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1600 N. Oak St. Suite 725
, VA 22209
Tel. 703 812 8513
Fax 703 812 9693
o-mai HERBWEIN@aolcom

EXPERIENCE
SEPT. 1998 - Present INDEPENDENT CONSULTANT.

Working on Projects for the University of Arkansas, SUSTAIN, Mt (Micronutrient
Initiative) and the INTERAMERICAN DEVELOPMENT BANK

OCT. 1996 - AUG. 1998 TECHNICAL ADVISOR - FOOD TECHNOLOGY

OMNI Project - USAID - UNIV. OF ARKANSAS
Responsible for technical support for micronutrient interventions specially in the area of
fortification, legislation as well as project support in all issues related to the private
sector.

- Participated in ASALT - QUALITY ASSURANCE WORKSHOP@ - Atianta,
October 96, where contributions relative to the private sector experience
were used as part of the final report. Activities in this area continued through-
out the project.

- Participated in the ALIM (Asociacion Latinoamericana de Molineros) meetings
in Paraguay and Peru and had success in supporting other donor agencies
in getting the wheat millers to agree and commit to the benefits of
fortification. Proposed and executed a project dealing with installing and
assuring capacity/capability in A Quality Control/Quality Assurance in
Fortification Processes@, using the milling school of ALIM - ESLAMO - as
focal point. It was finalized by implementing a regular course on QC/QA and
fortification of flour that took place June 8 - 12, 1998. Spearheaded efforts in
organization, securing approvals and executing the project.

- Responsible for legislation efforts for the fortification of wheat flour and sugar,
in Peru, Ecuador, Honduras, Nicaragua, Zambia and Bolivia. In this last
country, technical assistance was given to the activities leading to enacting of a

comprehensive new Food Law,

- OMNI together with OMNI Research, develop a MANUAL for Quality Assurance
for Micronutrient Interventions in Developing Countries. Responsible for the
coordination of the organizational meeting and the drafting of the final
document.

- Developed quality control/quality assurance programs for the wheat milling
industry in  Latin America, to be implemented with wheat flour fortification with



iron, folic acid and vitamins from the B group, as well as monitoring and
surveillance fortification programs for the public sector.

-Participated actively in CARMI activities - the regional effort in Central America.
Objectives accomplished, include harmonization of regulations with the
participation of the private sector, as well as monitoring and QA programs
agreed to by the governments and industry of Central America countries.

- Sugar fortification with vitamin A in Zambia was accomplished. Contributions
included defining and acquiring equipment as well as overaii coordination for the
timely delivery of technical assistance and support. Participated in the training of
Zambian personnel - in sugar fortification and QC/QA procedures - in
Guatemala.

MAR 1994 - OCT. 1996 INDEPENDENT CONSULTANT
LONG ISLAND UNIVERSITY - GRADUATE
MERCY COLLEGE - UNDERGRADUATE
Adjunct professor at the department(s) of business administration

1991-1994 ANDERSON CLAYTON DE MEXICO
(UNILEVER ORGANIZATION)

TECHNICAL DIRECTOR:  Responsible for manufacturing, product development,
quality control and quality assurance, engineering , technical aspects of acquisitions;
and for the total Unilever organization, had responsibility for all aspects of
environmental control. Managed more than 1000 people at one time.

-Increased productivity and reduced substantia! costs, at the Clemente Jacques

plant, by more than 20%.

- Prepared the Long Term Strategic Plan for all the Manufacturing facilities.

-Consolidated the product development efforts, launching two lines of new

products: Probaditas and a new line of desserts. _

-Obtained approval for Investments of more than ten million dollars to upgrade
environmental control in most of Unilever plants in Mexico.

SEPT 1989 - JAN 1991 GRUPO QUAN (LARGEST ICE CREAM CO. IN MEXICO)

TECHNICAL DIRECTOR: Responsible for manufacturing, product development,
quality control, quality assurance, engineering, logistics including distribution and
purchasing.

- Reorganized the Technical functions, streamlining and realigning
responsibilities in order to reduce personnel and improve efficiency
- Launched the annual new product line on time.

1972 - OCT.1989 GENERAL FOODS CORPORATION. White Plains , NY
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TECHNICAL VICE-PRESIDENT: General Foods de Mexico S.A. de C.V. 1985-
1989

Responsible for manufacturing (two plants), logistics, purchasing, distribution, technical
research, quality control, quality assurance and engineering. Directed all aspects of
the coffee business, which included government relations in dealing with pricing,

supply, etc. Managed 650 people.

-Reorganized and improved food plant productivity by 25% which included the
elimination of 160 employees and positively impacted bottom {ine by $280K in
two years.

-Developed and Implemented new quality assurance and vendor certification
programs which were adopted as models by the Mexican Government.
-Revamped and streamlined entire distribution system which resulted in a
savings of $140K

-improved coffee plant process and productivity by more than 2 yield points
equivalent to $200K in savings.

-Was responsible for the company’s management in the absence of the General
Manager.

TECHNICAL DIRECTOR - Latin America & World Trade Division, 1981-1985
DIRECTOR OF TECHNICAL RESEARCH

Responsible for providing technical leadership to the research and operations functions
at subsidiaries in Brazil, Mexico, Venezuela, Puerto Rico and to joint venture

operations and licensees world-wide. Coordinated product development activities and
maintained surveillance of legislation affecting the food Industry. Supervised a staff of
eight.

-identified and negotiated licensing agreements with parties to manufacture

powder beverages in five Latin American countries.

-Successfully launched Tang as a new product in Portugal, Yugoslavia and
Egypt.

-Obtained government approval for nutritional labeling of products for the first

time.

-Developed Ice Cream Consortium concept which in through out the years has
broadened the technological base of ice cream development at a reasonable

cost to Kibon (GF Brazil). The Consortium continues to function (1998)

SENIOR DEVELOPMENT MANAGER - DESSERTS 1979 - 1981
Responsible for planning, development and implementation of the product development

programs of new products, as well as maintenance of those already established, i.e
Cool Whip, Certo, etc.

- Develop and launched Jell-O Pudding Pops




TECHNICAL DIRECTOR Kibon S.A., Sao Paulo, Brazil 1975-1979
Responsible for planning and execution of all technical activities including
manufacturing processes, development, quality control, quality assurance, to insure
maximum positive impact on production, distribution and purchasing.

-Developed continuous chewing gum manufacturing process and built a new
facility from scratch in Bauru, S.P.

-Developed and installed an on-site capability of manufacturing cold water
soluble fumaric acid which resuited in a significant cost improvement in powder
beverages.

SENIOR DEVELOPMENT SPECIALIST GFI headquarters, Rye, NY 1974-1975
Provide technical assistance as manufacturing and product development consultant to
operating subsidiaries in Latin America, licensees and joint venture operations.

TECHNICAL DIRECTOR General Foods de Mexico, Mexico City 1972-1974
Responsible for all aspects of technical operations for a multi-product manufacturing
subsidiary which included manufacturing processes, quality control, quality assurance
and the plant laboratories. Conducted research on new products, line extensions and
operations. Responsible for fifty people.

-Developed and launched CONSOMATE soup as a new product..
-Reorganized total quality control/assurance program and developed weight
control program which reduced giveaway from 5% to 1

1971-1972 CENTRO DE CONTROL TOTAL DE CALIDADES .SA. Mexico City,
Mexico (PARTNER)

As a consultant managed product development and manufacturing techniques for the
food industry. Work Included operations set-up for the canning industry, meat products,
milk and dairy products as well as fruits and vegetables. Laboratory is on analytical
facility.

