Planning and Research Work.
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The more an organisation progresses toward a psirthananagement
focus, the more emphasis it places on these sitaetyvities.

5) Clerical activities

Every department must write orders and must mainiarking files,
catalogue and library materials, and records fonrmoodities suppliers,
price and so on.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

o state and explain how the need to procure diffareaterials arise

o discuss the issues involved in purchasing capdatlg; in leasing
arrangement; in buying used equipments, and in nguyor
resale.

o explain the meaning and factors influencing futdealing, sub-
contracting and the purchase of services

o highlight and comment on the keys to a successfuVice

contract administration.
3.0 MAIN CONTENT
3.1 Origin of the Need to Purchase

Every purchase transaction originates with thegeitmn of the need
for an item by someone in the enterprises. Thiglmaay originate in
the department using the materials. The office manaay want a new
typewriter. Quite often, the need for the matenay be satisfied by
transfer of materials from one to another departroemrawing it from

the stores. However, eventually the stores muséemegh its supplies of
the items issued to the user. Thus one may sayliteattly or indirectly,

purchases originate from the recognition of neadafo item by a user
department.

In regard to most items, an efficient purchasingatenent will
anticipate the needs of user departments. To hawappreciate the
range and variety of materials needed in an org#arig an examination
of the wide range to needs that cover all typeBusiness organisation
whether in the private or public sector of the ewag becomes very
necessary. It is therefore possible to easily armhdly identify and
discuss two bases for product classifications;ptosluct based (goods
and services) and the user-based (consumer anstiiadigoods).

3.1.1 Product Classification
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There are many ways to categorise products, thd bamsc being to
distinguish between goods and services. Anothernomm approach
among markets is to distinguish between consuneiratustrial goods.

(@) Product — Based Classification

Product-based classification groups together prigdimat have similar
characteristics, although, they may serve diffepemposes and markets.

There are three main categories:

(1) Durable Products: Durable products last for over a long period
before having to be replaced.

(2) No-durable Products: Non-durable products can only be used
once or for a few times before they have to beal.

(3) Service Products: Services represent intangible products
comprising activities, benefits or satisfactionsatthare not
embodied in physical product.

(b)  User — Based Classification

This classification deals with consumer marketso@gopurchased for
personal or family consumption) and industrial orgamisational
markets (goods purchased for business or institatiose).

Industrial Goods and Services

Industrial products are goods purchased by orgaoisaor institutions
that are used in the process of manufacturing @beds.

Those that are more expensive and have a longduluke are
considered capital items. Industrial goods are nigedully classified in
terms of how they enter the production process tedr relatively
costliness.

The following industrial items can be easily idéet:

1) Capital Goods
Capital equipment consists of all the buildings afixed
equipments that have to be in place for productmrhappen.
They are industrial goods that enter the finishestpct partly,
and there are two group: installation and accessqguypment.
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2)

3)

4)

Raw Materials

These are industrial goods that enter the manuftsuproducts
completely. Raw materials arrive more or less iairtmatural
state, having been processed only sufficientlynguee their safe
and economical transport to the factory. The naaterial then
go on to further processing within the purchasedan
production line.

Components and Parts

Components and parts are finished goods in thein oght,
which simply have to be incorporated into the addgnof the
final product with no further processing. Car mautdrers for
example buy in headlamp units, plugs, alarm systerd,tyres as
complete components or parts and then fit therhecacars on the
assembly line.

Supplies and Services

There are several categories of minor consumalgsit (as

distinct from the accessory goods) and service fhaltlitate

production and the smooth running of the orgaresatvithout
any direct input.

a) Operating Supplies These are frequently purchased
consumable items that do not end up in the finished
products.

b) Maintenance and Repairs:These are industrial services
that ensure that all the capital and accessory good
continue to operate smoothly and efficiently.

C) Business ServicesThese involve the purchase of service
like management consultancy, accounting and ledyata
and advertising agency expertise.

The above list is not exhaustive, but by examintagontents in terms
of purchasing responsibilities in different orgatisns or industries, it
becomes clear that needs must be recognized, a#ti@and satisfied in
a variety of ways. In order to clarify this, itfisst advisable to classify
all requirements into groups, which have commonrattaristics and
require similar treatment. All basic needs are tblassified into three
main groups according to their common characteristi

(@)
(b)
(©)

Needs, which entail capital expenditure such basidings,
machines, vehicles, furniture, etc.

Needs for production materials, which go disecinto the
finished product.

Needs for miscellaneous suppliers, which appbes other than
production materials required to operate the bgsine
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It can therefore be seen immediately that theseetlttasses of needs
will arise in different circumstances and at diffiet place in the
company.

3.1.2 Authority to Purchase

According to Menon K.S. (1993), when the aspectsawothority in
matters relating to purchases are discussed, tasreusually two
separate groups of people who are involved. Thelyde:

1) The authority of the person who needs the itdmsmake
requisition for the item. This person may be thualcuser (e.g.
the plant foreman), or it may be the stores offinezharge of the
stores where the item is stocked.

2) The second one is the authority vested in afficef the
purchasing department for making purchase of #rastrequired.

The authority to purchase is basically relatedt$ostatus as a service
department orientated towards catering for the lsupmuirements of
various departments by making purchases of masemgjuipments etc.
which they need. There are three ways in whichex department or
store authorises the purchasing department to paiahases for them:

. By means of a purchase requisition often called rtiaerials
indent form;

o By means of a permanent order card or travelliogisation.

o By means of a bill of materials or parts list madleconjunction

with production department.

1) The Purchase Requisition

When a department or store needs a particular ragatarhich

may be raw materials or equipment or stationenprépares a
material requisition usually on the Materials IntdeRorm. This
form is usually prepared in duplicate being retdingy the

requisitioning department for reference and follog- The

purchase requisition should provide the followingsential
information:

(@)  Specification

(b)  Quantity

(c) Delivery

(d)  Work Order Reference
(e) Materials Indent Form
M Signature
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2) The Permanent Order Card or travelling requisition SS (TR).
This methods or requisitioning is used for mater@irchased on
repeat basis or for standard stock items, i.emstavhich are
stocked on a regular basis in the stores. Thispermanent card
with all details on the materials recorded insitleEach time a
quantity is needed, the card is sent to the punshatepartment
indicating the quantity or volume required.

A Travelling Requisition (TR) on the other hand carries all
relevant information required to enable the puroigs
department to place orders for fresh supplies.

When stock level reaches the re-order level, tloekstontrol
clerk sends the TR to the purchasing departmeritenf¥he TR is
received, the purchasing department swings intoradt decides
upon the source from which the purchase is to béemas well
as the quantity that is to be ordered, and thergsathe card on
for typing out the purchase order.

3) Bill of Materials or Part List:

When the design department designs a particulalugtoa list of
the various materials, which are required to mdde¢ particular
product, is made out. This is called a Bill of M&és or Part
List. When a production schedule is prepared, itussially
converted into a Bill of Materials which will shoexactly what
materials are required and when. The purchasipgrti@ent can
then establish the total material requirementsdetdrmine when
exactly each would be required and in what quastiti

In some cases, the Bill of Materials is routed ke tpurchasing
department through the stock control department wihib indicate
which items on the list are regular stock items waich items have to
be purchased. The purchasing department then takethe remaining
requirements from the bill of materials and platies purchase orders
that are necessary.

3.2 Purchasing Capital Goods

Modern advanced industrial technology rests upom tise of vast
amount of capital: elaborate machinery, large-stateories and plants,
stores and stocks of finished and unfinished malgerCapitalism got its
name because this capital or productive wealthrirmayily the private

property of somebody — the capitalist. Capital, eckhis the word often
used to refer to capital goods generally, is aed#fit kind of production
factor. A capital good differs from the primary fac (such as land,
labour) in that neither land nor (these days) labsuegarded as result
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of the economic process; but instead, exist prigmdoy virtue of
physical and biological, rather than economic fext&apital is on the
other hand, an input which is itself the outputled economy. Capital
goods then represent produced goods that can deasdactor input for
further production.

In most firms capital equipment is not purchaseghgwday — but when it
IS, such represent important management decisisns aule, these
purchases are major investments.

1) Investments that lead to improved productivéyg or
2) To the manufacture of more competitive produbtd increase
sales in the market place.

3.2.1 Factors to Consider in Buying Capital Equipmet

Apart from the mode of purchase, finance and theestment made,
Lysons, K (2000, p. 323) argued that the factoriseg@onsidered should
include the following:

1) Purpose: what is the prime purpose of the eqeipth

2) Flexibility: How versatile is the equipment.

3) Standardisation: is the equipment compatiblenvaihy already
installed, thus reducing the cost of holding spares

4) Life: This usually refers to the period befohe tequipment will
have to be written off due to depreciation or obsoénce. It is,
however, not necessarily linked to the total lifgas if it is
intended to dispose of the asset before it is esar unusable.

5) Reliability

6) Durability

7) Product quality

8) Cost of operation: Costs of fuel, power and ri@iance.

(9) Cost of installation

10) Cost of maintenance

11) Miscellaneous

12) Life cycle costing (Terotechnology) is an imjoit aspect of
capital expenditure.

Chartered institute of Management Accountant (CIMv¥ defined life
cycle costing as:

The practice of obtaining over their life time the
best use of the physical assets at the lowest cost
to the entity (Terotechnology). This is achieved
through a combination of management,
financial, engineering and other disciplines.
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The term ‘Terotechnology’ coined in 1970 is deriviedm the Greek
verb tereo and literally means ‘the art and sciesfagaring for things.’

Life cycle costs are therefore those associatett witquiring, using,
caring for and disposing of physical assets, inagdeasibility studies
research, development, design, production, maintnareplacement
and disposal, as well as the associated suppamjrtg and operating
cost incurred over the period in which the assetsed.

3.2.2 Purchase and Product Characteristics of Capat Goods

The role of the purchasing department is distinalifferent in the
buying activity of capital goods than it is in pradion buying. The
peculiar characteristics of capital goods make Wb purchase of
capital equipments and the product itself differaimumber of ways.
This includes:

(1) This fundamental difference between capital aroh-capital
goods is a time difference. No capital goods reges
expenditure on current needs, and goods of thid &ne used up
in a relatively short time. Capital goods represemestment in
fixed as sets or capital assets, which will be used relatively
long-time.

(2) Some of the items of capital goods are higltigised and are
built in order to meet the needs of buyers: otlagesmore or less
standardised and are used by a number of diffemdostries.

(3) Capital goods have initial high price, and catnment to one
capital project means that others have to be tudiosh.

(4) In evaluating capital goods, buyer will consigeich properties
as productivity, versatility, durability, economy aperation and
maintenance, and time and labour-saving features.

(5) Acquisition of capital goods is frequently sedfed to the
participation of various executives in the buyingnf because
the equipment is of high value and of great sigaifice to the
buyer.

(6) Sales of capital goods are largely throughatitiyers because

of;

(@)  The small numbers of users

(b)  The concentration of the demand market

(c)  The large unit of sale

(d) The need for most effective communications vaétlers
to enable speedy negotiation of particular needs

(e) The need to provide various types of servicay.(e
installation advice the supply and training of aers).
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(7)  Another special characteristic is that expamditon most capital
goods is personable. Just as the individual consuocaa
postpone the replacement of his car or refrigenandit next year,
so a manufacturing organisation can postpone fhlacdement of
an old machine tool until prospect looks brightethe financial
situation is better.

(8) Creation of demand is difficult for the supplier seller as the
capital equipment will only be required in connentiwith new
plant, for expansion or replacement.

(9) Most organisations use special requisition ®rfor capital
purchases because of these special characteriBtiegprocedure
for authorising the expenditure tends to be moren&d; often a
director’s signature is required.

3.2.3 The Role of Purchasing Department in the Pracement
of Capital Goods

Peter Baily et al (1981:224) argued that the pusititaexecutive is the
key figure in communications between his organsat@nd supplier.
Although policy in regard of the purchasing depamts role varies
widely between companies, one basic area of coradida is the calibre
and competence of the people who constitute thertmpnt. Many
small purchasing departments play a clerical rolg,onhile others are
able to make useful contributions to the whole psscof considering,
deciding upon, and actually undertaking the project

Large organisations which employ substantial premwent personnel
and make numerous purchases of plant and equipowrlly have
specialist buyers who have built up extensive nmakkewledge and
considerable expertise in the negotiation and adtnations of capital
contract. The procurement of capital equipmentscédr purchasing
personnel that functions in a creative capacity faslitators and
coordinators. David N. Burt et al (1996:399) summed key points of
purchasing role in a typical capital equipment pase. This includes:

1) Participate in the preliminary discussion phase¢luding
solicitation of information and budgetary estimates

2) Review and request clarification of specificato
Specification must be precise and complete, aeg thust be
written as functionally as possible.

3) Coordinate the development and qualification mdtential
supplier, including various qualitative analyse&eTpurchasing
executive must first determine, usually with engimeg
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assistance, the level of a supplier's technical analduction
capabilities. This is of utmost importance.

4) Compile required commercial terms and conditions

5) Prepare and process the request for proposahb fpotential
suppliers.

6) Coordinate the analysis of supplier proposalluiting economic
analyses and the resolution of any exceptions &xipations.
Economic analysis of each machine must be madatinglits
ultimate cost to its productivity. Several measwegrofitability
can be used, the payback approach being the masnhon or
any of the more sophisticated discounting cash fi@&CF)
approaches. Economic analyses must be thoroughmarst be
based on accurate data.

7) Arrange for side-by-side demonstration, if picadile.

8) Plan, coordinate, and conduct negotiations asssary. After
management has approved a proposal for the purcdiasspital
equipment, the buyer assumes his/her customaryme#plity
for negotiating the final price, and related tewhshe contract.

9) Coordinate and conduct contract inspection amgediting
services.

10) Critique and document supplier's performance rogans of
objective vendor rating exercise.

11) Maintain records of price and delivery trendsr ffuture
procurements.

The purchasing executive contributes directly & @lsccomplishment of
some of these activities. More important, however his or her
responsibility to orders and coordinate the totaffgrmance. The
buyer’s main job is to ensure that every thing legggpas it should.

3.3 Acquisition of Used Equipment

A buyer is by no means restricted to the purchaseew capital
equipment. The existing used equipment availaloe fsupplier auction
or direct purchase from a previous owner may bealérnative to
purchasing new equipments. Purchases of used eqnoiprin fact,
constitute an important percentage of total maclkingales. Used
equipments are available for a number of legitinmassons.

a) When a firm buys a new machine, it frequently dsgsoof its old
ones.

b) A firm that extensively modifies its product design its total
production process is in a better to position tdamwb more
specialised production equipment and hence puhemld ones
for sale.
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C) Some use equipments equally becomes available $ectne
owner lost a particular contract or has discontthwperation
altogether.

3.3.1 Used Equipment Sources

Lamer Lee Jr. et al (1981) listed four sources frarhich used
equipment is available and commonly purchased:

(i) Used equipment Dealers

Used equipment dealers sell two types of maching, vi
reconditioned machines and rebuilt machines. Gépera
speaking, a reconditioned machine carries a deatprarantee
and sells for about half or less of the price o$imilar new
machine. A rebuilt machine typically carries a mamelusive
dealer warranty and sells for perhaps half for eveme than a
new machine’s price.

(i)  Directly from the Owner
Some owners prefer to sell their used equipmemtctyr to the
next user because they feel they can realise &hmgice than by
selling to a dealer. Some buyers also prefer thisngement. It
permits them to see the machine in operation aath lsomething
about its usage history before making the purclgedéacision.

(i)  Brokers
Occasionally, an industrial supply house or a mactufer’s
agent will act as a broker for a good customer blpihg him
dispose of an old piece of equipment which hasratdd sales
market.

(iv)  Auction
Auction represents still another source of usedpeaent. When
a commodity is sold by auction, prospective buyeake bids. It
is commonly being sold to the person making thédsg bid.

Generally speaking, buying at auction is somewhatenrisky

than the other supply sources because;

a) Auction machine usually carries no warranty, andhere
can be no return after sales.

b) It is rarely possible to have the machine destrated
C) Buyer’s lack of perfect knowledge about the gobitided
for.
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d) Absence of after sales services. It is thereteisable
that industrial buyers must have a spending linmd a
should avoid always buying at auction because ®f it
inherent risks or shortcomings

Two types of auction are common. These are operclasdd auction.
3.3.2 Reasons for Purchasing Used Equipment

A purchaser may have several reasons for decidingouy used
equipment. Some of the important reasons include:

(1) The cost of used machinery is substantiallg kasn that of new
equipment.

(2) Used equipment is frequently more quickly aafslé than new
equipment. In some situations, availability mayrode all other
consideration.

(3) Used equipment, especially when reconditioned r@built, may
have a long life and be protected by warrants.

(4)  Another common reason for the purchase of wspdpment is
that used equipment adequately satisfies the psecisaneeds, in
which case there is no point in buying new equipmen

3.3.3 Cautions in Purchasing Used Equipment

The age-old adage of caveat emptor — let the bilgsvare — is
particularly applicable when purchasing used egeipm Though,
protection is given by the sales of goods, misrsgmeation and Trade
descriptions Acts; the buyer of used equipment khowrk on the
principle of Caveat emptor.

As a procedural guide, the buyer of used equiprsbotld be able to
ask some of the following questions:

1) Is the usage history of the equipment available?

2) Are component and parts readily available? Wy continue to
be?

3) Is there any indications of the equipment agd |18 serial
number?

4) How well has the equipment been maintained dlier usage
period?

5) What will be the cost, where appropriate, of ntastling,
transporting and re-erecting or installing equiptfien

6) How does the price asked for used equipment aoenwith the
cost of buying new one?

7) Does any warranties supersede the protectioanginder the
Sale of goods Act?
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8) What trials, test or approval period will thender allow?
9) What special term conditions, if any apply te lurchase?