1968 - 1971 CPC INT'L. Productos de Maiz, S.A. Mexico City, Mexico
TECHNICAL DIRECTOR

1966-1968 GRUPO AURRERA (now CIFRA GROUP) Mexico City, Mexico

NEW PROJECTS MANAGER
FOOD TECHNOLOGY MANAGER

CONSULTANTING
PROJECTS Client information available upon request.

PUBLICATIONS Originat and review articles: Food Additives; New Products
Deveiopment Innovation in Foods; and many others of general
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interest related to the food industry.

EDUCATION M.Sc and Ph.D. Food Science and Technology
Massachusestts Institute of Technology
Chemical Engineering Degree
Universidad Nacional Autonoma de Mexico

LANGUAGES: Fluent in Spanish, English and Portuguese. Working knowledge of
French and German.

PROFESSIONAL AFFILIATIONS: Institute of Food Technologists: Councilor and
many committees; IFT Mexican section - ATAM -past Chair;
Instituto de Ingenieros Quimicos, Mexico; Food and Drug Law
Institute; Phi Tau Sigma. Colegio de Quimicos e ingenieros
Quimicos de Mexico.
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INSTRUCTOR
Dr. Herbert Weinstein

+ Dr. Weinstein has been an active member of
the food processing industry for 35 years. He
has been Involved in product and process
development,  and  has managed  food
processing plants in Mexico and in both
Central & South America. Under his
feadership,  these operations increased
aperating efficiencies and improved overajl
profits. Today, he is an independeant
consultant currently working on projects in
South Afica and throughowt the United
States. .

1600 North Oak Street

FAX (703) 812.9693
EMAIL herbwein@aol.com

FOR MORE INFORMATION CONTACT:

Richard F. Stier

Rirector, Technical Sarvices
Morad S. Abmed

Co-Director, Technical Services
12 Dokki Street. 8™ Floor

Dalkda (51
TEL 02.348-0728/338.1445
FAX 02.3

+ Sep 2, 2000 @ 14:00
in the ALEB Training Room, 12
Dokki St
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REGISTRATION INFORMATION
ECUIFMENT PURCHASING

bMame

Tils

Gompany

Address

ndnes  pre-

Thers will be nc registration Tee for this program.
Registrants will recelve a zourss notebook and

goffee break in the aftemoon, plus 8 cedificale

of participation when they sulynit thelr course
evaiuation worksheets.

For further details, confact:

Agriculture Led Export Busingsses (ALEB)
12 Dokki Sureet

Dok, Cairp, EGQYPT

TEL 202-348-0728/338-14454

FAX 202-348-0720

A W{}RKSHQF

AGRICULTURE m EXPORT
BUSINESSES PROJECT (ALEB)
CAIRO, EGYPT

USAID Conltract N, &%&32&4%

s September 12, 2000 at 14:00
in the ALEB Training Room
5% Floor, 12 Dokki Street



“THE BITTERNESS OF
POOR QUALITY LASTS
LONG AFTER THE
WEETNESS OF LOW
PRICE IS GONE!”
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PURCHASING EQUIPMENT
Technical and {:‘conomic
sidarations

Hubert Welnsialn, P D,
Welnalsin Conmuling intermallanal
Saplamber 2000.

« DEFINITION: wetsers s
- To obtain for money or by paying a price
—To obtain at & cost as of suffering or

sacrifice

= To acquire by means other than
inheritance or descent
~ The act of buying

- we 2 10 purchase a new piece of

i DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL
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NEW INSTALL;

The equipment is CNLY a portion of
investment, and as such it requires special
assessment of ils purchasing impact, as part
of a larger — total — investment package.

e

EXAMPLE:
Chewing Gum Plant Baury, SP-Brazi

NEW INSTAL

R

NEW EQUIPMENT LINE:

Different needs arise when instaling a COMPLETE NEW
LINE in an existing facility.

- Space - Physical, inchuding warshousing

- Services and Facilties — Energy, perscnnel,
defivery, afc.

EXAMPLE:
Catsup Line in a Margarine plant -Mexico City

NEWPLANT -OLDE

In these cases, evaluating the “real eosh" of a total
investment might be influsnced by “book value™ and
“transfer costs” of the assets.

Algo, how does the company's accounting system
calculaies depreciation, needs consideration.

EXAMPLE: Pasla Plant — Tukitan, Mexico

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL
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Replecempnt: This is usually of the same size/capaclly,
in order not o break the line's squilibvium; s such most

Yol somolimes “the parent company” has an axirs plece
thet thay say: “should be used”,

This iz a DIFFICULT SITUATIONS

facillias all in place for unnel freazing.
when {QF became necessary ...

Middie of the Line
Here 8 compiels relmlancing of the ine s
roquired; specially for space snd delivery of
services under the new layout.

EXAMPLE: Larger blancher — Fressing gl Mwsice

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL

Yy



WHY ARE WE METIONING ALL:
SITUATIONS?..

BECAUSE THEY ALL cos EYI

AND SHOULD BE CONSIDERED, IF WE
WANT TO HAVE THE “REAL" FINAL COSTS
WHEN ACQUIRING EQUIPMENT.

Many other costs impact on what a new

Some of them are:
Depreciation
Cost of maintenance - repairs
Cost of utilities
Scrap value/price

THESE ARE IMPORTANT BECAUSE THEY
IMPACT THE COST OF THE PRODUCT
PRODUCED.

WHAT |S DEPRECIATION;

a decrease in valua of property through wear,
deftarioration,or obsolescencs; and b) the
allowance made for this in book-keaping,
accounting, efc.

Plaase note that "the allowance” can be regufated by
govemnment, as well as by company policy.

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL

F-N

W

-



it
bl

e B O

S R e

-

-k

E S e W

of ssasts, but within certain rules, the company
uses crieria 10 assoss such “We time".

BECAUSE: DEPRECIATION..,

HOW MUCH TIME IS THE (NEW or
OLD) EQUIPMENT GOING TO LAST?

HOW EFFICIENTLY WALL IT FUNCTION
WHILE IT LASTS?

TeK+N+C+NR

where:
T - iotal annviad cost
K - fored annual charges e ret ...)
1 = nvesimant N sivo Anows s deprecislion)
N — Lile span {yeurs)
C — constant annusl cost of operation
NR - annual costs for repairs and meinlenance

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL




fwe use the derivate  dT/dN =0 to find the
MINIMUM USEFUL LIFE SPAN, thepn::..

' N = square roct of /R '

Example:

A production ine has an initial cost of § 350 000
and the INCREASE in annual repair and
maintenance cost is $ 1 833, thus

N = Sq. oot 350 000/1 833 = 13.85 years

if we use the derivate  dT/dN =0 o find the
MINIMUM USEFUL LIFE SPAN, then

N=\[IR

Example:

A production fine has an initia! cost of § 350 000
and the INCREASE in annual repair and
maintenunce cost is § 1 833, thus

N= \ﬁ 000/1 833 = 13.85 years

Cost of Maintenance ang.
Lo R P
These vosts have 1o be considered, but how
what they are: ’
Experiance
from previcus ownership of such squipment
other users

supplier (manufaciurers)
guarantees (warrantees-written)

Consider INVE! COST

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL
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- Fermentalor tanks for vinegar

maintenance and microorganiam source
- Water poliulion control sysiem

screens and flens wrongly designad,
increased cost of replacement

LINE OR JUST ONE PIECE, BUT ...

HOW DO WE KNOW HOW GOOD IS OUR
INVESTMENT?