The above questions are by no means exhaustiveiwréhgaser of used
equipment may ask more questions than the aforeomexck ones. This
depends on the personal intelligence endowed tdotyer. Generally
speaking, it is difficult to determine the true ddion of a used machine
and to estimate the type and length of serviceilltpwovide. For this

reason, it is;

1) Wise to have one buyer specialise in used eggmpm

2) Moreover, it is virtually essential to enlistetltooperation of an
appraising used equipment.

3) In preparing a purchase order for used capgaipgnent, care
must be taken to include all essential data.

3.4 Leasing

The purchasing manager may be involved in decidipgn the most
appropriate method of acquiring a set of equipmentseplacement of
equipments for the organisation. The method selewik be affected by
the following major consideration;

The three options regarding equipment acquisitren a

(1) Leasing
(i) Hiring
(i)  Outright purchase.

Product leasing is not a new way of doing businkesasing is a means
whereby a firm may acquire the use of equipmenthaeut the necessity
of taking title. As a concept, a lease has beemei@fby the Equipment
Leasing Association as:

“A contract between lessor and lessee for the hiref a specific asset
selected from a manufacturer or vendor of such aste by the
lessee.”

The lessor retains ownership of the asset. Thedesas possession and
use of the asset on payment of specified rentaés avperiod. The
agreement with the owner to use the property &aad. The owner is the
lessor and the person taking possession is thede§he equipment
remains the property of the lessor but responsibiitir its maintenance
is the duty of the lessee.
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Under the status for Frauds, a lease for longer ghgear must be put in
writing to be enforceable. The more formal writtégase usually
contains the following:

1) Date of agreement

2) Names of lessor and lessee

3) Property description

4) Duration of lease

5) Manner of paying rent

6) Responsibility for making repairs
7) Liability for injury to third party
8) Right to sublet or resign

3.4.1 Types of Leasing Arrangement

Lease agreements have become popular methodsnfncfng both
small and large enterprises, and it is carried mheu a number of types
of arrangement. The following are almost certathly most common.

1) By Maker to User
The manufacturers of equipments such as data @oges
equipment usually lease directly to users as a smeamarketing
their products, which are often highly specialised technical.

2) By One User to another User

3) By Leasing Company to a User
The arrangement of leasing by one user to anotiser is
somewhat cumbersome and depends on cooperationedaetw
firms that often compete with one another. The Itdsas been
the emergence of firm that buys machines from tipaipgnent
makers and leases them to users.

4) By a Finance House to User
In this type of leasing agreement, the lessor ltasammercial
interest in the transaction other than as a suppfiinance. The
lessor pays for the asset and thereby become risrow

3.4.2 Advantages of Leasing

There are several advantages to the leasing medimod it is an
increasingly popular option.

(@) No capital commitment The organisation will not have to find
large sums of money to acquire the equipment.
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(b) Low cost: The leasing method of acquiring equipment is the
lowest of the three options (i.e. leasing, hiringd aoutright
purchase), and this is an advantage.

(c) Leasing enables the suitability of equipmenbécassessed over a
predetermined trial period.

(d) Leasing provides an edge against the risk sb@scence.

(e) Replacement decisions are made easier.

3.4.3 Disadvantages of Leasing

(@) The lessee has to maintain the equipmentThis can be very
expensive

(b)  Fixed term contract The equipment cannot be returned to the
lessor in the event of change in the lessee’s basineeds.

(c) Leasing does not provide the prestige of ownership

(d) Resale value:Iln time of inflation, ownership is generally at an
advantage because the resale value rises withidamfla

3.5 Buying for Resale

Buying goods (or merchandise) for resale has machommon with
other kinds or purchase; even though purchasingefsale is one vital
aspect where the business function of marketing praturement
considerably overlap. Sometimes described as sp@ail buying,
buying for resale is

a process that involves reselling the
merchandise bought, in most instances,
without anything being done or any
value being added to the purchased item.

Buying for resale is the glamour job in retailingis an activity, which
owes more to marketing than purchasing. What extgilwholesalers or
other members to the distributive sector but tHey aell.

Important Consideration

Generally speaking, the decision as to what to tougt frequently be

taken with a strong feeling for what to sell. Tlashecause, decision in
the buying for resale practice has to be madermdeof what to buy,

guantities, prices, delivery terms, and mode amiinty of payment. In

deciding what to buy, the first major task is t@lgpmarketing research.
In specific term, marketing research has been ddfas: “the systematic
gathering, recording and analysing of data abooiblpms in marketing

goods and services”.
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This major activity will help satisfy the resaleyau’'s unending need for
information about the market, sources of supplg,gbods etc.

All retailers need to plan what goods to sell for most cases, what a
business sells is what that business is. The tenmshandising and
buying are used interchangeably. And in developagrange of
merchandise (i.e. the product mix; a group of ezlgiroducts) a resale
buyer should consider such questions as:

(@) Is this product suitable for our store image?
(b) Is it appropriate for our target markets?

(c)  Whatis the likely demand for the product?
(d)  How readily is the product group available?
(e) On what terms could we buy it?

3.6  Future Dealing

According to Lyson (2000:335), a commodity suchcapper may be
bought directly from the producer or on a commodiigrket. The latter
(i.e. the commodity market) provides the advantagdsitures dealing.
The London markets for example are divided into tmain areas:
metals and soft commodities. The non-ferrous matakets in copper,
tin, zinc, and silver operates at the London MEtathange (LME). The
soft commodity markets dealing in cocoa, coffegasuvegetable oils,
wool and rubber are situated at the Corn Exchangdibg.

The Functions of Exchanges

(1) To enable customers, merchants and dealerdtainosupplies
readily and at the competitive marketing price.

(2) To smoothen our price fluctuation due to chaimgdemand and
supply

(3) To provide insurance against price fluctuatitmough the
procedure known as ‘hedging’

3.6.1 The Purpose of and Conditions for Future Demidg

The purpose of future dealing is to reduce unaatarising from price
fluctuation due to supply and demand changes. Taduction in
uncertainty benefits both producers and consumiérs. producer can
sell forward at a sure price; the consumer can fouward and fix
materials cost in accordance with a predetermimast pManufacturers
of copper wire, for example, might be able to abtan order based on
the current price of copper. If they think thecpriof copper may arise
before they can obtain their raw materials they icamediately cover
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their copper requirements by buying on the LMEhat ¢urrent price for
delivery three months ahead, thus avoiding any oskn increase in

price.

For future dealing to be undertaken the followingditions must apply:

(1)
(2)

(3)
(4)

(5)

The commodity must be capable of being storeithowt
deterioration for a reasonable period.

The commodity must be capable of being gradedhe purpose
of providing a basis for description in the contrac

The commodity must be tradable in its raw oniseaw state
Producers and consumer must approve the corafefitures
dealing

There must be a free market in the commoditth wmany buyers
and sellers, making it impossible for few tradeyscontrol the
market and thus prevent perfect competition.

3.6.2 Some Terms Used in Futures Contracts

1)

2)

3)

4)

5)

6)

11€

Arbitrage

The (usual) simultaneous purchase of future in omarket
against the sale of future in a different markeptofit from a
difference in price.

Backwardation.
The backwardation situation exists when forwarderare less
current ‘spot’ ones.

Contango
A contango situation exists when forward prices gresater than
current ‘spot’ ones.

Force Majeure

The clause which absolves the seller or buyer ftloencontract
due to events beyond his or her control, e.g. udabdte export
delays in producing countries due to strikes at sbpplier's
plant. Note.

Futures

Contracts for the purchase and sale of commoditieslelivery
some time in the future in an organised exchangesamject to
all the terms and condition included in the ruléthat exchange.

Hedging
Hedging is the use of future contract to insureirjdosses due
to the effect of price fluctuations on the value stbcks of a
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commodity either held or to be acquired. Basictilg is done by
establishing a position in the futures markets sfpoto one’s
position in the physical commodity.

3.7 Sub-Contracting

Organisations of all kinds subcontract aspects hefrtactivity, and
subcontracting is often viewed as a means of augingerimited
resources and skills while still enabling the caator to concentrate on
his or her main area of expertise in the execuabmprime contract.
When a contract has been awarded to a suppliemp(three contractor),
the supplier frequently subcontracts some of thedgpction work
required to the job. Items purchased on subcomstrace actually
purchased parts or components. However, subcoimgagsually takes
place when it is not possible to produce the partse local plant by the
prime contractor. Hence subcontracting is:

the work of obtaining the prime contract's
(manufacturer’s) requirement, mostly of fabricating
parts and components, from outside sources in
order to manufacturer a certain product (or execute
an awarded contract) in the prime contractor’s plan

A large firm may like to concentrate its efforts omajor items of the
contract and leave several minor ones to small faatwrer. Thus
many types of organisation subcontract securitgreyement, waste or
scrap disposal, plumbing and a whole range of apstiactivities

provided they are considered more conventionalcguttract services.
The subcontractors are thus legally responsiblgnéoprime contractor
rather than the buyer or client even when the thas stipulated which
subcontractors is to be used. The prime contracteubcontracting
decisions are however important to a buyer becthesemay involve a
large percentage of prime contract money.

Sub-contract price and performance influence theeprthe buyer pays
the prime contractor.

3.7.1 Reasons why Subcontracting has become a Major
Management Activity

Three reasons have been responsible for the prominee of
subcontracting as a major activity requiring mamaget decision on
part of both the prime contractor and the sub-eamttr. These are:

(@) The rapid rate of technological inventions.
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(b) The fast rate of installation of this change products and
processes.

(d)  Further movement toward specialisation, which igrabterising
business enterprises throughout the world.

For the above reasons and others as listed PetbeyBand David
Farmer (1981:254), subcontracting is a major mamage activity.

(1) One major reason is insufficient financial nes®s to provide
facilities to perform the function within the compa

(2) Lack of (production) capacity internally.

(3) Lack of time for completion of work to meet apidly
approaching “target date”.

(4) Lack of know-how because of complexities of esuland
procedures to make the item in-house.

(5) Because a specialist sub-contract is more efbsttive either in
production or geographical location terms.

(6) Customer or buyer stipulates that work showdshb-contract,
usually for a nominated firm.

3.7.2 Selecting a Sub-Contractor

Although, all issues relating to sourcing (as dssad in unit five) are
relevant in the selection of a subcontractor, aerfaertinent and
additional issues require further detail considerain the selection of a
subcontractor. Bailey and Farmer (181) suggestaturaber of key
questions to be asked and answered in subcontiselemtion.

1) What is the company’s major specialisation? Example, are
they jobbing machinists, or are they capable ofkmay to close
tolerance? For whom have they worked? How long haey
worked for these companies? Can we ask these cestaabout
their service and quality performance record?

2) They do have a permanent and well-trained labmge? What is
their industrial relations record?

3) Are their quality — control procedures adequate?

4) Are their production —control procedures adegfat

5) Are they adequately financed?

6) If tooling is required, can they make the tablsmselves?

7) Do they own their own transport? Is it reliable?

8) In government work, are they approved by theevaht
inspectorate?

Where possible, each of these questions can bessq in quantitative
terms. Notwithstanding, the extent to such invesions depends upon
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the quality and importance of the work to be uralah. To however do
an effective buying job, the following necessaryi@ats are to be taken:

(@) Continuous appraisal of subcontractors becausehahges that
inevitably take place in companies over time.

(b)  Specification and standardisation of working shobkl agreed
before subcontractors submit quotations particulavith new
subcontractors.

(c) In higher subcontracting, close liaison between trme
contractors and the sub-contractor’s staff esdentia

3.7.3 The Rules of Behaviours in Subcontracting

It is a truism that two cannot walk unless theyeagrThis also found
expression in subcontracting. Until the two orgatis involved know
each other well and technical requirements arey fuiderstood, the
maxim, if in doubt —ask! Should be adopted. It is therefore further
suggested. By Peter Bailey and David Farmer that @& good practice
to:

(1) Make an individual particularly responsible & contracts with
sub-contractors.

(2) From the outset, work requirements of the sub-eatdr must be
clearly established.

(3) From the outset, understanding must be reached the tquality
and workmanship, which is required of the sub-cutor.

(4) Make provision for compensation for any spoilagepartially
finished work by the subcontractor subject to ateggonditions
of trade.

(5) Itis often advantageous to supply the sub-cordgragith tooling
and equipment on loan, particularly if the subcacting
arrangement is temporary.

(6) Inspection arrangement needs to be clearly

(7)  Procedure and documentation should also be clbagbtablished
at the outset.

(8) The limit of the sub-contractors liability for dageto persons or
property in respect of claims arising from the caat should be
clearly defined.

3.8 Purchasing Service

The procurement of service is one of the purchasiogt interesting and
challenging assignment because large sums of maneyinvolved.
Expenditure on service in all types of organisaftjerg. profit or non-
profit making organisations, government or non-goweental
organisation etc) increases each year. The redesorihis are the key
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roles played by purchased services in the sucdesg@ration of these
organisations.

In many instances, the impact of the services tbémas on the success
of the organisation’s operation is far greater ttt@nimpact of the naira
spent. Service ranging from architectural engimgerpromotion and
advertising, and development of software, to thenteaance and repair
of production equipment are of critical importarioethe operations of
the organisation. More mundane purchase such astecaf and
janitorial operations impact the morale of all eaydes.

Services which are not at all in the areas of cdemme of an
organisation such as management information sysgawoll travel
services, delivery service, even the procuremerIBO supplies and
service, are being outsourced to service provideiese suppliers have
the expertise and economies of scale to allow thenprovide the
service at the same or higher quality level thanghbrchasing firm and
at a lower total cost.

3.8.1 Selection Service Contracts

Selecting the “right” source is much more of anahten purchasing
services than when purchasing materials.

o Based on the complexity of such services procuréraad the
unexpected problems that tend to rise, it is ndsmptudent
practice to select only established, reputabledirm

o When a large number of potential contractors am@lavle, the
buyer and the customer normally reduce this lightee to five
firms.

o The buyer then invites proposal from only the po&rsuppliers

with which the buying firm would be comfortable dgibusiness.
During the evaluation process, emphasis shouldlideeg on the
total cost and total benefits to the buying orgatis.

o In addition to the traditional concerns about a spextive
contractor's financial strength, management cajgpil
experience, and reputation, the area of technieglalsilities
requires special analysis.

3.8.1.1 The Ideal Services Supplier

The ideal service supplier listens to what usermsptain about most and
then design service products that supply the marketissing
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ingredients. Satisfaction is built into service guots rather than added
as an afterthought. The ideal services supplieests/to increase both
employee productivity and customer satisfaction.

If such an “ideal” services supplier or contract@ot available, the
purchasing firm should consider the developmentaoflong-term
relationship with a supplier willing and able toogr into an “ideal”
provider.

3.8.1.2 Professional Services

Architect, engineering firms, lawyers, consultangs)d educational
specialist are representative of the individuald &rms which provide
professional service. The professional buyer paysqular attention to
the relationship between the price mechanism f{er.fixed price, cost
plus incentive fee, fixed price with award fee, asal on) and the
contractor’s motivation on critical professionahsees contracts. Every
naira that the supplier’s costs are reduced regulisnaira of additional
profit

Administratively, it may be impractical to use amyg other than a
fixed price contract or an hourly rate price forlatvely small

professional services contracts. Even on largeranamounts, the
supplier’s reputation may allow the use of a fiy@mite contract. But
buyers should be aware of the potential effechefgricing mechanism
on the contractor’s performance.

3.8.1.3 Operating Services

Janitorial, security landscaping, and cafeteriarapens are operating
services. Experience has shown that obtaining tefeeperformance of
such can be very challenging for administrators.cokdingly, the

compensation scheme should reward the suppliegdod and penalize
it for poor service. Such an approach to pricingagly aids in the
administration of the contract and results in ahbiglevel of customer
satisfaction.

Insurance, plant and equipment maintenance, amdgaied emergency
service should be priced through the use of coripetiof carefully

prequalified supplier. Unanticipated emergency ispaormally are
purchased on a “not- to exceed” time and matebiasss.

3.9 Contract Administration

The four keys to successful service contract adstrations are:
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(1) asound statement of work

(2)  selection of the “right” source

(3) afair and reasonable price, and

(4) aggressive management of the contract.

The administration of many service contracts cam ery challenging
responsibility. The buyer needs to monitor and heavealistic degree of
control over supplier's performance. Crucial to css in this is the
timely availability of accurate data, including thentractor’s plan for
performance and the contractor's actual progresse Bbuyer must
proactively manage the relationship to ensure sscce

SELF ASSESSMENT EXERCISE
Why is auction-based purchase considered risky?
4.0 CONCLISION

There is no gainsaying that purchasing has beampaortant aspect of
management, be it business management or managefmwent-profit.

In contemporary business operation, how well araoigation does its
buying may spell the difference between profit oss. Indeed, there is
an old proverb, Goods well bought are sold. Thiktésally true in the
purchasing function of a manufacturer, purchasiagv materials and
equipment or in the purchasing function of merchamtdlemen
whether wholesalers or retailers. Even in the mod®nsumer market,
particularly, for sophisticated goods, e.g. spégigbods, the purchasing
function is very important; purchasing however hasider meaning. It
IS more than mere buying. It is considered a mamalgectivity and it
includes planning, organisation and control of adewirange of
interrelated activities. Purchasing is very closelated to production as
well as marketing departments of an organisatioil. these three
functional areas of business must work in coopamato fulfill the
company-wide targets.

5.0 SUMMARY

Modern advanced industrial technology rests upom tise of vast
amounts of capital: elaborate machinery, largeesfaadtories and plants,
stores and stocks of finished and unfinished malgerCapitalism got its
name because this capital or productive wealtlriregrily the private
property of somebody — the capitalist.