:e--anoij;

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL
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Experienoe is usaful, but the Supplier3
of the equipment should SPECIFY this rided!”

Speciications of equipment that do not show these
needs are not adequate and shoukd not be accepted.

A supplier should be able to guarantes the
operational ranges of equipment they sell or supply.

mamdumshnmmwbm“uumwul
parameler io Jidge proper p of the squi

(including personnet, travel and living

even though they are usually a one fime evant,
sometimes can be used to gage the support of the
supplier and even to be the deciding factor when the
test of the parameters are the same.

Transportation costs should be negotiated from the
very beginning — if at all possible make them be FOB
your location.

Even though this should be a minor fa
decision making process, hswuetobommd
the possibilities that you have at the end of the
usage peariod of the equipment.

Is i one of a kind? — no furthar use

Can it be refurbished?

Can it be used in a differant process ance
modified?

Can it be used for spare parts?

Ete., Elc.

o]
i

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL
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influsnce our “menufaciuring recurrent
that should be considemsd when analyzing
much are we really going to pay for & piace of

BUT, how do we judge supplier prices?

GUIDELINES FOR EVALUATING
SUPPLIER BBIE

YIRS

VALUE ANALYSIS
PURCHASE ANALYSIS
PRICE ANALYSIS
COSTANALYSIS

Dedormine the lowest oversll cost that can be
paid 1o obizin the “quallly snd functionallty
of design”.

Cacifac: vx. Vollmwagen

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL




Determines the reasonable “real” market pr;:e for
the equipment that delivers what has been
designed and specified.

Referred as the “target price”; assists the buyer in
effeciively evaluating supplier prices; aiso defines
what can reasonably be expected ta be paid

for tha designed and specified squipment.

Utilizes the buyers experience andi
to facilitate choosing the best price, oons:denng:

Cument prices of similar equipment

Current competition

Previous prices paid

Pricing trends

Deslgn and manufacturing processes for the equipment
Ete.

Litilizes a review and breakdown of &
evaluate the accuracy and reasonableness of the
specific elements of those costs used in establishing
a fair price for the “equipment to be acquired”.

information s usually difficult to come by, but Is
the best negotiating resource ...

s
it

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL 1
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“EVERYTHING IS NEGOTIABLE"

Prol. Karmas

& is usually the OPERATIVE depariments

of the company ...

WHEN THIS HAPPENS, PURCHASING

SHOULD BE INVOLVED FROM THE
VERY BEGINNING.

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL

11



Representatives from Purchasing should:

Participate actively in designing the EQUIPMENT
SPECIFICATIONS and prepare the purchasing orders
with the assistance of technical parsonnel. (List your
speciications, do not copy the ones sest by the suppliar).

The purchase order should be as specific as possible,
including need for drawings, how will changes (during
manufacturing ) be agreed fo, frequency of visils to
review advancement in the production of the equipment,
dekivery time and penalties, etc.

Also, the purchasing order should specily things
not directly related to the pieca of equi

Guarartee for the supply of spars parts.if
possible, at certain prices, for ceftain periods of time.

Which items — for the proper functionlng of the
equipment — will be supplied by the buyer; ie. power
s, construction supports, water sources, eic.

Now we are ready to buy our equipment;
it ba a new plant, a new (used) ma
line of just oh

HOW ARE WE GOING TO EVALUATE
OUR INVESTMENT?

We have to assess its RETURNI

L]

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL 1
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In layrnan words, this ix defined ss how much money
will the invesiment retum, aller & has done its “Job”.

Very simply — monoy that ls placed In 2 bank mbame &
cartein interest without any risk, therelore ¥ this
money/irvostment has a certain tisk,  should retum
mors than what the same money did in the bank.

In the following prasentation we shall review this.

INVESTMENT APPRAISAL I a (not parfect) mechaniem thet
allows ovwners snd execulives of businessss, 10 evaluale
whars their rescurces can be (or are being) applied in order
o obiain the

BEST RETURN ON INVESTMENT.

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL 13
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Investment Appraisal

A. Introduction

TIME VALUE OF MONEY
In particutar it is important that decisions involving substantial investment of funds
are based on financial data which objectively compare the best estimates of the
coste and benefits which result from the various investment proposals put forward

fo} oonsidératidh.

Inevitably an organization's ability to undertake CAPITAL INVESTMENT
will be constrained by the availability (or scarcity) of funds.

Various technigues have been developed to assist decision makers

to fank competing projects in their relative order of financial
attractiveness.

informed decisions can then be made which take account of the more
intangible factors, such as risk and sensitivity to variations in

the underlying assumptions, which will form the commercial framework
of the investment proposal.

In particular projects are only likely to be accepted if they
provide an adequate RATE OF RETURN uniess there are substantial
environmental or strategic benefits.




The definition of adequate will vary but should be such that the
cash inflows from the investment should be more than sufficient
to cover the initial capital outlay, any subsequent cash costs,
the costs of financing the project AND PROVIDE SOME

COMPENSATION FOR THE RISK UNDERTAKEN.

B. Cash Flow & Relevant Costs

In the avaluation of an investment proposal it is vital that the true costs and
benefits of the proposal are identified.

This is best done by consideration of the cash inflows and
outflows which will arise if the project is undertaken.

As you go through the foliowing examples it will become very dlear
that the cash impact of a project is vitally more important than
its accounting treatment.

[ %)

p X
~



1
i

- e EE S M e W)

]
it

-
|

= e

it cannot be stressed strongly enough that in project appraisal the
major emphasis must be placed on the capital outlay, i.e. the cash
outflow, { costs borne by the investing organization), as opposed to
the depreciation charge in the Financial Accounts

In the evaluation of an investment proposal it is vital that the true
costs and benefits of the proposal are identified.

The capital outiay gives rise to financing costs, whereas the
Depreciation is merely a mechanism for spreading the cost of a
CAPITAL ASSET over its useful fife in accordance with the
MATCHING concept which underlies financial accounting Depreciation
is NOT a relevant cost for investment decision making purposes.

Relevant costs are those which arise from the decision to undertake
a project compared to the comparatively less risky, but always
available option, of doing nothing. In many investment proposals

it is the identification of relevant costs which is the most

difficult part of the proposal preparation.

Let's take a closer look at this by considering a number of questions relating
to a company called Machine Limited.




B. Cash Flow & Relevant Costs (Cont)

Machine Limited wishes to commence a new project. It can buy a new

machine for $10,000 or it can utilize a machine which originally cost $20,000

two years ago but which is currently not being used,

Should the company: (a) utilize the existing machine

(b} purchase a new machine for the project?

Yes, the existing machine should be used as the cash outiay is nil,
i.e. $10,000 better than the alternative. The original cost of the
existing machine is irrelevant to the decision, this is a SUNK COST.

Now, if the existing machine could be sold for $12,000,
Should the company:
(a) dtilize the existing machine
{b) sell the old machine and purchase a new one for the project?

Yes, the answer is (b). Note, selling and buying are separate decisions.

The selling decision is based on $12,000 being better than nothing.
The company must now buy a new machine for the project.

Now, if the existing machine could be sold for $5,000,
Should the company:
{a) utilize the existing machine

{b) sell the old machine and purchase the new machine for the project?

Yes, the answer is (a) as the sales proceeds are less than the cost of
a new machine. The cost to be used as part of the evaiuation is the
$5,000 cash inflow effectively forgone in doing the project.