There is no single market for industrial goods, baveral markets.
Industrial buyers tend to base their selection @fds and services on
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objective criteria. The industrial buyer buys atwaariety of goods and
services. Some goods and services are relativensige and are
generally used within a year of purchase. Thoseatemore expensive
and have a longer useful life are considered dapi¢éans. Every

purchased transaction originates with the recagmitif the need for an
item by someone in the enterprise. This need mayinate in the

department using the material.

6.0 TUTOR-MARKED ASSIGNMENT

What factors would you advise you advise your camyp@ consider in
the purchase of capital goods?
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1.0 INTRODUCTION

One of the major tasks of any management today ¢ontrol stock or
inventory (These two terms-inventory and stock -allsibe used
interchangeably for the purpose of this book as teems are
definitionally indistinct). Both goods producing daservice providing
companies use materials. In majority of industriegentories constitute
the most significant part of current assets. Indeé&ar many

manufacturing firms materials costs account forr @@ percent of total
production costs.

To neglect effective and efficient management amdrol of inventories
IS to jeopardize a business Lon run profitabilibdesurvival (Ishola, T.
O; 2002, P. 263).

Stocks are defined by the Chartered Institute of nddgment
Accountants as; Goods or inventory held comprising:
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o Goods or other assets purchased for resale;

o Consumable stores;

o Raw materials and components purchased for resale
incorporation into products for resale;

o Products and services in intermediate stage of timap (work-
in-progress);

o Long-term contract balances; and

o Finished goods.

Similarly, inventory is an American accounting tefar the value or
guantity of raw materials, components, assembtiessumables, work-
in-progress and finished stock that are kept aresitdor use as the need
arises. The term also applies to;

(1) A detailed list of goods or articles in a givelace or
(2) A stocktaking.

Thus in an organisation, Inventory refers to tlegagie in storehouse or
warehouse of products manufactured for sale angooents that make
up the product.

Inventory relates to only materials or goods; smrsiare excluded.

Inventory (or stock) control in this context thered, refers to ‘the
techniques used to ensure that stocks of raw ra&est other supplies,

work-in-progress and finished goods are kept atimmum levels of
cost'.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. highlight various classifications of inventory atiee reasons for
holding inventory

. explain the economic principles behind stock cdntro

o state and describe different approaches to stockalo

. comment on the problem associated with the EOQ mode

3.0 MAIN CONTENT

3.1 Inventory Classifications

Much as the various functions of stores manageimasteen identified
with the receipt, preservation different types rofantories or stocks or
materials maintained in a business organizationatan be identified.
All businesses use the same general classificatibrinventories,
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including raw materials, purchased parts, work+iogpess, finished
good and supplies.

1) Raw Material.
A raw material inventory includes all items thatrigereceived at
the plant require additional processing before beog an
identifiable part of the finished product.

2) Purchased Parts
This classification of inventory is applied to coomgnt parts of a
product that need no additional processing beforngo
assembled into the finished product.

3) Work-in-Progress
This classification of inventory is self-explanatoAll material
that leaves either raw materials store or purchgsets stores
enter the work-in-process inventory until the praduis
completed and placed in finished goods.

4) Finished goods
Again, this is self-explanatory — it is the stock fmished or
completely manufactured goods/products which awdyefor
sale. Generally speaking, this classification awplito the
quantities of finished goods that are held at #etdry awaiting
shipment.

5) Supplies
All the materials needed for the operation of tie fthat are not
used as parts of the finished product are clasiséig supplies.
Cost accounting commonly identifies this stock sifasation as
‘indirect material’. On the other hand, the matetieat becomes
parts of the finished product is called ‘direct evél’.

3.2 Reasons for Holding Inventory

The question of managing and controlling invent®rae stocks arise
only when the company holds inventories. Maintagnstocks arises
only when the company holds inventories. Maintagnimventories
involves typing up of the company’s funds. Unintenal excess buying
and overstocking inevitably result in unprofitablevestment, high
inventory holding or carry charge (e.g, storage ateterioration
expensive) and possible losses caused by pricendsclif it is so
expensive to maintain inventories, why do compsthen hold stocks?
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There are three general motives for holding inveasoor stocks. These
are:

1) The transaction motive which emphasizes the rieeahaintain
inventories to facilitate smooth production andesadperation on
basis.

2) The precautionary motive explains the need faemtories to
guard against the risk of unpredictable changedemand and
supply forces and other factors

3) The speculative motive influences a firm’s derido increase or
reduce stock levels to take advantage of pricaudatons.

In more specific terms, the following additionalasens have been

severally advanced as reasons for holding inventory

(@ To avoid the loss of customers that occurs wh@aluct is not
stocked.

(b)  To meet sudden spur in customer demand

(c) To keep the firm from cutting back or shuttidgwn briefly due
to material shortages, depletion or exhaustion.

(d)  To capitalize on discount in the price of raw miaisr

(e) To protect against strikes

) To manufacture product in quantities that minincost.

3.3 The Objectives of Stock Control

Objectives are the desired end-results. The ulanaijective of all

manufacturing controls is to realise a profit thgbuhe operation of the
business. A more restricted objective of the cdmbfomaterials is to

satisfy the customer by meeting the schedule ftwvelees. Failure to

deliver customers’ orders on time is one principalise for the loss of
business and customers. Effective control of maferihroughout the
manufacturing cycle prevents this problem fromiagsThe following

additional objectives or aims of inventory contrate classical to
mention:

(1) To provide both internal and external custonvéth the required
service levels in terms of quantity and order féite

(2) To ascertain present and future requirements fortyaes of
inventory to avoid overstocking while avoiding bettecks in
production.

(3) To keep costs to a minimum by variety reduction.

(4) To improve the quality of manufactured goods by tlse of
better raw materials or components.

(5) To ensure co-operation among all departments oéniberprise to
meet materials management objectives.
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3.4 The Economics of Stock Control

Inventory or stock constitutes an investment, whialst be controlled.
Firms are however commonly faced with the problemneeeting
conflicting needs in the context of inventory masagnt. These are:

(1) To maintain a large size of inventory for efict and smooth
production and sales operations.

(2) To main a minimum investment in stocks to masanm
profitability.

Business firms should always avoid over-investmemt under-

investment in stocks or inventories. There aredoaests incurred by

any organisation, which holds stocks.

The economics to stock management and control barefore be
determined by an analysis of the costs incurrezbiaining or acquiring
and carrying inventories.

Lyson, k (2000:222) presented the procedures foh swosts analysis
under the following headings:

3.4.1 Acquisition Costs

Many of the costs incurred in placing an orderiaceirred irrespective
of the order size, e.g. the cost of an order véltle same irrespective of
whether 1 or 1000 tons are ordered. Ordering ¢oshsding:

(1) Preliminary costs, e.g. preparing the requsitvendor selection,
and negotiation.

(2) Placement costs, e.g. order preparation, statyo postage, etc.

(3) Post-placement costs e.g. progressing, reoégpbods.

3.4.2 Holding Costs

These costs relate primarily to the consequences/@f-investment in
inventories or excessive stocks, and these ans@fytpes:

(A) Costs proportional to the Value of Inventory, e.g.

(1) Financial costs, e.g. interest on capital tipdin stock or
inventory. This may be bank rate or, more reakdiyc the
target return on capital required by the enterprise

(2) Costs of insurance

(3) Losses in value through deterioration, obs@ese and
pilferage.
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(B) Costs Proportional to the Physical Characteristic b
Inventory. These include

(1) Storage costs, e.g. storage space, storedightie heat and
power.

(2)  Labour costs relating to handling and inspmetcti

(3) Clerical costs relating to stores records and
documentation.

The total costs per annum under each heading wilexpressed as a
percentage of the monetary value or quantity ofatlerage stock held.

3.4.3 Costs of Stock Outs

These are costs incurred for under-investmentveritory resulting in
inadequate stocks of materials. These comprise:

1) Loss of production output.

2) Costs of idle time and of fixed overheads spreaer a reduced
output.

3) Costs of action taken to deal with the stock, @iy panicky
buying at an uneconomical price for lack of time fwoper
negotiation, switching production, obtaining sutosé materials.

4) Loss of customer goodwill through the inabilibysupply or late
delivery.

5) Opportunity cost like forgone quantity discount.

Often costs of stock outs are hidden in overheatsc&osts of
stock outs are difficult to estimate or incorporat® inventory
models.

3.5 Approaches to Stock Control

As previously noted in the sub-section 3.3 disarssthe objective of
inventory or stock control should be the avoidantesxcessive and
inadequate levels of inventories and the maintemafisufficient stock
to ensure operational smoothness.

Although there are many systems for the contratotk, both manual
and automatic, there are really only two basic apgines on which
these stock control systems are based. Re-ordefisigpplies will either
take place:

(1) When stocks fall to a predetermined level, or

(2)  According to the situation discovered when jtaisstock levels
are reviewed on a periodic regular basis.
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Sometimes, these approaches will be used in cotymd-or example,
it might be the case that the reorder level apgroasemployed with the
backup of periodic regular review of physical stdekels. The two
approaches are commonly called the “action leve€thmd and the
“period review” approach. Emphasis shall howeveobehe former for
the purpose of this book.

3.5.1 The Action Level Method

The basic method of controlling stock by quantgyby means of fixed,
for each commodity, stock levels that are recondethe stock control
system (usually the perpetual inventory record) amdsequently used
as a means of indicating when some action is napes3here are
various kinds of stock levels, but the fundameaotaitrols are;

1) Maximum

2) Minimum

3) Re-order

4) Hastening

5) The Economic Order Quantity (EOQ)

It does not follow that all these are necessamyvein desirable for every
material items, and they should be employed wittrdtion, because
the fixing of too many levels make the work of psaening unduly
complicated.

1) The Maximum Stock Level

This is the level calculated representing the maxmstock that should
be held in store in order to minimise the costowdr-stocking. Only
under abnormal circumstances should managemenbraglpurchases
above this uppermost limit. In determining the maxim stock level,
consideration is given to a number of factors like;

1) The rate of materials consumption,

2) Availability of storage space,

3) Risk of deterioration, obsolescence, and / apevation,

4) Economic conditions like price stability and #adaility of
materials from suppliers.

There is no general consensus about the methodaloulating this
stock level but it may be expressed as:

Maximum stock = Recorder level +Recorder quantity
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= Minimum usage during reorder period.
2) The Minimum Stock Level

This is the lowest level below which stock shouldt e normally
allowed to fall if the firm is not to risk the caeguence of inadequate
inventory or stock outs. It is the minimum reseovéouffer stock, which
comes in handy duringemergencies. The factors taffethe minimum
stock level include:

1) The rate of consumption

2) The lead or re-procurement time.

The lead-time is the period of time between placinger or raising
requisition (internally or externally) and matesiadelivery i.e. when
goods are made available for use.

It is expressed as a mathematical formula as faeliow

Minimum Level = Demand x delivery period
(100 per week) x (6 weeks) = (600)
Min Level = 600.

3) Re-order Level

This is point at which it is essential to initigtearchase requisition. It is
a point in betweens the maximum and minimum stesels. It is the

guantity of stock necessary to protect againsegti@ustion of the stock
during the gap between the date of order and tteeafadelivery. When

the level of stocks or the balance on hand reattisslevel, it is an

indication that a new order must be placed at ombe.reorder level is
affected by factors like:

1) Material consumption rate
2) Minimum level
3) Lead time and risk factors like variations do@ihcertainty.
As a formula, it is expressed as follows:

Reorder Level = Minimum stock + 25 per cent buffrck.
Because of the risk involved in telling on promptideries, a figure for
extra or buffer stock (often 25 per cent of minimstack) is added to

the minimum stock. Applying the above formula ttiere, we have;

Minimum stock (600) + 25 per cent buffer stock

= (600) + (150) = (750)
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Reorder level = 750.
4) The Hastening Stock Level.

This is the amount expressed in units of issue kathwit is estimated
that hastening action is necessary to request isupplo make early
delivery. It is fixed between the minimum and tleender stock levels.
These stock levels are graphically illustratedgurfe 9.1 below.

Maximum stocl

Record lev

Time (days/weeks/months
<—> = Lead. Time Constant ordering quality

Figure 4.1: An action level approach to stock contil

The point that must be stressed is that, in ordekdep abreast of
changing market (environmental) conditions, aftarcls levels have
been established in the first instance, they shbaldarefully reviewed
at suitable intervals e.g. quarterly, monthly, oree weekly, and
adjusted to meet changes in the prevailing circantd. Unless this is
done, the levels originally fixed soon become cated and system of
stock control is rendered ineffective.

3.5.2 Inventory (Stock) Control Models

As a concept, a model is a simplified represemadtb reality. It is a
pattern for solving problems and consists of seht#rrelated variables
that represent some realities (either of a syspgotess, or outcome) as
closely as possible. A model is used to answer guelstions as what if,
and which is best? Given this conceptual framewibrdsefore,
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Inventory control model deals primarily with theoptems of “how
often” to order more raw materials and “how much”drder, “How
many” goods to produce during a period to keep fihished goods
inventory at the right level.

BUT WHAT LEVELS ARE RIGHT?

Among the most useful techniques for determining Inouch to order?
Is the economic order quantity (EOQ); that is #inel that balances two
different kinds of inventory costs-holding (or cang) costs and
ordering (or acquisition) costs. The EOQ is simiplg stock level that
mimeses the total of ordering and carrying costeage refer to the
9.4.1 and 9.4.2 for the detailed discussions afehe/o costs.)

An easy way to determine EOQ is to use the ordendta approach
even though it can also be found out graphicallgné¢, the EOQ of an
item can be expressed in more detailed terms wsafprmula below:

2DC
EOQ =,—
Q Cl
Where: D => Demand or annual usage
O => Ordering cost or acquisition cost
C => Carrying cost or holding cost
To be able to calculate a basic EOQ, certain assongpare necessary.

These includes:

) That there is a known constant stock-carryingtco

i) That there is a known, constant ordering cost.

iii)  That the rates of demand are known.

iv)  That there is a known, stable price unit

V) That the whole ordered batch is delivered ateomithout any
limitation imposed by stores capacity.

The EOQ formula can be derived or obtained usiffifgréintial calculus
as illustrated in the following section.

1) ORDERING COSTS
The number of orders placed each year is:

Annual Usage in units

o |l

Order quantity

The ordering costs are costs of placing an ordermber of orders =

133



HCM 343 PROCUREMENT & SUPPLY MANAGEMENT

a. ac

- ¢

CX

2) HOLDING COSTS
The average stock level is half the order quamit%f

The holding costs are average stock level x hgldin

(3) TOTAL COST
Total cost =holding costs + ordering costs

F_Ha_ ac

2 q

(4)  Minimum cost
T will be maximized or minimized when

aT g

dqg

ar _ h _ac

dqg 2 q

dT h ac

& =0=2.%-0n

dT 2 q° &

On cross multiplying = 74 %_

2ac

=Q2. =—
g h

NOTE: (Since gq cannot be negative only the positisguare root is
used.)

Thus the total cost is a minimum when:

EOQ=q= 1/ZTaC
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The formula may be clarified by means of a simpiesiration, in which
the following facts are assumed:

Order quantity in unit
Annual usage in unit
Acquisition cost per order
Price per unit

Holding cost per unit

ST oo
T T TR T

Note: h is the actual cost of holding one unitdoe year.
In examination questions, the holding cost is somet given as a
percentage of the price of a unit.

EXAMPLE 1

If the holding cost is 5% and the price of a usiNi140.00 then
N140x 5N 7.00

h. = 100

EXAMPLE 2

To check that the formula works let's apply it hastproblem in which
a= 8,000; c = 25, h = 2.50. Hence:

2ac
EOQ = q = T

_ /2.x 25x 8000
2.50

400000

= 160,000
2.50

EOQ => 400 Units.
EXAMPLE 3

A manufacturing company has an expected usage56{d00 units of

certain product during the next year. The costrotessing an order is
N20 and the carrying cost per uniON60 for one year.

Lead-time on an order is five days and the compailykeep a re-

service supply of two days usage.
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You are required to calculate:

(@) The economic order quantity, and
(b)  The re-order point (Assume 250 — day year)

13€
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SOLUTION

(&8 The economic order quantity is

EOQ=q= |2ac
h
— / 2x20x50,000
05

4/4,000,000

g. = 2,000 units

(b)  The re-order point is

Daily usage = 50,000 / 250 = 200 units

Re-order point = Safety stock + lead time X Usage
2(200) + 5 (200)

400 + 1,000
1,400

3.5.3 Problems Associated With EOQ Based System

There are a number of problems that the inventorysfock) controller
must bear in mind when employing the EOQ methodtotk control.
These are as follows:

(@)  Accurately establishing the true cost of omigrand setting a
standard to cover every type of order.

(b)  Establishing true storage costs, given that ynarganisations
have a very wide range of stock, each requirinfght forms of
handling and storage

(c) How to cope with unexpected alteration in tla¢tgrn of demand
for stock.

(d) How to cope with variations in lead-time, ewdough deliveries
may be set at regular intervals, delays can stdlo

SELF ASSESSMENT EXERCISE

Select a manufacturing company and list out theéouarforms stocks
are held.
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4.0 CONCLUSION

Both excessive and inadequate stocks are not dksirln the past,
managers of manufacturing concerns assumed thatmadation of

adequate stocks were beneficial and therefore ddeeb the necessity
for controlling. A number of factors have howevetged to change this
traditional outlook.

Firstly, the modern industrial economy put greagmessure for
maintenance of adequate liquidity on firms.

Secondly, the wide variety and complexity of regments of modern
industry necessitates a conscious improvementvenitory control.

Today, stock management and controls is a commgnciimcern in
modern business because of the grave implicatibpsar control over
stocks. Business firms should always avoid oveestment or under-
investment in stocks or inventories. There aredassts incurred by
any organisation, which holds stocks.

5.0 SUMMARY

Because the stock held by any organisation represemney, the
control of that stock has serious financial imgiicas on the company.
If the stock is inefficiently controlled, it can uwse high storage costs,
obsolescence, and a reduction in working capitdler&fore stock
control is very much concerned with ensuring thatls is controlled
very carefully. In many situations, the actual leveprofit earned by an
organisation will depend on the success of stocitrob

Both goods producing and service providing compaoge materials. In
majority of industries, inventories constitute thest significant part of

current assets. Indeed, for many manufacturingsfirmaterials costs
account for over 50 percent of total productiontgos

6.0 TUTOR-MARKED ASSIGNMENT

How is the economics of stock control determined?
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1.0 INTRODUCTION

Many companies subject all items purchased andugext] irrespective
of their value, usage or quantity, to the same tgpestock control
procedure. Such policy can be a waste of time &od.e

Although a high usage rate does not necessarilynwrheg stock levels,
fast-moving items (i.e. those for which the usagee ris high) and
expensive items are likely to incur greater storagsts than slow
moving inexpensive items. Consequently it shouldbbe primary aim

in stock control to control the ‘fast-moving / exséve items’ since, by
doing so, greater potential savings are possilae by concentrating on
inexpensive items, the usage of which is small.

One of the ubiquitous phenomena of business isesspd by the so-
called ‘80/20 law.” In relation to inventory stockhe law reads as
follows:

‘80 per cent of the firm’s total inventory costdaused by only 20 per
cent of all items.’

In other words the 20 per cent high-cost/high-ustegas account for 80
per cent of total inventory costs.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

o Identify and describe which items to control
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o Explain the meaning of the 80-20 concept and hosv AlBC
analysis can help you
o State clearly the benefits of ABC analysis.

3.0 MAIN CONTENT

3.1  Which Item to Control

As soon as an inventory is identified and descrilled manager must
determine the importance and the naira value ofh eaclividual
inventory or stock item. This calls for a study edch stock item in
terms of:

a) Its price or costs

b) Usage (demand)

C) Lead time

d) Specific procurement or technical problems.

Without the data provided by such a study, an itmgn manager
normally does not have enough information to deiteenthe best
allocation of departmental effort and expense &t#sks of controlling
thousands of inventory items.

A recently conducted study of several hundred nraekized
manufacturing firms conducted by the Dobler andtBR2000) revealed
the data illustrated in Figure 11.1. This figur@wk that in the typical
firm a small percentage of the total number of makétems carried in
inventory constitutes the bulk of the total namadasted in inventory.
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Figure 5.1: Graphic analysis of production and MROinventories

In the study cited: 10 percent of the stock item=coant for
approximately 75 percent of the (total) investmamigl only a quarter of
the items make up approximately 90 percent of ¢ke tnvestment. The
remaining 75 percent of the stock items constitubeighly, only 10
percent of the inventory (or stock) investment. Whinese figures vary
somewhat from one firm to another, the magnitudgasfation usually
IS not great. Several similar studies in large ocapons have produced
strikingly similar results, leading to what somesimess firms call the
80-20 phenomenon (20 percent of the stock itemguetdor 80 percent
of total stock (or inventory) investment.

Historically, some firms have termed this phenonmertbe Pareto
principle, based on the law of “the vital few ahe trivial many”.

Developed by the Italian economist, Vilfred Paratound the turn of
the twentieth century, the Pareto principle is sgalty the focus of this
unit.
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3.2 What does 80/20 Means?

The 80/20 Rule means that in anything a few (2@qrt) are vital and
many (80 percent) are trivial. In Pareto’s casejeint 20 percent of the
people owned 80 percent of the wealth. In Juranigal work, he
identified 20 percent of the defects causing 8@ear of the problems.
Project managers know that 20 percent of the wibr first 10 percent
and the last 10 percent) consume 80 percent of tymar and resources.
You can apply the 80/20 rule to almost anythingrfrthe science of
management to the physical world.

A stores manager for instance knows that 20 perakhts stock takes
up 80 percent of his warehouse or storage spaceéhah@0 percent of
his stock comes from 20 percent of his supplietso80 percent of the
sales will come from 20 percent of the sales staff. percent of a
company staff member will cause 80 percent of tlwnmany’s
problems, but another 20 percent of your staff mitvide 80 percent of
your production. The Pareto’s principle works batiys.

lllustrating ABC or Pareto’s Analysis
The table below summarises the main point of AB@lysis. In the

table below, the terms usage (or demand) meansgatbe in money in
terms of the stock items consumed.

Percentage of Percentage \
Items of annual usage

Category A items  About 20%  About 80% Close day to day control
Category B items About 30%  About 15%Regular review
Category C items About 50%  About 5% Infrequent review

The following example will illustrate how items mde divided into
category A,B, or C.

A purchasing department surveyed the ten most commonlycosegonents a year.

Items Number 101 102 103 104 10506 107 108 109
Unit Costs (Naira) 50 110 150 80 7060 200 40 90 120

Annual Demand 48,000 2000 300 800 4,800 1200 138@W0O 5,000 500

Step 1. Calculate the annual usage in Naira amdisiage of each item
as a percentage of total annual cost.
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Item Unit cost| Annual Usage(N)= Usage as % of Tota
Number (Naira) | Demand | demand x cost =Usage x 100
Total
101 50 48,000 2400,000 32.5%
102 110 2000 220,000 3.0%
103 150 300 45,000 0.6%
104 80 800 64,000 0.9%
105 70 4,800 336,000 4.6%
106 160 1,200 192,000 2.6%
107 200 18,000 3,600,000 48.8%
108 40 300 12,000 0.2%
109 90 5,000 450,000 6.1%
110 120 500 60,000 0.8%
Total Usage 7,379,000
Step 2: Sort the stock items by usage or dema#tl @isTotal
= Calculate the cumulative percentage
= Classify or Categorise item
Item Cumulaive Unit Annua Usagt %of Cumulative | Classil
Number | %ofitems | Cost@ | Demand (N) total % of total | cation
107 10% 200 18,000 | 3,600,000 48.8% 48.85 A
101 20% 50 48,000 | 2,400,000 32.5% 81.3% A
109 30% 90 5,000 450,000 | 6.1% 87.4% B
105 40% 70 4,800 336,000 4.6% 92. 0% B
102 50% 110 2,000 220,000 3.0% 94.9% B
106 60% 160 1,200 192,000 2.6% 97.5% B
104 70% 80 800 64,000 0.9% 98.4% C
110 80% 120 500 60,000 0.8% 99.2% C
103 90% 150 300 45,000 0.6% 99.8% C
108 100% 40 300 12,000 0.2% 100.0% C
There are ten (10) stock items. Thus each
Item accounts for = 10 = 10%6 usage
10C
Step 3: Report your findings.
Stock Percentage Percentage Action
ltems of items usage
A 107,101 20% 81.3% Close control
B 109, 105, 102, 106 40% 16.3% Ragudaiew
C 104, 100, 103, 108 40% 2.4% InfErgueview

Step 4: lllustrate your report with a diagram ifjlueed. The diagram is
a percentage ogive and is called a pareto diagiidns is done by
plotting Cumulative % Usage against Cumulative #mis. The data
needed has been extracted in the table below:
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Item Number 107 101 109 105 102 106 104 110 103 108
100 Cumulative
% Items 10% 20.0% | 30.0% 40.0% 50.09 60.0% 70.0% 80/0% 90|0900.0%
90 Cumulative %
Usage 48.8% | 81.3% | 87.4% 92.0% | 94.9% | 97.5% | 98.4% | 99.2% | 99.8% | 100.0%
Classification A A B B B B C C C C
80 /
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Figure 5.2: Pareto Curve

3.3 How It Can Help You

The value of the Pareto Principle for a managénas it reminds you to
focus on the 20 percent that matter. Of the thiyms do during your
day, only 20 percent really matter. Those 20 pdrpesduce 80 percent
of your results. Identify and focus on those thing&en the fire drills
of the day begin to sap your time, remind yourséthe 20 percent you
need to focus on. If something in the schedulettasip, if something is
not going to get done, make sure it is not path&b 20 percent.

There is a management theory floating around at nimenent that
proposes to interpret Pareto’s Principle in sugrag as to produce what
is called Superstar Management The theory’s supporters claim that
since 20 percent of your people produce 80 perokwour results you
should focus your limited time on managing onlyttB@ percent, the
superstars. The theory is flawed, as it is beisguised here because it
overlooks the fact that 80 percent of your timeutidoe spent doing
what is really important. Helping the good becoreétdy is a better use
of your time than helping the great becomes tetrfipply the Pareto

Principle to all you do, but use it wisely.
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3.4 Benefits of ABC Analysis

1) Reduces holding costs

2) Lowers order time delays

3) Fewer stock-out of key items

4) Less time managing inventory

5) Easy but powerful

6) Essential for any large inventory system

SELF ASSESSMENT EXERCISE

Explain with specific example the concept of 80v/dle.
4.0 CONCLUSION

Pareto Analysis reveals the “vital few” cause gfrablem, allowing a
narrowed focus study and investigation, which Vélve the greatest
impact on the overall activity.

In a real firm there may be hundred if items usacheyear. A computer
package may be used to determine the percentagenofal usage for
which each item accounts. The package can be wsedrt the items
into order. The boundary between Class A and (Bassght not be as
sharply defined as in the example give in the mewipage. The
purchasing manager may need to use judgment irdidgcwhere the
class boundaries should be drawn.

In practice, a never-ending problem is that of adégly planning for
handling the thousands of low-value C items. In yneases, availability
and reliability for these items are just as impuottas they are for the A
and B items. Even with good purchasing planningahee of the sheer
number of C items, low-value nuisance purchaseguéretly require
more time than should be allotted to them. Consattyyethey reduce
the amount of time available to purchasing and supprsonnel for
supplier studies, value analysis, and other creatiork involving high-
value A and B items.

5.0 SUMMARY

In 1906, Italian economist Vilfredo Pareto createdmathematical
formula to describe the unequal distribution of lthean his country,
observing that twenty (20) percent of the peoplaedveighty (80) per
cent of the wealth. In the late 1940s, Dr, JosephJiian inaccurately,
attributed the 80/20 Rule to Pareto. Calling itd®ais Law as it is
sometimes called, can be a very effective tool éip hyou manage
effectively.
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6.0 TUTOR-MARKED ASSIGNMENT

In what definite ways can the Pareto principlephgdur organisation?
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MODULE 3
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1.0 INTRODUCTION

In virtually all economies of the global communitythe government is
the single largest purchaser. The case of Nigsrparticularly classical
to mention. The federal, state and local governeiepurchasing
accounts for almost 55 percent of the Gross Doméxtoduct (GDP).
And the reasons for this are not far-fetched. Gowent at the various
levels is a key player in the service economy of present society.
Among many useful functions they perform are provisof education,
health care, security and the maintenance and eah@amnt of quality of
life. Governments, which are the organisationsughowhich “political

units exercise authority and perform function,” lute the massive
federal government, the state governments, and son’®

constitutionally recognised different local goveemh unit areas in
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Nigeria. Two reasons are commonly cited for theufoon purchasing
by governmental organisation, and this includes:

) Purchasing by governments can be clearly disisiged from
that in profit making industrial organisations.

1)) The naira value of purchases by such governroggdanisations is
significant and increasing.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

o Highlight and describe distinctively, the differ&sc and
similarities between industrial and government pases.

o State in clear language the roles of governmenthasing
agencies

o Explain what tendering is all about and the issoeslved.

o Describe how suppliers are selected under govertainen
purchases

3.0 MAIN CONTENT

3.1 Differences and Similarities between Industriabnd
Government Purchasing

There are however significant points of similastiand differences
between industrial purchasing and government pgiobaln the area of
the purchasing objectives there are fundamentalagities. Harold E.
Fearon et al (1993:19-820) describes the simiariin the following
ways:

The fundamental objective is to identify source of
needed materials and to acquire those items when
needed, as economically as possible within
accepted standards of quality. The function must
be able to react quickly, effectively, and
efficiently. Requirements, and policies and
procedures must conform to sound business
practice.  Purchasers utilise  professional
techniques and modern methods, and they employ
professional buyers and managers to assure that
the purchasing programme fully supports their
organisationsal needs.

Purchasing in government organisations differs frporchasing in
industry in several respects as follows:
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1) Purchasing in government sector is a stewardsanzction
because in this arena hired administrators speed ntloney
derived from someone else’s contributions, fees,taxes in
support of activities that the employer has deciaeprovided on
behalf of its clients or constituencies.

2) Governments also tend to differ from industoaganisations in
that they generally purchase a much broader rangteras in
order to support a wider spectrum of services lgrge number
of differentiated sub-units.

3) The openness and frequency with which governsnenbperate
and share information is another point of diffenGenerally
speaking, the records of government institutions apen to
public review and anyone who desires may ask questand
expect answers. An aggrieved party particularly fti@nprotests
at any step in the governmental procurement process

Purchasing departments in government generallyat@emder authority
granted to them by constitutional provisions, segpand, in the case of
local governments, ordinances. (These are geneth#ly sources of
authority for governmental purchasing). Many staaed local
governments also operate in accordance with ragokateveloped by
policy boards created specifically for that purpog®rchasing by
governmental organisations tends to be somewhaé megulated by
legal requirements and more open to public scrutiny

3.2 The Role of the Government Purchasing Agency

The Government Purchasing Agency is in most counftthe world the
central procurement unit of the Government (In nuastes at all levels)
and is responsible for purchasing more than seuaiin naira in
goods and services annually on behalf of deparsnamtl agencies. Its
responsibilities also include the administration ®éndering and
Contracts Division.

Any individual, company or organisation-regardlessize that wants to
expand its opportunity for sales is a potentialptiep of government
requirements. The business community should be ewalr the

purchasing policies and practices of the governmagrtl levels in the
areas of tendering, security and evaluation of ,bsdsirce listing and
opportunities available through public sector prectent.
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The purchasing agency or department in a governmpkys several
roles. These roles, which distinguish it from theghasing department
in an industrial organisation, include those of;

1) A supplier of a wide variety of goods and sesgido many
departments and agencies, which, in turn, use tliteses to
produce public services and support internal opmrsat

2) A decision maker, which must strike the appraieribalance
between qualities, total cost, timeliness, contemigountability,
and politics.

3) A staff adviser, which assists management amal diepartments
in developing budgets, planning projects, and ntkease-or-
buy and make-or-buy decision.

4) An implementer of socio-economic policy, whicttea is on the
frontline of economic development for local, smaknd
disadvantages business.

5) A marketer of business opportunities and a pl@vi of
information and technical assistance, especiallysitwall and
disadvantaged businesses.

6) The application and administration of inter-goveental
procurement agreements.

3.2.1 Functions Performed
Functions performed by government purchasing defarts include:

1) Developing and maintaining dodders’ lists

2) Working with end users to prepare invitationdiw, request for
proposals, and other written solicitations.

3) Evaluation of bids and proposal in cooperatiathvend users
and others.

4) Ensuring continuity of supply through planningdascheduling of
purchases, term contracts, and other strategiegeahdiques.

5) Responding quickly to emergency situations wigaods or
services must be obtained immediately in orderrtteet life/or
property.

6) Assuring the quality of goods and services tglou
standardisation, specifications, and contract achtnation.

7) Documenting purchasing actions and making pgiamd other
non-proprietary data reasonably available to thase request it.

8) Advising management, departmental officials, atiters on such
matters as product improvements and new prodwedsgtor-buy
and make-or-buy decisions, and economic development
opportunities.
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3.3 Tendering

In most governmental institutions of the world, tlé&overnment
Purchasing Agency functions under the legislativevizions of the

Public Tender Act. The Act defines the legislativamework within

which the Agency operates.

The main goal of the public tender system is tocusngrocurement is
conducted in an open and competitive environmerntewhaintaining

fair and equitable opportunities for suppliers tonpete for government
business.

Tendering is indeed one of the support tools imclpaising which
though is sometimes used to obtain prices by pigatctor enterprises
or undertakings, particularly in respect of consiimn and service
contracts, it is in the public sector that tendgris most used to ensure
the principles of public accountability.

As a concept, Lysons, K. (2000, p. 404) definedi¢eimg as;

A purchasing procedure whereby
potential suppliers are invited to make
affirmative and unequivocal offer of the

price and terms which, on acceptance
shall be the basis of the subsequent
contract.

3.3.1 Types of Tender

1) Open Tenders
Prospective suppliers are invited to compete forcaomtract
advertised in the press; the lowest tender gemgerb#ing
accepted, although the advertisers usually staetliey are not
bound to accept the lowest or any tender.

2) Restricted Open Tenders
Prospective suppliers are invited to compete faoatract, the
advertising of which is restricted to appropriaehnical journals
or local newspapers.

3) Selective Tenders
Tenders are invited for suppliers on an ‘approvst Who have
been previously ‘vetted’ regarding their competeand financial
standing.

4) Serial Tenders
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Prospective suppliers are requested either on an opselective
basis to tender for an initial scheme on the b subject to
satisfactory performance and unforeseen finanaaticgencies,
a programme of work will be given to the successfuttractor,
the rates and prices for the first job being theidaf the rest of
the programme.

Advantages claimed for this system include:

1) Contractor are given an incentive to maintalmigin performance

level

2) Saving in cost and time by eliminating pre-caotrnegotiations
for each stage of a programme.

3) Reams of employees and plant can be moved wessive jobs
without disruption.

4) Supplier security of contract should enable pasers to
negotiate keener prices.

5) Negotiated tenders: a tender is negotiated wiilly one supplier
so that competition is eliminated. This type ofttaat is unusual.
In the case of a local authority it would requihe twaiving of
standing orders.