LS
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Now, if the existing machine was not idie and could be used to produce
goods giving rise to a profit of $8,000, should the company:

(a) utilize the existing machine

(b} sell the old machine and purchase the new machine for the project?
Yes, the answer is (a) as the profit forgone is still less than the
cost of a new machine. The cost to be used in project evaluation is now
$8,000, the OPPORTUNITY COST effectively forgone in doing the project

The concept of OPPORTUNITY COST is one which has to be considered
frequently in investment appraisal where specific resources are scarce.

The true cost of the existing machine is not its BOOK VALUE or its
REPLACEMENT COST but the coat of not using it to produce profits
elsewhere. Notice that the BOOK VALUE of the existing machine is
irrelevant to the decision.

if itis assumed that the existing machine had an expected kfe of four years
when purchased and has been depreciated to give a book value of $10,000,
then it would be nacessary for a book entry to be made to write off any
further amount if it were to be sold at below that figure.

The need for this book entry should not have any impact on the comrect
decdision which should be based purely on cash flows. It should be noted that
management will need to be aware that the book entry will be reflected in
the profit and loss account as a loss arising from the writing down of the
value of the machine.

b WY



C. Payback

Year ProjectA ProjectB
1 1,000 5,000
Consider these two mutually exclusive 2 2,000 4,000

. projects. 3 3,000 2,000

4 4000 2,000

Both have an initial capital outiay 5 5,000 1,000
of $10,000. Total 15,000 14,000

The task is to evaluate the two projects in order to decide which is the more

attractive.
To start with, you can see that Project A has a higher total cash inflow,

wheteas Project B has higher cash inflows in the earlier years.

THE PAYBACK METHOD

The first evaluation method to be considered is the PAYBACK method.

At its simpiest it merely answers the question “"How soan will the original
investment money be recovered?” In the casa of Project A it will take 4 years;
Project B - 2.5 years. B is therefore to be preferred since the initial capital outiay
is recovered more quickly.

The PAYBACK METHOD, by virtue of its simplicity, does have some
weaknesses, namely; it does not effectively take into account risk and inflation
and it ignores cash-flows beyond the payback period,

For these reasons it cannot iead to optimal decisions and is therefore NOT

recommended as a criteria for investment appraisal.
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D. Present Value & Discounting
Would you rather have $100 now or $100 in a year's time?
The answer ought to be "Now™ as you could invest $100 making it worth
more of pay a debt saving interest.

However, if the question had been different offering $110 in a year's time
you might begin to have a few more doubts.

You accept the money now if you can use it duting the coming year to make
or save yourself at least 10%. So, given that you can make 10%, $110ina
year's time is worth the same as $100 now.

This concept of PRESENT VALLE is central to the discounting technique
which underpins the concept of DISCOUNTED CASH FLOW

Given $100 now is the same as $110 in a year's ime if the cost of capital is
10% - what would you accept NOW instead of $100 in a year's time?

1 would accept $
The answer is 91, calculated from the sum 100 x 100 /110 =81

The present value can be checked back by adding 10% to its value.
That is:
81+ (81 x 10/100) = 100.1 or appraximatsly 100

A



In order to calculate the present value of $1 in two year's time you simply multiply
again by the factor 100/110. This gives the value - $0.83.

Following is a table of discount factors for a rate of 20%.

YEAR
0 (TODAY)
1 (1 x100/120)
2 (0.8333 x 100/120)
3 (0.6944 x 100/120)
4 (0.5787 x 100/120)
5 (0.4823 x 100/120)

Discount Factor @ 20%
1.0000
0.8333
0.6944
0.5787
0.4823
0.4019

Here we have a valuable method for eonverting future cash flows to what they

are worth today, bearing in mind likely interest rates. The rate depends on many

factors including a consideration of the cost of capital.

This method does not guarantee perfect decisions, it merely gives a quick and

convenient way, less laborious than compounding, of bringing interest into

investment evaluations. indeed, it is made even simpler by the provision of

tables of discount factors both in print and on computer.

A final word on discount factors.....

if the numerical aspects provide you with some difficulties, then think simply

in logical terms - the longer you have to wait for money, the less it will be worth

in today's terms. That is what discounting quantifies - it is nothing more than

compounding in reverse!
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E. Discounted Cash Flow

Let's now see how the present value
concept can be applied fo business
decisions. One of the problems when
examining the merits of an investment
is to know whether the future money
eamed will justify the outlay.

Year ProjectA ProjectB

Total

1

2
3
4
5

1,000
2,000
3,000
4,000
5,000
15,000

5,000
4,000
2,000
2,000
1,000
14,000

The figures above were used earlier and were for two mutually
exclusive projects each involving a capital outiay of $10,000.
Discounting lets us convert thess future amounts to their present
values by applying the relevant discount rate based on the company’s

own cost of capital.

Consider project A. The cash flow

by year is as follows:
Year PmojectA
0 -10000
1 + 1000
2 + 2000
3 + 3000
4 + 4000
5 + 5000

Net Cash Flow + 5000

Year ProjectA Project B

1
2
3
4
5

Total

1,000
2,000
3,000
4,000
5,000
15,000

5,000
4,000
2,000
2,000
1,000
14,000




Working on a 10% interest rate, the
discount factors are:

Year ProjectA Project B

B N

5

Total

Year Project A 10% Discount Factors

0 -10000 1.0000
1 + 1000 0.9091
2 + 2000 0.6264
3 + 3000 0.7513
4 + 4000 0.6830
5 + 5000 0.6209

" Net Cash Flow + 5000

1,000
2,000
3,000
4,000
5,000

15,000

5,000
4,000
2,000
2,000
1,000
14,000

So, by now multiplying the cash fiow
for each year by the discount factor
you get the following present values
for each year and the resulting net
present value for the project:

Year Project A  10% Discount Factors

0 -10000 1.0000
1 + 1000 0.9081
2 + 2000 0.8264
3 + 3000 0.7513
4 + 4000 0.6830
] + 5000 0.6209

Net Cash Flow + 5000

Year Project A Project B

1
2
3
4
5

Totat

1,000
2,000
3,000
4,000
5,000
15,000

5,000
4,000
2,000
2,000
1,000
14,000

Present Value
- 10000

+ 909

+ 1652
+ 2254
+ 2732
+ 3104

Net Present Value + 651
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Year 0 is used to represent today's
cash flows which are converted at
1.0000 since they are already in
today’s terms.

Year ProjectA ProjectB

1
2
3
4
5

Total

1,000
2,000
3.000
4,000
5,000
15,000

5,000
4,000
2,000
2,000
1,000

14,000

Year ProjectA  10% Discount Factore  Present Value
- 10000

0 -10000 1.0000
1 + 1000 0.8001
2 + 2000 0.8264
3 + 3000 07513
4 + 4000 0.6830
5 + 5000 0.6209

Net Cash Flow + 5000

+

+ 1652
+ 2254
+ 2732
+ 3104
Net Present Value + 651

So, the result of the calculations
shows that at a discount rate of 10%
the project is viable as $10,651 is
received (in present value terms)
from an invesiment of $10,000 giving
a positive present value of $851.