3.3.2 Tendering Procedure

In public purchasing, procedures are usually cedifwithin standing
orders which usually prescribe;

a) a cash limit above which tenders must be inyited

b) the forms of contract to be used, and

C) to whom and under what circumstance respongibiay be
delegated, e.g. to senior officers.

In general, the procedure for open tendering inesilv

1) The issuance of a public advertisement invitemgers.

2) Full and identical specifications being issueddach prospective
contractor, who is required to submit his tendenisealed and
identifiable envelop by a prescribed date.

3) On the date arranged for the opening of tendapgpointed
officers from the purchasing department and an reate
department, e.g. finance department, will attend.

4) Tenders will be initialed, listed and enteredasnanalysis sheet
showing details of prices, rates, carriage chargidivery,
settlement terms and other information necessany their
evaluation.
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5) Late tenders are not considered and are usuatyrned
unopened.

6) Standing Orders frequently give delegated powrschief
officers or the officer in charge of the purchasiiogction to
place orders against tenders up to a specifiecevédor contracts
exceeding this amount, delegated authority is gwevided the
lowest tender to the specification is accepted; reehéhe
acceptance of the lowest tenders is not recommeriathding
Orders may require the consent of a prescribed ctieen
chairman (e.g. policy and Finance) before the tersdaccepted.

3.3.3 The Disadvantages of Tendering

1) Contractors may quote a price that is too loeading to
subsequent disputes if goods or services supplied a
unsatisfactory.

2) Tendering is unsuitable for certain contracts.ithwplant
contracts, for example, consultation with one orenaf the more
favourable tenders is often essential to clearegprical points.
These often result in the tender making suggesttbas will
result in cheaper running and maintenance costs. éitent to
which technical change can be allowed without diffec the
validity of open competition is a matter of diffitu

3) Tendering procedure is too slow for emergendieis-is usually
recognised by Standing Orders.

4) Where tenders are accepted on the principléefdwest price,
credit may not be given to suppliers for past penénce.

5) Tendering procedure, particularly with open tnmp, may be
expensive from the standpoint of clerical, statigrend postage
costs.

6) Tendering is expensive to the contractor. F& #md reason 5,
selective tendering is usually preferable.

3.4 Supplier Selection In Governmental Purchasing

Dobler and Burt (2000:754) presented five principethods of source
selection commonly used in government procureméhé&se are
discussed in the following section:

3.4.1 Competitive sealed bidding

1) Conditions for Use: Contracts shall be awarded by competitive
sealed bidding except as otherwise provided.
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2)

3)

4)

5)

6)

154

Invitation to Bid: An invitation to bid shall be issued and shall
include a purchase description and all contracteains and
conditions applicable to the procurement.

Public Notice: Adequate notice of the invitation to bid shall be
given a reasonable time prior to the date set fitréinein for the
opening of bid, in accordance with regulations putgated by
the standards board or Public Procurement Commis$&C).
The standards boards or PPC may require differgmest of
public notice on the basis of the size of the pasehor contract
or the type of supplies, services or constructi&unch notice may
include, but is not limited to, publication in awspaper of
general circulation within a reasonable time pt@bid opening,
mailing to suppliers on a list of established sigpl and/or
posting notice.

Bid Opening: Bids shall be publicly opened in the presence of
one or more witnesses at the time and place dasignehe
invitation for bids. The amount of each bid and rsumther
relevant information as may be specified, shalidsel aloud and
recorded and the record shall be open to publjecison.

Bid Acceptance and Bid Evaluation Bids shall be accepted
without alteration or correction, except as autbextiin this code.
Bids shall be evaluated based on the requirement®ih in the
invitation to bid, which may include criteria to tdemine
acceptability such as inspection, testing, quaktprkmanship,
delivery and suitability for a particular purposehose criteria
that will affect the bid price and be consideredewaluation for
award shall be objectively measurable, such asodigs,
transportation costs and total or life costs. Tingtation to bid
shall set forth the evaluation criteria to be udéd.criteria may
be used in bid evaluation that is not set fortthie invitation to
bid.

Correction or Withdrawal of Bids: Cancellation of Awards.
Correction or withdrawal of inadvertently erronedads before
or after rewards, or cancellation of awards or @wis based on
such bid mistakes, shall be permitted in accordancth
regulation promulgated by the standards board @&.P¥#ter bid
opening no changes in bid prices or other provssioh bids
prejudicial to the interest of the government ar tampetition
shall be permitted. In accordance with regulaticofs the
standards board or PPC, the purchasing division pwyect
mathematical errors. Except as otherwise providecefulation,
all decision to permit the correction or withdravedlbids, or to
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cancel awards or contracts based on bid mistalkasl be
supported by a written determination made by thechmsing
agent.

7) Multi-Step Sealed Bidding When it is considered impractical to
initially prepare a purchase description to supparaward based
on price, an invitation to bid may be issued retjongsthe
submission of unpriced offer to be followed by amitation to
bid limited to those bidders whose offers have bgealified
under the criteria set forth in the first solicibet The standards
board or PPC shall adopt regulations governingudes of multi-
step sealed bidding and establishing procedures.

8) Award: The contract shall be awarded with reasonable
promptness by written notice to the lowest resguasiand
responsive bidder whose bid meets the requirensndscriteria
set forth in the invitation for bids.

9) Rejection: The purchasing agent may reject any or all bids
received for purchasing or sales.

SELF ASSESSMENT EXERCISE

Which roles distinguish a government purchasinghagdérom a similar
department in an industrial organization?

4.0 CONCLUSION

The Government Purchasing Agency in most counttyhefworld is the
central procurement unit of the Government (in noastes at all levels)
and is responsible for purchasing worth more thewemal billion of

naira in goods and services annually on behalf efackments and
agencies. lIts responsilities also include the adhtnation of Tendering
and Contracts Division.

Any individual, company or organisation-regardlessize that wants to
expand its opportunities for sales is a potentglpdier of government
requirements The business community should be awdrethe
purchasing policies and practices of the governnaeérll levels in the
area of tendering, security and evaluation of b&mjrce listing and
opportunities available through public sector precoent.

5.0 SUMMARY
Purchasing departments in government generallyat@emder authority

granted to them by constitutional provisions stasusnd, in the case of
local governments, ordinances. (These are genethdy sources of
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authority for governmental purchasing). Many staémd local

governments also operate in accordance with ragoktdevelopment
by policy boards created specifically for that ppg@. Purchasing by
governmental organisation tends to be somewhat megalated by
legal requirements and more open to public scrutiny

6.0 TUTOR-MARKED ASSIGNMENT
Discuss fully the general open tendering procedures
7.0 REFERENCES/FURTHER READING
Dobler, W.D AND Burt, N.D (2000).Purchasing and Supply
Management: Text and Cases. New Delhi: Tata McGraw-
Hill Publishing Company Limited, Sixth Edition.
Harold, T.A et al., (1984). Manufacturing Organization and
Management. Prentice-Hall of India Private Limited,
Fourth Edition.
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1.0 INTRODUCTION

Competitive bidding is a formal process consistoigorocedures that
may also be referred to as competitive sealed hgjdir more simply as
sealed bidding or formal bidding. According to tiemerica Bar
Association model procurement code, competitivedinigl is the
preferred method of procurement

Competitive bid procurement, as the name impliegplves vendors or
suppliers competing in some way for the contradie Traditional
method involves the owner issuing an invitationrequest to either
select vendors (invitation bidding) or even the agah contracting
community (public bidding) to participate in a pess of competition.
Bidders who wish to participate submit binding oéféo do the work or
supply the goods by a fixed rate and time and romtance with the
owner’s requirements. The owner then reviews armduates all on-time
bids and (usually but not always) chooses one Bidolelo the work.
The owner and that Bidder then sign a contracbttheé work.

Within this basic system, there are many variatitmg the basic
features:
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(1) Invitation to bid issued
(2) Bound bids submitted
(3) Owner chooses one for award,

are common to all types. In the Courts, what t@msocurement into a
competitive bid are these three features- a comnpetifor award,
bidding bids and the Owner choosing from the cortgrst

2.0 OBJECTIVES

At the end of this unit, you should be able to:

o Describe each types of competitive bidding

. State and explain the prerequisites of competitbidding
process.

. Discuss the issues involved in the waiver of comtigetBidding

3.0 MAIN CONTENT

3.1 Types of Competitive Bidding

The three most common types of competitive biddimgurrent use in
Nigeria are:

1) The Request for quotations,
2) The Invitation to Tender, and
3) The Request for Proposals.

Requests for Quotation (RFQ) to be issued to sslggpliers, tends to
be used for small purchases or those where severalors/suppliers
can supply the same or similar products and thlecagapetition occurs
over such things as price or delivery date.

Invitations to Tender (Invitations) for major consition projects and
other large naira purchases, are most often istoethe general

Contractor / Vendor/supplier community, tend to daxery detailed

requirements (specifications) to be met, and c®maihost of factors or
criteria in evaluation but price is often the mastical competitive

factor in award.

Requests for Proposal (REP) follows the same gefmraat but tends
to be used for procurements where the Owner isrginelescribing its
needs and the proponents are expected to offermiehod of achieving
the objectives described by the owner. REP tendst®sued to select
vendors/suppliers and evaluation. Price is not pontant but the
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manner and method of achieving the Owner’s desgnibsult are much
more critical in award.

The law does not control which method of competitprocurement is
chosen. Most often, an organisation’s policies diditate at is used and
more importantly how is used. However, the law dbesome deeply
involved in the process once the owner chooses meyhod of
competitive bidding. Once a buyer or the sourciegn has identified
the potential suppliers to be invited to submitsbi@r proposals), a
decision must be made whether to use competitivditg or
negotiation (or a combination of the two) as thesibafor source
selection. When competitive bidding is used by gievndustry:

o Request for bids are traditionally sent to threesitght potential
supplies depending on the naira size and complexitythe
purchase.

o Requests for bids ask suppliers to quote the @ioghich they
will perform in accordance with the terms and ctinds of the
contract, should they be the successful bidder.

Government buyers generally are not able to réstne number of
bidders to only eight. Rather, all suppliers degrio bid are permitted
to do so (for large purchases, the numbers amallgein the hundreds)
under competitive bidding, industrial buyers getigrabut always

award the order to the lowest bidder. By law, gowegnt buyers are
routinely required to award the order to the lowadder provided the
lowest bidder is deemed qualified to perform thetcact.

3.2 Five Prerequisites of Competitive Bidding

The proper use of competitive bidding is dictatgdibe criteria (Dobler
& Burt, 2000:249). When all five criteria prevaglompetitive bidding is
an efficient method of source selection and pricifige criteria are:

1) The naira value of the specific purchase mudaige enough to
justify the expense; to both buyer and seller #&tabmpanies this
method of source selection and pricing.

2) The specifications of the item or service tgpbechased must be
explicitly clear to both buyer and seller.

3) The market must consist of an adequate numbsellefrs.

4) The sellers that make up the market must bentealy qualified
and actively want the contract-and, therefore, ldkng to price
competitively to get it. Frequently, criteria 1,8d83 prevail yet
there is no real competition because the sellersiatr anxious to
bid.
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5)

The time available must be sufficient for usiitigs method of
pricing. The time required for preparing, mailirapening, and
evaluating bids is usually considerably longer thdrose
unfamiliar with this system would expect. Thirtyydais not an
uncommon time.

3.2.1 Four Conditions when Competitive Bidding Should not

be Used

In addition to satisfying the preceding five prarisites, four other
conditions should not be present when employing petitive bidding
as the means of source selection:

1)

2)

3)

4)

Situations in which it is impossible to estimatests with a high
degree of certainty.

Situations in which price is not the only im@ot variable, for

example, quality, schedule, and service may welhégotiable

variable of equal importance.

Situations which the purchasing firm anticipadéeseed to make
changes in the specification or some other asdetieopurchase
contract.

Situation in which special tooling or setup soate major factors.
The allocation of such costs and title to the sgetmoling are

issues best resolved through negotiation.

If these nine conditions are satisfied, then coitipetbidding usually

will result in the lowest price and is the mosti@éint method of source
selection.

When all these prerequisites to the use of conypethidding are not

satisfied, the negotiation process should be enepldg select sources
and to arrive at a price.

3.3 The Competitive Bidding Process

Competitive bidding serves several purposes.

16C

First, it is designed to prevent fraud, collusidayouritism or
improvidence in the awarding of public contractsl @mable the
buying organisation to obtain the best work or d$iggpat the
most reasonable prices.

A secondary purpose of competitive bidding is tovde a fair
forum for bidder.

Competitive bidding system also projects the pulibplierest.
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3.3.1 Specification

Specifications should be written in a manner tonprte full and

unrestricted competition by citing actual, minimuweguirements. Here

are elements to consider when writing specification

1) Identify these essential characteristics of tiem to be
purchased. Don't include unnecessary features.

2) Emphasize performance over design

3) Do not allow them to be written by a bidder

4) When possible provide for commercial, off-thel§iproducts.

5) Avoid unique requirements.

6) Allow for competitive bids to the maximum extgaassible

7) Should be quantifiable rather than qualitative

8) Should be verifiable

9) Do not overstate quality.

3.3.2 Bid Amendments

If after issuance of a bid, changes must be madequantity,

specifications, delivery schedule, or closing datejf corrections are
needed because of defects or ambiguities, an anemdio the bid

should be issued. The amendment should be in gritfiou will need to

consider the time set for receipt of quotations #mel necessary or
desirability of extending the closing date. You mafjorm bidders of
such extension by telephone and then send confomdty mail or

electronically. All firms to whom the original bidras sent must be
notified of all changes and time extensions.

3.3.3 Bid Receipt and Opening

The requirement for public opening of bids is desig) to reduce the
possibilities of collusion and favoritism and tetfer public confidence
in the procurement system. The language of the &awisrules state that
only pertinent information is to be read at theropg and that time for
complete and full disclosure is after award.

Upon receipt, bids should be time-and-date-stampeddocument
whether they were received in compliance with {hectications.

Bids that are not received in a sealed envelopkidypening date and
time should be rejected. Bidders who deliver tleds in an envelope
that is not sealed may be allowed to correct thmyever, decency
provided they do so before the date and time Spécibr opening of
bids
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Bids/quotes that are neither signed nor includesfsatory evidence of
the bidders desire to be bound by terms and comditishould be
rejected.

3.3.4 Bid Evaluation

Bids must be evaluated in exact compliance witkega stated in the
specifications in order to determine which représethe lowest

responsive and responsible bidder. Any criteriagothan price, to be
used in evaluating solicitations should be cleat aract and stated in
the bid document. Such criteria must be statechénkid request with
sufficient clarity and exactness to inform eachdeidof the factors that
will be used in evaluating a bid in relation to @th This statement
enables bidders to estimate, within reasonable tdimhow the

application of the evaluation factors will be apglito their bid.

3.3.5 Responsiveness

The first event that must occur in bid evaluatisetermining if the bid
is responsive. If a bid is non-responsive then iusmbe rejected.
Rejected bidders should be notified and shouldb®tconsidered for
award.

To be considered responsive, the bidders need maplgowith the
requirement of the solicitation, including speations and contractual
terms and conditions. It also ensures that all drisidesponded to a
solicitation in a common manner that provides tlesid for equal
competition. Absolute conformity is not required.

Failure by the bidder to accept the requirementb®bid is grounds for
rejection of its bid. Some common instances in Wwhitds must be
rejected and declared non-responsive are:

1) The bidder does not submit all required docusient

2) The bidder states that he will not accept anrdwamless the
solicitation terms and conditions are modified lberad.

3) The bidder states that it will only accept anaedvfor all line
items when the solicitation allows award by linenit or
aggregate grouping of line items.

4) The offer and award sheet is not signed ancktiseno indication
such as a cover letter the bidder is responding.

5) The bid item does not meet the stated spediicatand the
bidder has not indicated the item bid is an alterna

There are factors that come into play in evaluagimgsponsive bid:
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a) Price of cost:In many acquisitions, various statutory adjustments
to price may need to be made, singly or in comimnatThe
buyer must often analyses cost factors such aspieudwards,
all-or-none qualifications, and transportation s in
determining the lowest evaluated price to the state

b) Technical: Acquisitions require technical evaluation to
determine which quotes are technically acceptal#e, are they
responsive to the specified quality requirements?

C) Responsibility.: A determination must be made that a bidder is
responsible. A review indicates that it has the nehvhal and
the commitment necessary to do the job and damjigmnly.

3.3.6 Bid Award

Upon award, all bidders should be provided bid ItesiNotification to

bidders may be by facsimile, e-mail or Nigeria RbsEervice.

Regardless of the notification method used, tinagfon must be taken
in order to minimise any liability to the federastate to local
governments in the event a protest is filed. Evegeaf notification of

all bidders should be maintained in the purchdse fi

3.4 Waiver of Competitive Bidding

CIRCUMSTANCES PERMITTING WAIVER

If deemed to be in the public interest, competithidding may be
waived in cases of emergency, where performangeioe competition
is not available or otherwise as provided below.

Circumstances permitting waiver and providing faredt negotiation
include, but are limited to:

1). Where a needed product or services is availabla only one
source of supply

2) Where bids have been solicited but no satisfacbed(s) were
received

3) Where standardisation or compatibility is the emkiding
consideration

4) Where personal or certain professional senacesequired

5) Where an ongoing job or task is involved

6) Where products are bought for “over-the-countesale

7) Where a particular product or service is desfogdexperimental,
developmental of research work

8) Where the equipment is already installed, cotaigc and
serviced and it is determined advantageous to psech

9) Where there is evidence of resale price maimemeor other
control of prices, lawful or unlawful, which thwartnormal
bidding procedures
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10) Where the amount of the purchase is too smalidtify soliciting
guotations

11) Where small purchase is being made and a aetisy price is
available from a previous bid or quotation.

12) Where the requirement is for an authorised ewmifve project
with other governmental unit(s) or charitable noofp
organization(s);

13) Where a used item is available on short nodicd subject to
prior sale.

JUSTIFICATION

The waiver of the competitive bidding process, ligmgle source
purchase, is infrequently used and subject to anbat justification. All
requests to waive competitive bidding should bew&sded to the
Purchasing Department accompanied by a purchasiggisition and
justification.

SELF ASSESSMENT EXERCISE

What are the criteria that determine the efficiermly competitive
bidding as source selection and pricing methods?

4.0 CONCLUSION

Lately, attention has been focused on the adwvegtisequirements
associated with the competitive bidding procespeeslly in instances
of inter-local agreements. A point of reminder musivever be made to
the audit staff, federal, state, and local govemisi¢hat advertising is
just one compliance requirement to address wheitirgicbr engaging
in a formal bid process. Even when an original Wwis executed in a
competitive manner. This guidance is being provideda resource to
help increase awareness of best practices regatttengbid process.

5.0 SUMMARY

Competitive bid procurement, as the name impli@glves vendors or
suppliers competing in some way for the contradie Traditional
method involves the owner issuing an invitationrequest to either
select vendors (invitational bidding) or even thengral contracting
community (public bidding) to participate in a pess of competition.
Bidders who wish to participate submit binding offéo do the work or
supply the goods by a fixed rate and time and romance with the
owner’s requirements. The owner then reviews arduetes all on-time
bids and (usually but not always) chooses one bitlWelo the work.
The owner and that Bidder then sign a contracottheé work.
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6.0 TUTOR-MARKED ASSIGNMENT

Explain the instances in which bid can be rejecded declared non
responsive.
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1.0 INTRODUCTION

The most flexible, but sometimes complicated, meahgrocuring
goods and services is negotiation. This methodesl when contracting
offices:

1) cannot define all the requirements of a procemmor
2) when factors other than price are important ghoto require
evaluation.

Negotiation procurements take many forms. They nual for
competitive proposals, may involve restricted comtip@, or may even

be sole source. Some permit discussion with ofrgrravhile others
allow award of a contract without discussion

2.0 OBJECTIVES

At the end of this unit, you should be able to:

o Define the term Negotiation and clearly statesligctives.

o Comment on time Negotiation is most appropriate ldighlight
the requisite position and qualifications of thegNiator

o List and Explain the steps involved in the Negatiafprocess

. Identify and describe the various Negotiation Pesu
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3.0 MAIN CONTENT

3.1 What is Negotiation?

Regardless of the size of the purchasing departmetite volume of
purchases, negotiations have to be conducted iry eéype of industry
or business engaged in the function of procurem&hgther it is of
services or of materials. It is generally acceptedt the ability to
negotiate is a key competence in a purchasing éxecun industry,
and most levels of government, the term negotiafiequently causes
misunderstanding. Depending on the level of peroeptand/or
objective:

(1) some may consider negotiation as a formhofse-trading
(arguments about something e.g. prices); or hasaim

(2) sometimes, it is confused wighice chiseling (that is obtaining
price deceitfully). But negotiation is neither hégg nor
bargaining.

The dictionary defines negotiation as a:

“Mutual discussion and arrangement of the term dfamsaction or
agreement”. OR simply; confer with others in order reach a
compromise or agreement”

Another expert opinion descried negotiation as,

‘The process by which we search for terms to obsdiat we want from
somebody who wants something from us.’

This particular definition more importantly revedl¢hat negotiation
implies some mutuality of wants, resolved by exgearPurchasing and
supply is certainly concerned with exchanging falue, and with
finding new ways of doing business. However, defjneegotiation is
more usefully seen as a process whereby agreemsought.

Professional negotiation is thus a means by whiah fiarties reach an
agreement by a specialised process of communicéicimiques and
arrives at a mutually satisfactory settlement, ltegyin a balancing of
the interests of the parties.

Indeed, the following facts must be establisheduabeegotiation in
purchasing.

I. Negotiations may involve dealing with a single s&u many
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ii. They may also be conducted on a one-to-one basietwreen
teams of negotiators representing different intsresnd

lii. May be conducted over a telephone in a matter ofutes, or
take many months to complete.

V. It can be for the purpose of setting the price aterals or it can
relate to finalizing various terms and conditionscls as
specifications, delivery packaging, insurance sman.

The most import ingredient in the art of negotiatis communication.
Therefore the essential techniques in negotiati@ntiaose, which are
employed in the communication of ideas. Since niagoh involves
convincing the other party of your point of viewdameaching an
agreement, communication skills, prove useful.désinot involve any
science or mathematical formula. It is an art.

Contracting officers use negotiated procurementenglier sealed
bidding is not appropriate. Generally, negotiai®appropriate:

a) if item does not permit sealed bidding,
b) if award will be based on factors other than prce,
C) If discussions are necessary, or

d) if the Government is only aware of one source.

David Jones et al (1994:165) argued that therealieenative ways of
reaching agreement that do not involve negotiatiamsl can be
appropriate and effective in the right circumstance

Some of these alternatives to negotiation are:

1) PERSUADE: This involves encouraging the othetypt accept
the merits of a particular case with no concessimm yourself.

2) GIVE IN: That is, accepting totally what the ettside offers.

3) COERCE: This is an insistence that the othée sneets your
demands or else.

4) PROBLEM SOLVE: This alternative removes the elifince
between the parties so that there is no need totiate

3.1.1 Objectives of Negotiation

Generally speaking, the objective of negotiatiomgseement. In other
words, it is to persuade and convince the other with your viewpoint
and it must not be used to win an argument bue&zhr an agreement.
This is one major difference between negotiatioms @ ball game or a
war. Those activities, only one side can win; theeoside must lose. In
successful negotiation, both sides win somethirgpuRar usage calls
this approachwin-win negotiation.
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Several objectives are common to all procuremdeseegotiations:
1) To obtain the quality specified.

2) To obtain fair and reasonable price.

3) To get the supplier to perform the contractioret

In addition, the following objectives must be met:

1) To exert some control over the manner in whiah ¢ontract is
performed.

2) To persuade the supplier to give maximum codjmerao the
buyer’'s company.

3) To develop a sound and continuing relationshiit wompetent
suppliers.

4) To create long-term partnership with a highlplgied supplier.

3.1.2 When To Negotiate

In most cases purchasing orders are concludedeobasis of quotations
received. Negotiations with the vendor will quitieo follow after he
has submitted his quotation, but sometimes negmtisittake place as
the first step in the purchasing deal. Negotiatisnrequired when
changes in the scope of a contract, call for chamgenitial pricing and
terms and conditions. Menon K.S. (1993:142) listeé following
instances when the buyer and seller may considgtiaging:

1) Variations in the quality being purchased.

2) Changes in drawings and specifications.

3) Change in transportation, packaging or deliymnt.

4) When supplies or services can be obtained froly @ane source.
That it when competitive bidding is impractical

5) When no acceptable quotations are received trmmesponding
vendors.

6) Price or other items and conditions of the cagtirrelating to
large volumes of a large value, especially of ssa@mmodities
where the contract relates to a long period.

7) When it is not practicable to draw up detailpeafication and
descriptions for certain service or supplies ares¢hare required
to be orally explained or clarified.

3.1.3 The Negotiator’s Position and Qualifications
Purchasing executive and salesmen are individusiglly acting as

representative of the various organisations thatleythem.
Their behaviour in negotiation will be influenced:
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(1) by their personal characteristics,
@i)  which in turn will be partly determined by theides, and
(i)  the situation in which they are negotiating.

3.1.3.1 The Negotiator as a Representative

In negotiation, it is important for a buyer to kndhe extent of his
authority to commit the organisation he is représgn since such
authority prescribes his options and his respolititbor the outcome of
the negotiation. The degree of authority he has rsgotiator may range
from that of:

1) An emissary commissioned to present without atems, a
position determined by his superior,

2) To that of being a free agent. And as a freenfagke can
negotiate freely and even vary the stand takenibycbmpany
depending on the situation at the negotiation table

It is however recommended that the complex can dipemegotiations,
the greater should be the status of the negotgtor(

There are five conditions that prevent a negotidtom responding
spontaneously to his opposite number:

1) When a negotiator has little in determining asition.

2) When he is held accountable for his performance.

3) When he has sole responsibility for the outcoofe the
negotiation.

4) When he is obligated to a constituency thatres@nt during the
negotiations.

5) When he is appointed rather than elected.

In the above situations, a negotiator’s behavigucanstrained by his
obligations.

3.1.3.2 Personal Characteristic of the Negotiator

The fewer the constraints imposed in a negotiatiech sas knowledge,
experience and personality the wider the scopesadlhility to influence
the negotiation process. Studies have shown thaopality variables
such as anxiety, dogmatism, risk-avoidance, séfees and
suspiciousness affect the degree of cooperatiorcomnpetitiveness
present in a negotiation situation.
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3.2 The Process of Negotiation

In the broadest sense, negotiation begins withottgin of a firm’'s

requirement for specific materials or services. ¢xding to Donald
Dobler and David Burt (1996:363), actual two-pamggotiation begins
with a buyer's requests for proposals from poténsiappliers. It

develops as the negotiator carefully evaluateseth@®posals and
prepares for discussion of the important issues$ thay arise in the
impending negotiation conference. The negotiatioocgss ends with
the resolution of all issues that actually do adseing the negotiation
conference. It is therefore useful to consider tiagon conceptually as
a three-phase process.

o The first of the phases is the preparatory stage.
o The establishment of objective is the second stage.
o While face-to-face discussions, which result ineggnent on all

items and conditions of a contract or a decisiontaenter into
an agreement with the potential supplier is thedthhase.

3.2.1 Preparation for Negotiation

It is arguable that over 90 percent of the timeolagd in a successful
negotiation is spent in preparing for the actuakfto-face discussions.
David Jones et al (1996:169) provided a list of keysiderations as
identified by Kennedy in the preparation for negbdtin.

This includes:

1) What do we want? Such want may for example include:
a) A lower price
b) An improved relationship
C) A bigger discount
d) Faster delivery
e) Changes in quality.

The range of negotiable variables in most buydesel
relationships or transactions is very wide.

2) How valuable is each of our wants to usRerhaps, for example;
a) Prompt delivery = high priority;

b) Lower price = medium priority; and
C) Quality changes = low priority.

3) What are my entry and exit point?
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As a negotiator, your point is really your openind. Once disclosed,
you are unlikely to better it, so the bid obviousklquires careful
thought. The exit point is your walk away positidhis important that
these facts be identified and understood at theaoagory phase. If only
remove the possibility of striking an agreementjolmay be regretted
later.

In addition, Dobler and Burt suggested that theotiapr must:

1) Know the item or service.
2) Know the seller’'s Bargaining Strength

The seller’s bargaining strength usually dependthoee basic factors:

a) how badly the seller wants the contract;

b) how certain he or she feels of getting it, and

C) how much time is available to reach an agreemensuitable
terms.

The buyer should encounter no difficulty in deterimg how urgently a
seller wants a contract. The frequency with whiod $ales person calls,
and general market conditions are positive indisatd sellers’ interest.

3) Know the Buyer's bargaining strength. The buydrargaining
strength depends on three basic factors:

a) The extent of competition present among paénti
suppliers
b) The adequacy of cost or price analysis; and
C) The thoroughness with which the buyer and alieot
members of the buying team have prepared for the
negotiation.

4) Know the adequacy of cost or price analysis.

5) Know the Seller.

6) Know the thoroughness of buyer and negotiatireant
preparation.

3.2.2 Establishing Objectives

Meaningful objectives are essential to succességbotiating but rarely
are such negotiation objectives meaningfully andady defined.
Negotiation objectives must be specific. Genergédives lower than
previous prices; good delivery etc, are inadequiate. each term and
condition to be negotiated, the negotiating teamukh develop three
specific positions:
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1) An objective position;
2) A minimum position, and
3) A maximum position.

The objective position for instance, is the nedotia best estimate of
what he or she expects to strike as an agreemerdnlbe very helpful
to write down the agreed objectives(s) for the ewmnegotiation.
Writing them down will serve to ensure that thaseoived know;

1) What is to be achieved; and
2) Upon what assumptions those objectives have based.

It is important to recognise that the objectivesich are set, will be
based upon an assessment of the situation witlengthen existing
information. If some of the information proves te faulty, then it may
be necessary to change the stated objectives aelgy the methods
by which they are to be achieved

3.2.3 The Actual Negotiation

The actual negotiation involves a four phase factte negotiations
and specifically the processes include:

1) Fact Finding.

During the initial meeting with the potential suigp) the professional
negotiator and the negotiating team limit discussido face-finding.
The important consideration is that during the faeding session, the
buyer and the supplier should attempt to analysh ether’s point of
view. The buying and selling representatives shodistclose their
interests — not their positions.

2) The Recess

While it may not be necessary to call for a regessegotiation relative

to small procurement, in major negotiations, it Wobe good strategy
to call for recess after the face-finding sesstongnable both teams to
evaluate the facts and analyse the issues, asgessdotiating ability of

the opposite team and, if needed, revise the isJues duration of the

recess depends on the circumstance and the issudged.

3) Narrowing the Difference

When the formal negotiations reconvene, the negotidefines each
issue, states the facts, and attempts to convitee dupplier’s

173



HCM 343 PROCUREMENT & SUPPLY MANAGEMENT

representatives(s) that the negotiator moves dghetmext issue. During
this phase of the negotiating process, problemirspland compromise
are used to find creative solutions where both igarwin. If a

satisfactory agreement cannot be reached, the ingggtteam has the
choice of adjourning (an attractive alternative tauyer if another
supplier is in the wings) or moving on to hard lzangg.

4) Hard Bargaining

Hard bargaining session is the last resort anditivslves the use of
take — it —or — leave — it tactics. Its use is fedi to one —time or
adversarial situation where long-term collaboratekationships are not
objective.

3.2.4 The Post-Negotiation Phase

The primary activity of the post-negotiation phaseémplementation.
Successful negotiation is complete until what haenb agreed is
implemented. Only very ordinary or value free négots will pay
insufficient attention to his aspect of the worka Affective negotiator
would therefore need to take a number of necessaiyns.

Firstly, skilled negotiators need to confirm with other tpaa clear
understanding of what has been agreed.

Secondly,they also specify who is to do what, and by whnet,only as
between them and other party but also in their ruzgdion.

David Jones et al in their model of negotiationgess provided the
following prescriptive guidelines for the post -gog&ation phase:

1) Produce the first draft agreement. This involkagsorting in your
own version what has been agreed, developing sgaement
and sending your draft to the party for his comreeand
agreement

2) Ensure the commitment of people in your orgameao making
the agreement work

3) Prepare official contract in line with the agresnt

4) Remember no negotiation is successful until whas been
negotiated is done.

5) Find time to evaluate performance, first, in otggion, and
secondly in, implementation. Implementation of =ssful
negotiation has the consequence of positively amfting the
behaviour of both parties in future negotiatiospexially where
purchasing transaction involves long-standing pasnin the
supply and demand market.
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3.3 Negotiation Postures

Negotiators must be skilled at watching for, untierding and
interpreting body language. No matter what people bow they really
feel can often be picked up from their body possicand gestures
during the negotiations. You may consider thatdtieer party is being
honest and open, but this may not be true. You ewally feel the
other side is happy; this also may not be the caberefore as a
negotiator, you must watch for the body language.

A number of postures and what they might indicateehbeen provided

by David Jones et al (1996 pp. 180) as shown ile thlbelow:

Posture

Possible Meaning

Leaning forward when making
A point

Interested; wantsnpleasize
a point

Avoiding eye contact
telling

May be embarrassed; not

The truth

Arms folded. Body turned away
From you

Defensive; no compuse
Not interested.

Body turned toward you leaning
your
Forward.

Interested; Warningward

Comments

Looking away to watch or at a
further

Wants to leave ooiévany

Window discussion
Hands supporting head and confidence.
Leaning back in chair.

Stroking nose regular with a May be lying.

Finger-avoid eye contact

Good eye contact. Fingers stroking

saying
Face.

Interested inatwlyou are

Table 15.1 The Interpretation of Postures.

A negotiator should however interpret body languagth sufficient
caution. He/she may indeed be wrong. Nevertheiegsa quality, that
over a period of time, an experienced negotiatés ge understand the
body language of the other side; this can greatyntrioute to
effectiveness at negotiation conference.
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SELF ASSESSMENT EXERCISE

What would you regard as the conceptual facts abegotiation?

4.0 CONCLUSION

The objective of negotiation, it must be emphasigealgreement. Even
though agreement is the fundamental goals of retimti, negotiations
occasionally end without agreement. In the short, meaching no
agreement is sometimes better than reaching an tisfastory
agreement. By its nature, negotiation is a compi@sginating subject,
since it involves people, contains many variab@enerally speaking,
however, experienced negotiators seldom let negwis break down
completely.

5.0 SUMMARY

However, defined, negotiation is more usefully seen a process
whereby agreement is sought. The most importagredient in the art
of negotiation is communication. Therefore the e8aktechniques in
negotiation are those, which are employed in theamanication of

ideas. Since negotiation involves convincing thkeotparty of your
point of view and reaching an agreement, commuioicatkills prove

useful. It does not involve any science or matherahformula. It is an

art.

In most cases purchasing orders are concludedeobasis of quotations
received. Negotiations with the vendor will quititeo follow after he
has submitted his quotation, but sometimes negwisittake place as
the first step in the purchase ideal. Negotiat®required when changes
in the scope of a contract, call for changes itiahpricing and terms
and condition.