Year ProjectA ProjectB

1 1,000
2 2,000
3 3,000
4 4000
5 5000
Total 15,000

Year ProjectA  10% Discount Factors  Present Vaiue
- 10000
+ 909
+ 1652
+ 2254
+ 732
+ 3104
Net Present Value + 851

-10000 1.0000
+ 1000 0.8091
+ 2000 0.8264
+ 3000 0.7513
+ 4000 0.6830
+ 5000 0.6200
Net Cash Flow + 5000

h oW N Ao

5,000
4,000
2,000
2,000
1,000
14,000
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Let's now carry aut the sarme

catculations for Project B i« srde!
to find the Net Present Vai e,

Year Project A

0 -10000
1 + 1000
2 + 2000
3 + 3000
4 + 4000
5 + 5000

Net Cash Flow + 5000

1 D00
{1 805"
{1 8264
17513
16830
5309

Year Project & ProjectB

1
2
3
4

5

Totai

1{% Ceecount Factorns

1,000
2,000
3.000
4,000
5,000
15,000

5 000
4.000
20006
2.000
1.000

14,000

Fresent Vaiue

- 100600
+ 908
+ 1652
+ 2254
+ 2732
+ 3104

Net Present Value + 651

E. Discounted Cash Flow

Year Project A ProjectB

1 1,000 5,000

This project is also viable and with 2 2,000 4,000
a higher present value than project A 3 3,000 2,000
despite the fact that it has a lower 4 4,000 2,000
cash flow before discounting. This is S 5,000 1,000
as a result of its better eariier Total 15000 14,000
years being given more waight.

Year ProjectB  10% Discount Factors  Present Value

0 -10000 1.0000 - 10000

1 + 5000 0.8091 + 4545

2 + 4000 0.8264 + 3306

3 + 2000 0.75613 + 1503

4 + 2000 0.6830 + 1366

5 + 1000 08208 + 621

Net Present Value + 1341

Net Cash Fiow *+ 4000

I
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Project A suffered in that its

better years were later and so have
lower present value. This is as it
should be - the longer you have to
wait the less the money is worth in
today's terms.

Year Project A ProjectB

1
2

LI T

Total

1,000
2,000
3,000
4,000
5,000

15,000

Year ProjectB  10% Discount Factors  Present Value
- 10000
+ 4545
+ 3306

0 -10000 1.0000
1 + 5000 0.9091
2 + 4000 0.8264
3 + 2000 0.7513
4 + 2000 0.6830
5 + 1000 0.6209

Net Cash Flow + 4000

L

1503

+ 1366

+

621

5,000
4,000
2,000
2,000
1,000
14,000

Net Present Value + 1341

Without discounting it would have

been impossible to know.

(a) if either investment was viable;

{b) which was the better way of
investing the $10,000 available.

Year ProjectA
1 1,000
2 2000
3 3000
4 4000
5 5,000

Total 15,000

Year ProjectB  10% Discount Factors Present Value

0 -10000 1.0000
1 + 5000 0.9081
2 + 4000 0.8264
3 + 2000 0.7513
4 + 2000 0.8830
5 + 1000 0.8200

Net Cash Flow + 4000

+

&

+

+*

+

10000
4545
3306
1503
13686
621

Project B
5,000
4,000
2,000
2.000
1.000
14,000

Net Present Value + 1341

13



Year Project A Project B

1 1,000 5,000
Note that in this exercise we chose 2 2,000 4,000
a rate of discounting of 10%. Had 3 3,000 2,000
the value been different, both 4 4,000 2,000
projects would have shown diffsrent 5 5,000 1,000
results. Total 15000 14,000
Year ProjectB  10% Discount Factors  Present Vaiue
0 -10000 1.0000 - 10000
1 + 5000 0.9091 + 4545
2 + 4000 0.8264 + 3308
3 + 2000 £.7513 + 1503
4 + 2000 0.6830 + 13686
5 + 1000 0.6209 + 821
Net Cash Flow + 4000 Net Present Value + 1341
Year Project A ProjectB
1 1,000 5,000
There are 3 different methods of 2 2,000 4,000
Discounted Cash Flow evaluation; 3 3000 2000
4 4000 2,000
1. Net Present Value (or NPV) 5 5,000 1,000

Total 15,000 14,000

This is simply the calculation of the net present value as you have

just seen, at an assumed cost of capital. [t gives a "go/no go”

decision on a project.

Unlike the other methods, it does not help you see how good a project

is compared, for instance, to the degree of risk invoived,
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2. Discounted Payback

This method involves the calculation Investment
of the TIME taken to break even in Year 1 Present Value
present value terms. if we consider leaving
the figures from project B, we get Year 2 Present Value
leaving
Year 3 Present Value
leaving

+

+*

2149
1503
646

$646 is needed in year 4 to recover the investment so break even would

come in year 4. This time measure might be particularly important to a

project involving high risk, specially a "sudden death” one.

3. DCF Rate of Return

This third method is probably the most common form of DCF evaluation
and is widely used within the food industry. it involves a process of trial
and error to find the rate which will bring the net present value to zero,

i.e., where $10,000 present value will be recovered to axactly cancel out

that amount of initial outiay.

Let's start by taking a look at the figures for Project B again, this time
comparing the present values of sach years cash flow and the resulting net

present value for discount rates of 10% and 20%.




Year

N & W N

Cash Flow
10000
5000
4000

2000

2000

1000

10.0% DF Pres.Val.

1.0000
0 8061
08264
0.7613
0.6830
9 8204

Net Present Value

-10000
4545
3306
1503
1386

821
1341

1.0C00
0.8333
06944
0.5787
0.4823
0.4019

20.0% DF

Pres.Val.
-10000
4167
2778
1157
965

402
-532

There is a positive present value at 10% and a negative one at 20%. So, the DCF
Rate of Return must lie between the two. '

Year

0
1
2
3
4
5

Caeh Flow 18.8 % DF
-10000 1.0000
5000 0.8562
4000 0.7330
2000 0.6276
2000 0.5373
1000 0.4600
Net Present Vaiue

Pres.Val.
-10000

4281
2032
1255
1075

460

3

16.9 % DF Pres.Val.

1.0000  -10000

0.8554
0.7318
0.6260
0.5355
0.4581

4277
2927
1252
1071
458
~15

As you can see from these figures, the DCF Rate of Retumn is close to 16.8%;
or 17% if you round the arewer the answer to the nearest whole number.

$0, EVEN IF YOU BORROWED THE MONEY AT 17% YOU WOULD STILL
BREAK EVEN. THEREFORE YOU MUST BE MAKING 17% (BEFORE

INTEREST) ON THE PROJECT

oy
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The DCF Rate of Retumn or to give it ite other common name, the DCF Yield,
is a very useful tool for;
- comparison of projects
- measurement of the risk in respect of both the
project itseif and the future cost of capital.

It is important to note that a higher rate would be required from risky projects in
order to compensate for the higher level of risk.

Discounted Cash Flow is not a panacea which will make investment decisions
necessarity more effective. It is merely a good, convenient way of expressing
the financial aspects of the decision by accotinfing for the time value of money.

REMEMBER: the answers it procuces are only as good as the basic
assumptions which are fed in.

IT IS VITAL THAT ONLY RELEVANT CASH FLOWS ARISING FROM THE
PROJECT ARE CONSIDERED. The decision must be taken on true cash
inflows and outflows arising from the project, i.e only changes as a result of the
decision to undertake the project should be inciuded in the calculation.

Finslly, one particularly useful refinement to these DCF measures is the use of
SENSITIVITY ANALYSIS. This involves the testing of critical assumptions e.g.,
how would the various measures be affected by & change in sales or cost levels.

17



F. Sensitivity Anaiysis

Discounted Cash Fiow is only as good as the assumptions built into the cash
flows on which it is calcuiated
thus these assumptions should be realistic.

As a matter of course, whenever pogsible alternative outcomes based
on changes in the undeflying assumptions should always be evaluated.

This is where SENSITIVITY ANALY SIS comes in; an approach to planning
which ties in well with DCF. i involves saying. What if?

What if the costs are higher than agsumed?
What if the Ffe is 4 and not 5 years?
What if prices are lower than assumed?