6.0 TUTOR-MARKED ASSIGNMENT

Highlight in clear order the schematic processegjatiation.
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1.0 INTRODUCTION

In order to achieve the purchasing aim of obtairgedjvery on time,

expediting is frequently undertaken. A dictionasfidition of expedite

Is: assist the progress of something. In manufagumdustry, this

activity may be undertaken in connection with theogoess of a
customer’s order to the point of dispatch (thismiernal expediting), or
liaising with suppliers to ensure that materials i@ceived from them or
as scheduled (this is external expediting). In niggtions providing a
service rather than manufacturing anything, moghefexpediting will

be internal, and in manufacturing companies, itth® external

expediting, which involves the purchasing functiéillowing-up the

order to ensure prompt deliveries is an importamicfion and this
function is also variously called, progressing,exkiping or follow-up.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

describe the nature of expediting work

explain the expediting process

state the characteristic of a good expeditor

discuss the various methods of organization foredkmg
activity

o list the advantages of the expediting function.
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3.0 MAIN CONTENT

3.1 The Nature of Expediting Work

Expediting is a planned, proactive task. As a cptcexpediting is a
purchasing responsibility/task of attempting toespep delivery as the
buyer's timing requirements undergo unexpected gésn More
concisely, to expedite (a term that is used ratbesely in industry)
involves actions to achieve an earlier deliveryntbaginally planned.

To de-expedite is indeed the opposite and thi® iattempt to delay
delivery beyond the original schedule delivery time

Expression such as hastening, progress chasing, uagohg are
sometimes used to describe the process of attegnpoirensure that
delayed supply of materials does not cause probliemshe buying
organisation. These expressions often indicate ghatess is seen as a
reactive one, where a problem of lateness ariseswerk then begins
to try to save the situation. Ideally, the relasibip between the selling
and buying organisations is one of mutual trust msgect, and liaison,
rather than expediting.

3.1.1 Elements of Expediting

The following elements are involved in expeditingriwi.e., the specific
issues inherent in the follow-up job:

1) First, it is necessary to secure an acceptahiteeurchase order
by the supplier so also a promise of delivery

2) A proper record must be kept of due deliveryedatnd these
records must be updated as and when deliveriegarri

3) A review should be made of outstanding ordersregular
intervals.

4) Communication should be made with suppliers ad @when
required. This can be through e-mail, telex messplyene calls,
personal visits, etc.

3.2 Expediting Procedures

One very important matter relating to expeditingthat all suppliers
should be given strict instructions to inform theying company as soon
as some trouble is noticed about fulfilling delielates. If the suppliers
can be trusted to do this, expediting becomes reabenon K.S.

(1993:162) presented a simple procedure, which lmarfollowed as

follows:

179



HCM 343 PROCUREMENT & SUPPLY MANAGEMENT

1)
2)

3)

4)

5)

Two copies of the purchase order are sent teupelier and one
copy to the expeditor.

The expeditor files the purchase order, vendsewn a current
file. This file is checked every week.

If the acknowledgement copy has not been redebaek within
ten days, the expeditor should do the following:

(@) He should check back with the buyer if there been any
development in regard to the order; (for examphe, supplier
may have written that the term of agreement regquigision).

(b) If nothing has been heard from the supplier,sheuld
send him a routine reminder.

(¢ If within a week after the first reminder no
acknowledgement has arrived, a letter should be, sen
preferably by name to the official concerned in the
supplier's company. If this fails, a telegram and a
telephone call respectively should be the means of
communication.

(d)  Though the supplier has not formally acceptesl drder,
he may have started supplies. In law, this is afpod
acceptance. The expeditor should check with theeston
this matter.

The expeditor will consult the file every weehkdatake such
action as is necessary for follow up.

When a delivery has been effected, the receigticen will send
him a copy of the materials receipt note. The eikpedvill make

the relevant entries in the order copy. As soomhasorder has
been fulfilled, the copy of the order is removeahirthe file.

Follow-up procedures may be more elaborate thanotiee described
above, but the basic elements are the same. Anpthet that must be
made is that progressing activities does not conecmentil a reasonable
period of time has elapsed; constant progressimgbegzome counter-
productive and results in sour supplier relatiopshFigure 16.1 below
shows a typical progressing format, indicating {raigressing does not
commence until a reasonable period of time hasethp

Date of | Jan Feb Mar June July Aug Sept
Orde|

15" Jan

Item A —> Progress 1 2

—— Estimated completion peried——>

Figure 4.1: Progressing Format
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3.3 Characteristic of Good Expeditor

The work of an expeditor calls for considerable efight, good
judgment, initiative and intelligence to ensuretttiee right degree of
attention is given to the various types of ordé&rgood expeditor must
therefore have the following characteristics.

1) An expeditor must be a good communicator. Aneelpr must
be skilled at transferring information in a langeaitpat can be
easily understood.

2) An efficient expeditor must be resourceful.

3) An expeditor must be a progressive individualpther words, he
must be capable of gingering up and building usswes on the
supplier.

4) Time consciousness and alertness is anothemladkastic. A
good expeditor will know when to take strong actzod how.

Expediting is not a routine function carried out @erks. A supplier
does not often have the courage to be honest aed geports which do
not commit him but which can be interpreted as araging by a buyer.
A clever expeditor can see through such reports distinguish the
genuine from the misleading report.

3.4 Organisation for the Expediting Activity

There are various methods for organising for thikoWioup activity.
Indeed, there is a wide difference of opinions esnmg the most
effective arrangement for handling the expeditiogvity.

Some firms require each buyer to do his/her owreditimg.

1) Because of the buyer's status and intimate kedge of the
order, these firms believe that a buyer can ohtaone effective
results from suppliers than can someone of lessdussin the
organisation.

2) More important reason is that many companiesagughis
approach want the buyer to assume total respoitgifait each of
his or her orders. They feel that the buyer carthil® best by
personally participating in all phases of an orded for all
supplier contracts; it is easier to measure andrabhis or her
performance.

Since much follow-up and expediting is a routinerkyoit often
represents an inefficient use of a buyer's timem&ocompanies
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therefore develop a hybrid organisation. To achiéwe benefits of
specialisation, they assign the follow-up and expeyl function to a
separate expediter. So that the buyer can retdinduntrol of his or her
orders, though, each expediter is assigned dir¢otlgne buyer (or a
buying group). Thus, the expediter does his orvinerk as directed by
the buyer, and the buyer is helpfully accountabtehis or her orders. In
practice, the expediter usually handles all roufioléow-up enquiries
and calls on the buyer for assistance with theicdiff or delicate
expediting problems. Figure 16.2 shows a typicaidatructure of
organisation for the follow-up and expediting aityiv

Purchasing
Manager
Strategic Planning
Researc
Buying Dept Buying Supervisor Follow Up
Manager Manager & Off. Administration
Expeditor | Order Preparatior
Expeditor Il Working Files
Expeditor 11l Records and
Catalogues

Figure 4.1: A Typical purchasing Organisation Intemal structure
showing the Expediting Section

3.5 Adavantages of the Expedting Function

The progressing or follow-up activity has the fellog advantages:

1) The supplier is aware of the purchasing departiménterest and
control

2) Possible late deliveries or delays will be ideed via the early
warning system and therefore alternative supptiarsbe secured
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or alterations of production programmes can be madiout
loss of output.

3) The purchasing manager has a complete and updaseal
picture of the purchasing department’s position tanm of
ordering and suppliers.

SELF ASSESSMENT EXERCISE

List the basic characteristics of a good expeditor.
4.0 CONCLUSION

Expediting is an important function, which oughttt® centralised. The
term “expedite” is used rather loosely in industhy.a more precise
sense “follow-up” involves activities to ensure idefty as scheduled.
This function is absent in most of the compani¢ss Itrue that this
function is irrelevant when you have an excellelationship with the
supplier, i.e., with the Electronic Data interchar(§DI) system where
company’s computer constantly talks to the supglieomputer and the
company is able to follow the just-in-time systeminventory. Until
this is into practice, expediting will ever be iitable and must be
available centrally.

5.0 SUMMARY

The systematic follow-up of the orders to secueeréquired delivery is
an important purchase function. The purchasing et

responsibility for an order does not terminate witle making of a
satisfactory contract. Purchasing bears full resjmlity for an order

until the materials are received and accepted. Thechasing
department will often have a wide range of outstamdrders at any
given time, orders which are in process of beingdpced or obtained
by the supplier. All these orders will beat variatages of completion.
The purchasing executive must maintain a degreeoofrol over this
area of the purchasing function. To enable thigrobmo be effective, a
system of progressing has to be introduced andtorexqi.

6.0 TUTOR-MARKED ASSIGNMENT

Explain the issues involved in the follow — up prdare.
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1.0 INTRODUCTION

International purchasing is a rather complex disogp Among the most
significant business developments in the last tmd half decades have
been the rapid growth of international business thedproliferation of
multinational firms. Although a number of companieave been
engaged in this area for nearly a century, theosw growth in the
size and the number of international firms is @m@henomenon, as is
the much closer central control exercised by mamagés.
Conceptually,

“International business is business whose actssitiwolve the crossing
of national borders.”

This definition includes not only international dea and foreign
manufacturing, but also encompasses the growingcseindustry in
areas such as transportation, tourism, bankinggréiding, construction,
retailing, wholesaling, and mass communications.

Today, international expansion has made internaltiggroblems an
organic aspect of purchasing and materials manageniadeed,

international procurement is one of the most chagileg aspects of
purchasing and supply management.

2.0 OBJECTIVES

At the end of this unit, you should be bale to:

o Define concept associated with buying internatipnal
o List out and explain each of the approaches tornateonal
sourcing
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o State the benefits of buying internationally ane tbroblems
associated with it.

3.0 MAIN CONTENT

3.1 International Procurement Concept

Technically, international purchasing involves therformance of the
purchasing activities across the national boundarie

International sourcing, or purchasing goods fronillese in other
countries for internal use or resale, can be rigkythere is an increasing
need to understand foreign environments, purchasiathods and the
technigues of adapting purchasing management wesesand
organizational behaviour to new and different ctads.

Dobler and Burt (1996:267) argued that, more rdgerthe term

“foreign sourcing” has largely been replaced witintérnational

sourcing”, the process of purchasing from supploertside of the firm’s
country of manufacturing. At a number of leadingn, international
sourcing is being replaced with a broader inteomedi approach called
“global sourcing”. Professors Monczka and Trent 913) defined

global sourcing;

“...as the integration and coordination of requiretaeatross worldwide
business wait, looking at common items, processe$inologies, and
supplier.”

This unit essentially focuses on the benefits,sriskand approaches to
international sourcing.

3.2 Approaches to International Sourcing

With ever increasing global competition and demafaiscontinuous
cost improvement, today’s purchasing managemebeiisg challenged
with the question, “Are we buying from the bestgalan the world?”
Depending on your company’s internal resource,| slats, and long-
term strategies, there are many ways to obtainath@wver. In this
section, attempt will be made to discuss the adwmed® and
disadvantages of the following five most common hods that local
companies can use to approach international sa@urcin

Nigeria Sales Contacts of Foreign Suppliers
Nigeria Global Sourcing Companies
Overseas Sourcing Representatives

Direct to Suppliers
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o International Procurement Office (IPO)
3.2.1 Nigeria Sales Contacts of Foreign Suppliers

Nigeria Sales Contact of Foreign Suppliers abouanthe country and
exist in all traditional supplier forms includirgples representatives,
agents, distributors, Importers, direct sales effic Trading Companies,
Brokers etc. They are distinguished from other glolsourcing
approaches in that they are undisputedly workingbehalf of the
supplier. Buyers approach to them is essentiablysdame as traditional
domestic/local supplier relationships and this @firse is their greatest
advantage since they generally make buying frontseas extremely
simple They generally handle all communicationgjidtics, import,
contractual, and pricing issues on behalf of theigm supplier to the
point that the local purchaser may not even knoe mlame of the
foreign "Supplier. Sparing the purchaser from degghvith the many
issues that shall be discussed later in the D&ggiroach is of course a
great advantage; particularly if the purchasemmtéd in resources and
skill sets, however we should point out the disatxges.

3.2.2 Nigeria Global Sourcing Companies

Purchasers can take advantages of the capabdit@®xperience of the
Nigeria Global Sourcing Company as in the case ahynareas in
international business; this segment is not welfindd so that
purchasers can find these Sourcing Companies hawmgerous
classifications. Whether they are called Tradingn@anies, Third Party
Sourcing, Importers, Brokers, Global Search or S8ogr Companies
they represent the purchaser and not the supflles. advantages of
using the Nigeria Global Sourcing Company approasn be
summarised by stating that they can make buyingrnationally as
simple as buying from the Supplier across the strefsually they
provide the following services:

1) Determine items suitable for global sourcing
2) Locate and develop suppliers

3) Negotiate pricing

4) Determine logistics and import costs

5) Coordinate formal evaluation process

6) Place and administer orders

7) Handle communication & Translation

8) Administer Quality Programme

9) Accept financial risk

10) Handle currency issues

11) Pay the supplier

12)  Administer logistics and importation processes
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13) Pay freight, duty, insurance, broker and otimgrort costs

The major disadvantages of using Nigeria Globalr8og Companies
for global sourcing fall under the categories of (1 increased price,
(2) reduced control, and (3) the failure to develapternal
capabilities that may be essential to maintainioggetitiveness.

Although Sourcing Companies do not wusually restridirect
communication between the purchaser and suppliera apractical
matter, most communications flow through the Sawgcompany. As a
result, the beneficial exchanges between purchaset supplier
personnel who have specific product knowledge maly atcur, and
product or process improvements may be missed.

3.2.3 Overseas Sourcing Representatives

Overseas Sourcing Representative (OSR) can beuablalresource in
the Purchaser’s efforts to determine the best valtiee world. They are
based in and usually are citizens of the targetntguwho have
extensive knowledge in purchasing, the capabiliethe local supplier
base, and acting as buying representative for gorBurchasers. They
range in size from one-person operations to conggawith large staff
members with numerous departments specialising peciic
commodities. They routinely provide the followingregices:

1) Understanding the Purchaser’s requirements

2) Guidance in selecting viable opportunities

3) Translating

4) Finding and qualifying potential suppliers

5) Helping potential suppliers understand Purclsaser

6) Obtaining Quotes

7) Negotiations with Suppliers

8) Arranging for evaluation visits by Purchaser aascorting
purchaser while in the country

9) Insure order entry

10) Resolve Issues

11) Facilitate communications

12) Expedite for delivery

13) Resolve any quality issues

14)  Handle Shipping

15) Orders can be placed on OSR who will placeupplser

16) OSR may make payment to Supplier

17) OSR may perform or arrange for inspection

18) OSR may take full quality and financial respbitisy
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Just like Nigeria Global Sourcing Companies, OS&s greatly speed-
up and improve the success rate of internationaflinigu projects.
Although it is not like buying across the stredétce the purchaser must
communicate internationally and usually handlesraport details, the
OSR does give the Purchaser what amounts to anrierped
purchasing department in that country. Since moSR® work on
commission paid by the purchaser, the purchases doeincur a cost
unless the OSR come up with a good Supplier usethéypurchaser.
This is both good and bad news, since the OSR nill continue to
support the Purchaser's Global Sourcing effortsessl there are
financial successes for the OSR along the way.

Finding the best supplier in a country is;

1) Usually made easier by using an OSR since thaywkthe
reputations of the Suppliers and are more likelfirtd the small
obscure suppliers who often offer the greatesteslu

2) OSRs can be invaluable in negotiations since tkeow the
customs, culture, and the objectives of the Supjhievays not
known or easily understood by the Purchaser.

3) OSRs also have the ability to make in countrgitsi by the
purchaser much more productive since they hanel¢otstics.

4) The ability of many OSRs to provide technicapestise and
perform or arrange for quality inspection.

The major disadvantages in using an OSR are that:

1) They will add 5 to 20% to the direct materiastco

2) Although there are many potential OSRs in eamnty, their
capabilities and performance vary widely so thatpasers have
to exercise a great deal of due diligence in thecten process.

3) Additionally OSRs are usually good in just ormumtry or in
some cases good in only one major city, so tham iirea such as
Asia is targeted, the Purchaser will have to selE8Rs for each
targeted country

4) Since OSRs may also be limited in product exgperspecialising
in stamping, castings, or electronic

For example, purchasers having varied product oategjto source may
do well to have multiple OSRs.
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3.2.4 Direct

With today’s improved communications and the avmlliy of high
quality Suppliers all over the world, many purchrasgeal directly with
the Supplier in the foreign location without theeusf any third party.
According to a survey reported in the purchasingnal (April, 1997),
of those who source overseas, use the direct agprosvhen
considering whether or not to use the Direct Apphpd&urchasers must
first understand that all the services identifibd\ae as being by Nigeria
Global Sourcing Companies and OSRs, will have tprho®ided by the
Purchasers in the Direct Approach. This meansttietollowing skill
sets among others will have to exist or be develdpe the Purchaser
for maximum success in international Sourcing:

1) Targeting countries

2) Locating suppliers in targeted countries

3) Selecting suitable products

4) International and country specific business ficas

5) Understanding the foreign supplier's capabditiexpectations,
and needs.

6) International terms and conditions
7 Dispute resolution
8) International negotiations

9) Communications

10) Understanding cultural differences

11) Inspection at foreign locations

12) Payment methods

13) International transportation, insurance, etc.

14) Import process, regulations and duties

15) Country specific export regulations

16) Currency exchange

17) International order administration and oversegsediting
18) Packaging for international shipments

In addition to the above skill sets, the purchasest also have available
the financial and human resources to carry outGhabal Sourcing

Process. These resources often involve the needdditional people

and considerable monies for travel, research,itrgjrqualification and

approval.

For most purchasers, the decision to go Directlshioel based on
1) The expected volume of international purchases,
2) The commitment to long-term international souogcistrategies

and
3) The internal resources available.
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The direct approach cans results into the advastae

1) greater control

2) development of internal capabilities,

3) avoiding the country references of third partesd
4) obtaining lower total material cost.