Sensitivity Analysis should be appiied to all the key variables of a project - price,
volume, capital cost, revenue cost, life, tax rate, etc. It anables the key elements
of risk to be identified so that the most sensitive assumptions can be reassessed.

Example:
A praject has a DCF Rate of Return of 20%. Future analysis might show that:
- A 2% decrease in the price assumption would cause the DCF Rate of
Return to reduce to (say) 15%, and
- A 5% increase in the material cost assumption would cause the
DCF Rate of Return to reduce to (say) 8%.

The assumptions about price and material costs would naed to be checkad
carefully. The sensitivity of the project to these assumptions could be a reason
for management being more cautious about giving the go-ahead.
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Though sensitivity calculations can be done manually, it can be a long process
and the use of computer facilities make such evaluations much easier. They also
enable the calculation of multiple sensitivities - combinations of cost, price, volume
assumptions for example.

It is important that the results of sensitivity analysis be included as part of the
investment proposal. This is particularty useful when a number of projects are
being evaluated. Dedsion makers can evaluate the sensitivity of a porifalio of
projects to particular risks - e.g. Foreign exchange movements. This may make
certain combinations of projects more attractive particularly where there are
projects which show a better retum under the same conditions which would
cause the return for other projects to worsen.

19
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54 PURCHASING, TRANSPORTATION, AND DISTRIBUTION

TOP MANAGEMENT'S VIEWPOINT ON PURCHASING

Thcmdumulpmdmngﬁmcnon has evolved through many phases since the
turn of the century. Two major wars, a long-term depression, and 2 number of
business recessions and booms have all made their impact on the purchasing
funcuouandchangedthem:nnermwhnchnupcrfmmedmthemdus!rnlbua
ness world. The role of the purchasing individual today is that of manager, no:
aganWhetherthcmanagcropcnmeffemvelymthnmmledependspn
marily on four factors: management’s attitude toward and organizational ac-
hlowledgmemofthepurdnnngfuncuon ability to manage a business relation-
ship with suppliers; effectiveness in interacting with other functional areas withir
the company; and ability to staff, organize, and develop effective purchasing per-
sonnel.

Historical Develi of Purchasi

The responsibilities of the industrial purchasing people and their role in com-
pany operations have changed gmdyomdwpanﬂmlnthemﬂydays
the owner or chief executive of the company gcnerally handled important pur
chases. This may still be true today in many companies where a purchased rav
material or product represents, to a large extent, the final product sold to the
customer. The growth of business during the early 1900s gradually foreed man
agement to delegate some of the buying of key goods and commodities 1o the
purchasing department. It was a slow and selective process, however, becaus
growth was minimal at best, particularly during the Depression of the 1930s.

The Purchasing “Agent”

In the early industrial organization, the purchasing function was not generall:
considered part of the internal operations of the company. The rerm “agent,
commonly used as the title of the top purchasing person, signified an individua
who served the company as liaison with the supplier. The company made it
plans,genen:ednu:qulumu.andmmedmrmdnagmtdnluofmsn
be purchased outside the company which were needed to support {or “scrvice™—
dnetermgmeraﬂyapphedmpurchamg‘sopenm)dnemnennlopemo
the company.

The World War 1 period saw the first major change in the role of the indus
trial purchaser. Shortages, prioritics, rated orders, and relaved matters made th
Jjob of dealing with suppliers a highly complex one. Purchasing personnel becam
important, if only for their ability to scour the country for raw materials an:
parts to meet the company’s production schedule. “Cost™ was a word that wa
temporarily erased from the company’s vocabulary. If purchasing individual
could get what was needed —at almost any price—they had, in most cases, don
their job to the satisfaction of management.

The end of the war did not change the situation w any great extent. A con
sumer market that had gone without goods and services for five years was cage
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Top Management’s Viewpoint on Purchasing
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tobuyandhadﬂmnmncywdoso.mpuldnﬁngindividmlmminuedmhc
viewed primarily as a developer of sources of supply, and the word “cost”™ contin-
ued to be heard but seldom. A couple of minor downturns in business did not
change the environment appreciably, and the Korean conflict in the early 1950s
merely brought back most of the shortages, priorities, and other industrial trou-
bles of World War I1.

Duﬁngthkenﬁrepeﬁod.dlcledmi;uesandruponsibﬂ&sofpmdnsingh-
dividuals changed very little. Their activities fairly well reflected the title of
“agent” (“one who represents someonc else™) and the definition of the word
“purchasing” (“exchanging moncy for goods™). Someone else told them what to
buy,howmudnobuy,andwhenlolnveitddivemd.lngulcral.bothdneyand
thdrmanagememwcmsatisﬁedmkmethinguhkny.ﬂnwrdnﬁngaﬂivﬁy.
siningindncmmrandhandlhgpaper.mmﬂymﬁdﬂeduamq
overhead by management, while the manufacturing individual and the engineer
thought of it as a function 1o be bypassed whenever possible.

Cost Consciousness

Thcﬁmindi:aﬁonofadnngeinﬂlemlcoﬂhehdwialpumhuingpenon
ind:ermiomryperiodwhidl.formanyhdumialmtmm,begmin

1957 and extended through 1962. For the first titne since the 1930s, manage-
mentbu:meseriouslyconeemcdwithm?mﬁtmarghsbeganmshﬁnthd:e
highly competitive marketplace as consumers found themselves, for the first time
in many years, in the driver’s seat. Management now began to seriously explore
ways of reducing the costs of production. In so doing, it became aware that the
pumhucdmntcmofapmduampmted.inmostmalﬁasopememof
dlcwtalprodmoost.Aquickﬁmnﬁalbokadmmmpany’sbuﬁmuﬁly
showedﬁmtlnvedinthepurdnsedmwuldhnﬂlenmeeﬂ'monpmﬁt
asaSlDorpomibleSﬁinauseinsalcs.ltsoonbccamcapparmuhatthepur-

chased content of the product was virgin territory for cost reduction if one knew
how to exploit it. .

Expanding R ibilities

The enlightened purchasing agents reacted to the challenge of cost reduction
and began to expand their responsibilities and develop techniques which would
lead them away from being an agent for the company and make them managers
of outside business relationships. The change from agent o manager did not
come casily. The mortality rate was high. A study of the men and women ap-
pointed to top industrial purchasing jobs during this period woukl probably show
that at least half of them had nonpurchasing backgrounds. Just what did this
changcﬁomagcmmmanag:renmﬂ?ﬁmitmq:ﬁredmmgniﬁmonmepanof
company management that the purchasing function, because of its tremendous
hnpauonm,lndmbecomeanimegmlpanofﬂlempanfsopeﬂmm.&u
dtishadoccuned.mepumhasinghdiﬁdualmnbdmmptdnmponﬁbil
ity formanaghgthemmlrdadomhipwithsupplien—arupomibilitywhich in-
duded far more than just “exchanging money for goods” and which, if. effectively
implemented, would assist the company in meeting its business objectives. Sec-
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5-6 PURCHASING, TRANSPORTATION, AND DISTRIBUTIO‘%

ond, the change from agent to manager required the recognition and acceptanéd
of this new role by the purchasing pecple themseives.

Many companies in recent years have recognized the importance of the pu
chasing function within the company’s total operations and have taken varic:E
steps, organizational and otherwise, to indicate their recoguition. Although th
new attitude has created an environment in which purchasing can operate more
effectively, the primary responsibility for the implementation of the manager; §
role must fafl directly upon the purchasing man or woman. ,,j

Purchasing Functi

To kil this role, the purchasing manager has to place particular emphasis uﬁ
two areas. First, it is essential 1o develop proper support to purchasing fi
other functions, such as engineering, quality control, and production control,
which have an impact on buying decisions. The directing of all of these functio -
including purchasing, toward the support of the buying relationship represents.
relatively new functional concept (originally introduced in government buyig
called procurement. Procurement expands the role of working with suppliers
from one of merely exchanging money for goods to one of total responsibility £ §
acquiring goods. Second, it is necessary to develop a purchasing organizatig
equipped with the skills and experience required to perform the purchasing re-
sponsibilities at a high level of excellence. ‘

The Purchasing Organization

In order to balance more effectively the many functions which affect the buyi
relationship and assure their continuing support, companies should consii
combining them organizationally to form a purchasing function. The functi
generally included are manufacturing engineering (known as procurement engi-
neering when it is related strictly to purchasing requirements), production ¢
trol, quality assurance (not receiving and inspection in many instances, howcvl
eraffic, financial analysis, and estimating.

Although management opinion generally agrees that al] these functions must
play a part in the supplier relationship, disagreement exists as to whether ¢
should be grouped together organizationaily and report to one person or oper
as separate departments. For example, many management people feel that man-
ufacturing engineering should be a separate organization, cutside both purchas-
ing and manufacturing, and providing services to both areas as required. Expii:
ence has shown, however, that two general problems result from suc
separation. The first arises when both the manufacturing and purchasing groups
require assistance from manufacturing engineering at the same time. Usually
manufacturing group's requirements are met first. This is only 1o be expeci
since the manufacturing group is made up of the company’s own employees,
the solutions to problems in one’s own company are generally easier to imple-
ment than those of an outside source. This problem, nevertheless, can often#
solved if the manufacturing engineering manager fully accepts his or her coni
uing responsibilities to suppliers as well as to in-house functions and distributes
personnel resources accordingly.

%
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Responsibility and Authority of the Purchasing Department 5-7

The second problem, probably the greater of the two, arises when an anitude
of “service when requested” exists in the manufacmnng engineering area.

The real benefit to the procurement concept is the establishment of a continu-
ing, full-time support of purchasing on the part of other functions—manufac-
turing engineering, for example. When manufacturing engincers are assigned
full-time to outside relationships, they develop strong feelings of responsibility
toward the supplier relationship. If the refationship is effective, they feel that
they personally helped make it so. This type of continuing responsibility covers
more than handling problems on a service-as-requested basis; it indudes the ini-
tiation of such activities as technical cost reduction programs, improvement in
the manufacturing processes, and the introduction of new and improved tooling
programs. These arc the sorts of cest reductions purchasing individuals cannot
implement on their own; rather, they require the continuing support of the man-
ufacturing engineer.

Parchasing Excellence

Regardiess of the organizational approach used, the responsibility for meeting
the company’s objectives of cost, quality, delivery, and supplier relations must re-
main with the purchasing department. Only by handling all the areas effectively
can a level of excellent performance be achieved. Effective handling is reached
through no one skill but rather through the use of many skills applied in a profes-
sional manner by purchasmg personnel. Company management and the pur-
chasmg manager must recognize that only through the proper marrying and bal-
ancing of the skills can excellent performance be attained.

Among the more important skiils that must be developed are profidency in
managing the various activities that affect a purchasing decision and the supplier
relationship. Required skills include the ability to conduct effective negotiations.
to provide support necessary for effective negotiation, to understand and analyze
all aspects of the business relationship with the supplier, and to reach business
decisions which properly consider these aspects,

These and all other required skills in purchasing are primarily acquired
through continuing professional buyer training. [ Harry J. Moore

RESPONSIBILITY AND AUTHORITY OF THE
PURCHASING DEPARTMENT

Consider the situation of the manager of a large industrial manufacturing com-
pany which produces a variety of producis. As a profit-oriented business man-
ager, he or she recognizes that purchasing commitments control a significant
proportion of the total operating budget; 50 peroent of the production costs are
for purchased materials and services. Furthermore, unplanned changes in the
cost of purchased items could dramatically affect the budget. No lack of control
or of information on the status of purchased materials costs or on progress ac-
complished against long-range plans can be tolerated. In fact, more and better
controls and information are needed.

Jb



5-3 PURCHASING, TRANSPORTATION, AND DISTRIBUTION

The traditional responsibility of purchasing to obtain a continuous and ade-
quate supply of raw materials at reasonable prices is no longer adequate to meet
company needs and must be expanded. The managers must be as well informed
on planned purchased materials costs as they would normally be on the compara-
tive costs of competitive manufacturing methods, distribution techniques, or
marketing strategies. Effective control of such costs can no longer be regarded as
a casual goal; it has become a vital necessity.

The paper-processing clerical function of purchasing is obviously not adequate

to meet the company's information needs. What is needed is a single reliable
source of advance information on cost of purchased materials, availability, long-
range market trends, alternate sources, technological developments, and a host
of other factors so that plans can be medified in time to prevent losses or take full
advantage of possible gains. Equally essential is solid evidence that current and
known future requirements will be met by competitive and competent suppliers.

To provide the expanded services required of it, purchasing must become a
management function responsible for establishing goals, developing profit po-
tential, providing essential information to management, and exploiting and di-
recting market potential to achieve management objectives.

Characteristics, Functions, and Objectives of an Efficient
Purchasing Department

The effectiveness of the purchasing operation depends upon the development
and proper blending of departmental and personnel characteristics, functions,
and objectives to form an efficient operating unit of the corporate siructure.
Some of these follow. '

Broad supplier comtacts. To facilitate locating unusual or unfamiliar items
quickly.

Budgets of departmental costs and expenses. Should have management approval
and be used for the control of operations.

Supplier relationships. Should be ethical, fair, and mutually profitable.

Communications. Within the department, with other departments, and with
management should be unrestricted and productive.

Conflicts of interest. Should be strictly forbidden. Investment or involvement in a
supplier's business will always compromise a buyer’s interest and interfere with
his or her judgment, and should be expressly prohibited.

Total cost of a product. Is a function of service and quality as well as price. Better
quality and timely, reliable service may compensate for the payment of a higher
price and still provide the lowest final cost of acquisition.

Definition of accomplishments. Cost improvements, cost reductions, and other sav-
ings should be defined and acknowledged. Credit should be given for initiative in
the pursuit of improved value and profit contribution.

Creative thinking and planning. Continuously generate new ideas and projects
and then develop programs that will assure their progressive attainment.

Discounts. Should be sought and achieved when they can be obtained by com-
bining requirements for larger quantities or by making longer-term contracts.
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Economic arder quantities. Should be cakculated and followed if appropriate.

Disputes, complaints, and claims. Should be promptly processed in an orderly
manner.

Effective leadership. Should be practiced to gain the loyalty, confidence, and co-
operation of others and to motivate and direct them woward a predetermined
goal.
Engineering specifications. Should be established after consultation with manu-
facturing and purchasing to be sure all possible quality and cost alternatives have
been considered. Specifications should be clear, and the buyer should be conver-
sant and knowicdgeable regarding them.

Cooperation. Should be a prime purchasing objective. There should be a mini-
mum of complaints or controversy with other departments or suppliers. Use the
team approach to solve company problems.

Flexibility and adaptability. To changing conditions and unexpected develop-
ments should be coupled with a positive attitude toward change.

New ideas. For research and development of materiaks, products, processes, and
equipment should be welcomed, solicited, and sought by purchasing.