3.2.5 International Procurement Office (IPO)

Having an International Procurement Office (IPO)astually” having
the Purchaser’s own Procurement Operation locatetseas. An IPO is
owned and operated by the purchaser, staffed viéh gurchaser’s
employees and does sourcing only for the PurchasgtO while
providing all of the services defined above for @8R, also gives the
following advantages to the Purchaser over the OSR.

1) No third party mark-ups

2) Dedicated overseas resource with no other

3) Direct in —country purchaser interface with sugplier

4) Development of long-term in —country relationshi with
government and business community.

5) Better communications by direct interface witluirghaser’'s
engineering, production, and quality groups.

6) Reduces purchaser’s need for foreign travel.

7) Better in-country quality and engineering suppor

8) Greater flexibility to coordinate with other phaser’'s overseas
entities such as sales offices, manufacturing plgoint ventures,
etc. to obtain advantages in administrative dastes, currency,
human resources, import / export status, logisats,

With all the valuable services provided by IPOg aime above
advantages, why do not all international Purchasese them? The
major reasons are that they are:

1) Costly and challenging to operate;
2) Usually difficult to staff, and
3) Add to the Purchaser’s head count.

Even with an IPO, the purchaser must still devefoport capabilities.
These issues notwithstanding and because of thamynadvantages,
IPOs should be considered when:

1) there is sufficient annual volume to cover exgeen

2) a long-term —commitment to the country or regiamd

3) the direct approach is not providing the expécésults.
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3.3 The Benefits and Risks of International Sourcig

3.2.4 Why Purchasing International Goods and Services

International sourcing requires additional effortken compared with
domestic sourcing, but it can yield large rewards.

1) Quiality
A key reason for international sourcing is to obttie required
level of quality.

2) Timeliness
A second major reason for purchasing internatiggwdds and
services is, generally, the dependability of thepdier in meeting
scheduled requirements

3) Cost
International sourcing generates expenses beyas# thormally
encountered when sourcing domestically. Nonethelées all of
the additional costs of “buying international” azensidered, in
the case of many materials it frequently is possiblreduce the
firm’s total cost of the materials through intelinagal sourcing.

4) Product and Process Technologies
No country holds a monopoly on new technology. rimaéonal
sources in some industries are more advanced techcally
than their domestic counterparts. Not to take athgen of such
product or process technologies can result in aufaaturer’s
losing its competitive positiorvis-a-vis manufacturers that
incorporate the new technologies.

5) Broadening the Supply Base
Professional buyers want to develop and maintaira@deguate
supply base for required materials. It may be rssmgsto
develop international suppliers in order to haveoanpetitive
supply base. In some cases, there may not be diegialomestic
source.

6) Counter trade
Many countries require their non-domestic supplierpurchase
materials in their country as part of the salesdaation. These
arrangements commonly are called barter, offsetscomnter
trade.
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3.3.2 Problems Associated with International Procuement

1)

2)

3)

4)

5)

6)

Culture and Communications

The nature, customs, and ethics of individuals #&odiness
organisations from two different cultures can ragssurprising
number of obstacles to successful business retatigvhat is
considered ethical in one culture may not be ethicanother.
Differences in culture, language, dialects, or teology may
result in miscommunication and cause problem.

Payment Terms Conditions

From the buyer’s point of view, the preferred metlod payment
is after receipt and inspection of the goods. Hamwe\wt is
customary in many countries for advance paymentsetanade
prior to commencing work. Such a provision ties the
purchaser’s capital.

Long Lead Times

Variable shipping schedules, unpredictable timaiireqnents for
customs activities, the need for greater coordimatiin
international purchasing, strikes by labour unicasg storms at
sea (which can cause both delays and change) yisealllt in
longer lead times.

Additional Inventories

The quantity of additional inventory needed whermrcpasing
from foreign sources can be difficult to determimaite often,
however, the additional inventories are not asdag one might
expect. Nevertheless, inventory —carrying coststrnasadded to
the purchase, the freight, and the administratigsts to
determine the true total cost of buying from intgional sources.

Quality

As previously mentioned, international suppliersgfrently are
utilized because many of them can provide a caedist high
level of quality. But problems do exist. Non-domesuppliers
tend to be less responsive to necessary desigrgebahan do
their domestic counterparts.

Higher Costs of Doing Business

The need for translators, communications problehes distance
involved in making site visits, and so on all addtle cost of
doing business with international suppliers. Podeo services
are more complicated because of currency fluctoationethods
of payment, customs issues, and the utilisatioimgfort brokers
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and international carriers. Inadequate local (mmda&onal)
logistical support functions such as communicat®ystems
(telephones, telexes, and fax machines), trandpmortaystems,
financial institutions, and so forth can complicate
communications and product distribution.

SELF ASSESSMENT EXERCISE

What are the services of the global sourcing conesann the
international procurement functions?

4.0 CONCLUSION

International sourcing, or purchasing goods fronillese in other
countries for internal use, resale, can be riskythare is an increasing
need to understand foreign environments, purchasiathods and the
technigues of adapting purchasing management @wocasd
organisational behaviour to new and different cbods.

Today, international expansion has made internatigroblems an
organic aspect of purchasing and materials manageniadeed,
international procurement is one of the most chgileg aspects of
purchasing and supply management.

5.0 SUMMARY

With ever increasing global competition and demafodscontinuous
cost improvement, today’s purchasing managemebeiisg challenged
with the question, “are we buying from the bestcplan the world?’
Depending on your company’s internal resourced| skts and long-
term strategies, there are many ways to obtainatm@ver. Today,
international expansion has made international Iprob an organic
aspect of purchasing and materials managementedindeternational
procurement is one of the most challenging aspefcfurchasing and
supply management.

6.0 TUTOR -MARKED ASSIGNMENT

Would you advise your manufacturing company to haventernational
procurement office?
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1.0 INTRODUCTION

One reason for Japan’s high manufacturing proditgtiig the cost

reductions it achieves through its just-in-timeT§Jinventory method.

JIT is a philosophy of operation that is initiallievised by Japanese
companies as an alternative to the use of invesgdior meeting the

customer service objective of having the produ¢hatright place at the
right time. It is a method of management of thepbpphannels.

Although originally pioneered by Henry Ford, thél Jhanufacturing
concept has been refined and developed over thesgasral decades in
Japanese industry. The JIT concept is consideresgnagy to be a
technique used for reducing inventories. In reality much more. To
complete JIT concept is an operations managemaldspphy whose
dual objectives are to reduce waste and to incrpasguctivity. It is
true, however, that operationally speaking the déseme of the JIT
concept is that inventory is evil. Inventory is saered to be undesired
as highlighted below:

) It hides quality problem

i) It hides production inefficiencies and prodwatly problem

iii) It adds unnecessary costs to the productioerajon-carrying
costs of approximately 25 to 35 percent of the imegy value per
year.

Hence, in an effective JIT application, the opamtipolicy is to
minimise production inventories and work — in prExenventories by
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providing each work centre with just the quantity roaterials and
components needed to do a given job at the exaetthiey are needed.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

Define what JIT is as a concept

Graphically illustrates the nature of JIT

List the characteristics of JIT

Compare with the Traditional Purchasing Approach

State and explain the benefits and possible disadgas of the
JIT Concept.

3.0 MAIN CONTENT

3.1 JIT Definition
White lee (1985:41) gave the definition of JIT abdws:

“Just-in-time (JIT) is an inventory control philgdoyy whose goals are to
maintain just enough material in just the rightcglaat just the right time
to make just the right amount of products.” Moraaseely, JIT is ‘the
exact adjustment of production to quantity and tiret.”

In the language of Ballou (1992:528) JIT is;

“A philosophy of scheduling where the entire suppifzannel is
synchronised, in response to the requirements odrappns or
customer.”

JIT is really a philosophy, not a technique as suldime aim is the
prevention of all kinds of wastes, whatever thetune and wherever
they may occur. Hence, in this inventory systene, shpplier delivers
the components and parts to the production ling-ijueme to be

assembled.

Other names for this or very similar methods are zaventory and
stock less production. And such other names as ZIe% Inventory
Production Systems), MAN (Materials as needed), BO@®aily
Overhead and Perfect Supply) and NOT (Nick-of-Timi@) all such
cases, the essential requirement is that suppliest be delivered
frequently in relatively small qualities just-in¥te for use. All resources,
therefore, are continuously flowing-from the artieh raw materials to
sub-assembly, final completion, and shipment ohad products. JIT
indeed brings together all the needed materialspants at the precise
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moment that they are required for each productimtgss because it is
time for it to be used.

3.2 A JIT lllustration

Figure 16.1 provides a flow diagram of the majavdurction operations
in an electronic instrument manufacturing plantthbbefore and after
the firm implemented a JIT system.

The top portion of the figure shows the originalemgion. After

incoming material was received, counted, and loggethe system, it
went through a standard visual receiving inspectiperation where
potential quality problems were detected, and peshsubmitted to
quality assurance for further detailed inspectidhe next step was to
pre-package the materials parts and componenivibnaitli subsequently
be used in putting together a given sub-assembtys Was done for
each sub-assembly produced to facilitate stockimpgckor the later

assembly work. Most production inventories werestlstored in this
sub-assembly kit form. After sub-assembly operatioccurred, sub-
assembly units were then inventoried untie latedus a product’s final
assembly operation. Approximately a week’s finistgeibds inventory
for most products was maintained at the plant.

The lower portion of figure 6.1 shows the dramatiange that occurred
as a result of JIT implementation. The receivingpgction and quality
control technical inspection operations for pur@tasnaterials were
completely eliminated. The responsibility for indoign quality was

placed with the purchasing department and deleg@atezhch supplier
organisation. This required a reasonable amourstupplier education.
In most cases, purchasing and QC work with supplierdevelop and
install Statistical Process Control (SPC) systemgheir manufacturing
operations. SPC control charts were then requodaet submitted with
each shipment of delivered material.
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Conventional Operation

Receiving o Receiving Subassemb Inventory
(i) Materials | Inspection Materials >
(ii) Parts 4 Prepackaging

(iii)Component

Subassenly Final Finishec Production inventory = 6 weeks

JIT Operation

Receiving o | Finishec | Final
(i) Material ”| Goods 7| Assembly
(ii) Parts Inventory

(iii) Component

Production inventory = 6-10 days
Work —in-process inventory = 1 day
Finished goods inventory = 3 days

Figure 16.1 How JIT was implemented in one US fm.
3.3 Characteristic of JIT
The main characteristics of JIT can be identifisdadiow:

1) Close relationship with few suppliers and tramsparriers.

2) Information is shared between customer and gengpl

3) Frequent purchase and transportation of goodsmall qualities
with resulting minimal inventory levels.

4) Elimination of uncertainties whenever possilideotighout the
supply channel

5) High quality.

A limited number of highly reliable suppliers aceated and cultivated.
The relationship is workable and mutually benefisaath long-term
contracts. Suppliers are provided with buying conmgs production and
inventory planning data and thus can plan theiicped in a coordinated
manner. This is achieved usually by on-line Elagtdata Interchange
(EDT). Thus the suppliers are treated as interrakveentres and are
viewed as the external factory.

Frequent and relatively small deliveries are mawehe work station
area without receiving and inspection processedwtied. Suppliers are
trusted with high quality controls as there aregnality checks on items
delivered. It also demonstrates the confidenceeplam the supplier.
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3.4 JIT Requirements
For the JIT method to work, a number of requiremmentist be fulfilled:

1) There must be significant beginning inventories

2) Demand and supply can be forecasted accurately

3) The quality of the parts must be very high

4) There must be dependable relationships and $nomebperation
with suppliers.

5) Ideally, the suppliers should be located neardbmpany, with
dependable transportation available.

For JIT to work, two additional things must happas argued by
Lysons, K. (2000, p. 248);

1) All parts must arrive where they are needed, nwhieey are
needed and in exact quantity needed.
2) All parts that arrive must be usable parts.

Where these are not achieved, JIT may easily beGosteoo-late.’

In achieving these requirements, purchasing hasrdisponsibilities
summarized below.

1) Liaison with the design functionfhe emphasis should be on
performance rather than design specifications. ¢&o0s
specifications enable suppliers to be more costcélfe by being
more innovative with regard to the quality/functi@spect of
suppliers. In JIT purchasing, value analysis isregral part of
the system and should include suppliers.

2) Liaison with supplier to ensure that they untierd thoroughly
the importance of consistently maintaining leadesnand a high
level of quality.

3) Investigation of the potential of suppliers withreasonable
proximity of the purchaser to increase certaintydefivery and
reduction of lead-time.

4) Establishing strong long-term relationships w#hppliers in
mutual effort reduce costs and share savings. This be
achieved by the purchaser's effort to meet the Isenp
expectations with respect to:

J continuity of custom
J fair price and profit margin
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agreed adjustment to price when necessary
accurate forecasts of demand

firm and reasonably stable specification
minimizing order changes

smoothly timed order releases

involvement in design specifications

prompt payment.

5) Establishment of an effective supplier certifica programme
which ensures that quality specifications are meffore
component leave the supplier so that receivingeaogpns are

eliminated.

3.5 Comparison of JIT With Traditional Purchasing

Approach

When compared with the traditional approach to mergy management,
JIT produces the following effects:

Issue
Approach

Quality Vs. cost
zero defects
Inventories

with reliable

deliveries.

Flexibility
Customer

much

Transportation
service levels

Seller/carrier
Negotiations

Number of Suppliers
relationship
[carriers

Traditional Approach Just-in-time

Lease cost with “acceptable faplity with
Quality”

Large inventories Quality price. Low inventories
Discounts manufacturing econ- continuous flow

omies of scale. Safety stock

Protection
Long minimum lead times. Short leadimes.
Minimum flexibility. services driven with
flexibility
Least cost with acceptable Totally reliable

service levels

Tough ‘adversarial’ negotiationej@enture ‘partnerships
Many Avoid single sourcing or Few long-term open

carrier. No exposure to leverage
Or dependency
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Seller/Carrier Minimal secretive tightly Open odnfhation
sharing

Communications Controlled joint problem
solving

General Business is cost or Business

customer

3.6 Benefits of JIT

The potential benefits of JIT to an organisationd ats purchasing
function in particular, have been summarised by n8bkrger and
Ansari (1984) as follows:

1) Part costs-low scrap costs; low inventory caigycosts

2) Quiality- fast detection n and correction of ursfactory quality
and ultimately higher quality in purchased parts.

3) Design- Fast response to engineering changéresgents

4) Administrative efficiency- fewer suppliers; mimal expediting
and order release work; simplified communicationd seceiving
activities.

5) Productivity- reduced rework, reduced inspecti@duced parts
— related delays.

6) Capital requirements reduce inventories of paseld parts, raw
materials, work progress and finished goods.

3.7 Possible Disadvantages of JIT

Some organization have experienced problems with fdir the
following reasons:

1) Faulty forecasting of demand and inability opglier to move
quickly to changes in demand.

2) JIT required the provision of the necessaryesystand methods
of communication between purchasers and supplregimg from
vehicle telephone EDI (Electronic Data Interchand#pblems
will arise if there is inadequate communicationhbatternally,
i.e. from production to purchasing, and externalisom
purchasing to suppliers and vice versa.

3) Organisations with, ideally, no safety stock highly vulnerable
to supply failures.

4) Purely stockless buying is a fallacy; lack oWwloost C class
items can halt a production line as easily as lrfiin the
delivery of highly priced A class items.

5) The advantages of buying in bulk at lower pmgay outweigh
the saving negotiated for JIT contracts, since bewgp may
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increase their prices to cover costs of delivepgrwork and
storage.

6) JIT is not generally suitable for bought-oumte having a short
lifecycle and subject to rapid design change

7) JIT is more suitable for flow methods with comsent changes in
system required to support the new methods

8) Even mass production manufacturers produce astanial
percentage of components by number, if not valaehaiches as
well as small number of high value components deddt flow
lines.

9) Apart from suppliers, JIT requires a total inkerhent of people
from all disciplines and the breaking down of ttemhal barrier
between functions within an organisation. This mayolve
substantial investment organisational developnraing.

SELF ASSESSMENT EXERCISE
What are the main features of just — in — time pasing?
4.0 CONCLUSION

Summarising from the above, JIT (Just — in —Tim&) be defined as
the processing of items or customers in the questitequired, when
required. JIT, therefore, involves processing maleitems only as and
when required rather than in anticipation of nee@mne of the
prerequisites for the effective implementation dafl Jis vendor
reliability. JIT involves the pursuit of low oem inventories, so that
incoming goods and materials inventory is of patdcimportance.

5.0 SUMMARY

The common problem most manufacturing firms hawbesdetection of
the massive waste that lies all around the compamest of which is
hidden from observing eyes- although not hidinghe real sense of
being invisible but the inability of our mind’s eyéo identify the things
we physically see as waste.

A classical example in point is that probably sinte industrial
revolution took place, man has recognised inven&sra necessary evil-
necessary because without it we would never be @bimanufacture
goods in time (even a housewife needs inventogvefything from salt
and match sticks to rice and cooking oil) and bettause:

1) its carrying charges erode company’s profits;
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2) it necessitates massive amount of space to stera (almost 50
percent of a factory premises is a storage areabffier sort of
inventory or the other);

3) a large number of personnel are required to kftdr the stores,
and so on.

We got so used to inventory, that in course of timeeforget the work
evil and took it for granted that inventory is sdhieg that is
indispensable. On the other hand, the Japanesepattothe word
necessary and considered inventory as a total@wite one gets such a
feeling, he begins to devise ways and means cafkatig it.

6.0 TUTOR-MARKED ASSIGNMENT
Comment on the JIT requirements.
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