Job descriptions. Should be in writing, and they should give purchasing person-
nel guidance in their responsibilities, objectives, and activities.

Make or buy. Investigations should be a regular practice in the purchasing de-
partment. '

Objectives and goals. Should be set and met, and they should conform with over-
all company plans.

Professional development. Should be an objective of every buyer and purchasing
manager.

Clearly defined policies and procedures. Purchasing guidclines should be in writing
and should conform with the overall polices of the company. They should be
coordinated and compatible with those of other departments.

Purchasing research. A continuing program of rescarch should be devoted to lo-
cating and developing cost-saving opportunitics and proposing new materials
and processes and more efficient methods.

Standardization. Purchasing should have a2 major role in standardization. Pro-
grams should be vigorously pursued when better value is obtainable.

Qualified aliernate source of supply. Espedially for criuical items, should be avail-
able at all umes.

Appropriate levels of quality. Materials and services must be adequate for manu-
facturing requirements and product demands. Acceptance by all other depart-
ments of the quality received is 2 major measure of the competence of the pur-
chasing department. _

Proper order quaniities. Quantities requisitioned often do not correspond with
standard commercially packaged amounts. Requirements should be questioned
when it is possible to take advantage of buying economies. Quantitics should be
adequate for current requirements plus proper inventory levels.

Qualified personnel. Are essential in purchasing. On-the-job training is a singular
responsibility of the purchasing manager.

Records—current and accuraie. Records maintained by the purchasing depart-
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ment should be current, and they should fulfill legal requirements as well as the_
operational needs of purchasing and other departments. Accuracy is essential. 5

Reports of management. Should be regularly submitted to management by pur
chasing. Included in such reports may be economic forecasts, price trends, and
market conditions, as well as departmental operating data and cost reduction an¢.
cost avoidance accomplishments.

Consolidation of requirements. Ttems commonly used by various department
should be coordinated and combined in order to minimize frequency of ordermg
and to obtain lowest costs through quantity purchasing. '

Proper handling of rush requirements. Crash programs may be necessary to su
port company objectives, and they should be handled enthusiastically and wi
initiative by the purchasing department. Urgent demands, even if they resu
from matters that are beyond the control of purchasing, must be met.

Expediting deliveries as required. Schedules should be met and deliveries shoul
arrive on time in keeping with company requirements and minimum cost.

Statistical data. Information pertaining to daily actmty and workload may
helpful in measuring purchasing performance, but it does not provide a vali
evaluation of proficiency.

Targets. For cost improvement should be realistically established, continuously
and conscientiously pursued, and consistently achieved.

Teamwork. Within the department and between departments should stimulatd
coordination and participation in advance planning, development of schedules,
and the initiation of new requirements. l
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Technical assistance. And specialized services that are available from supplie
should be made known to those concerned with such matters within the compan
and should be used when appropriate.

The law. As it pertains to purchasing contracts, commercial practices, organize'
labor, and antitrust should be respected and strictly followed.

Timing of deliveries. Should allow for adequate lead time and yet meet produc-
tion requirements while avoiding excessive inventories or safety stock.

Use of trade publications. Purchasing literature is an excellent source of inform’
tion on new materials, products, processes, and ideas. Trade publications shoul
be read regularly.

Trade relations. And reciprocal matters should not involve unilateral decision
by either purchasing or marketing, and they should serve the best overall intere
of the company. They should not be detrimental o the cost or quality of the com-
pany's products.

Sale of scrap and surplus materials. Scrap sales and the disposal of surplus cquhj
ment or materials are frequently assigned to purchasing because of that depar
ment's familiarity with market prices and the business community. These con-
tacts and this knowledge should be used to produce the maximum income fro
such sales. rll

Variances from standard cost. Variances from standard cost should be isolated?
analyzed, and explained. When standard costs are properly established, variances
are one measure of purchasing proficiency and an indication of purchasing’s co
tribution to profit. “'
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Characteristics of an Effective Buyer

Individual buyers, as well as purchasing departments, need certain qualities to be

successful. Effective buyers need these personal characteristics:

Acceptance. The qualities that lead to one’s being considered a worthwhile indi-
vidual by peers, subordinates, supervisors, and friends.

Flexibility. The ability to adjust to changing conditions and the unexpected and
to evaluate the actual worth of new information. A positive aititude toward
change.

Creativeness. The ability to develop fresh and new approaches to problems and
to continually inquire into the nature of the problem. The ability to develop orig-
inal ideas.

Decisiveness. The ability to arrive at a decision quickly after obtaining the neces-
sary information and to live with the decision after it has been made.

Energy and drive. The capacity to act as a self-starter and approach activites and

problems with energy. The urge to get things done and resist discouragement.

Initiative. The ability to take hold of a problem immediately and 1o recognize
and act on new opportunities.

Inteliigence. The ability to solve everyday problems, adapt to new situations, and
get along successfully in society.

Leadership. The ability to gain the confidence and loyalty of others and to moti-
vate and manage them effectively toward a predetermined goal.

Motivation. The desire to develop planned goals 1o fulfill one’s individual needs,
and thus to be realistically ambitious and willing to assume increased responsibil-
ity to realize these goals.

Attitude. The buyer feels that his or her job is important to the overall company
operation and that the company is important to the standard of living in the arca.
The buyer's attitude is that of giving good service for the department and the
company.

Oral communication skills. The ability to wransfer by spoken word 2 thought or
concept to another individual with a minimum of confusion. Such communica-
tion includes accompanying facial expressions, voice intonations, and gestures.

Self-objectivity. The ability to understand and evaluate one’s own needs, goals,
and personality traits and to determine other individuals® reactions to these.

Written communication skills. The ability to transfer by the written word a fact or
concept to another individual with a minimum of confusion. This includes some
facility with basic sentence structure, legible handwriting, and correct grammar
and spelling.

Adequaie memory. The buyer’s ability to recall incidents, names, and faces should
satisfy requirements of the job. He or she readily recalls matters at least suffi-
ciently to satisfy reasonable requests.

Telephone lechnique. The buyer utilizes telephone time efficiently and is familiar
with techniques that save time and minimize equipment tie-ups. He or she abso
recognizes the value of courteous, prompt handling of calls.

Personal appearance. The buyer is neat and clean, dresses in good taste, and
keeps personal grooming above reproach.
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Auveilability. The effective buyer is generally available when needed, leaves word
where he or she can be reached, and specifies the circumstances under which in- t4
terruptions are acceptable. 3

Aptitude. The buyer has the necessary aptitudes to grasp new information about
the products being purchased and about the company functions that products
would be expected to serve.

Persuasiveness, The buyer can persuade using departments to accept altematesﬁ
that will do the job at lower cost. Is convincing in arguments and strives to effect
the best possible buy for the company.

Ethies. Business dcahngs touching purchasing are conducted on a high mora E
plane and avoid any situation that might place the buyer or the company unde
obligation or in an embarrassing position. This applies to both buying transac-
tions and sodial functions with suppliers,

Independence. A member of the purchasing department conducts work mdeé
pendently and does not need constant guidance from supervisors; consolidates
those matters which require guidance for a daily or semidaily interview with th i

supervisor.
Punctuality. The buyer realizes the importance of being punctual on the job an

in attending meetings; doesn’t abuse lunch periods or coffee breaks.

In addition to having the personal characteristics described above, a buye
should be able to perform efficiently in the following ways: l

Follows directions and instructions. The buyer follows directions and takes appro-
priate action with the mintmum amount of supervision, He or she should do this
promptly and efficiently and thereby require very little follow-up. (i

Wreighs problems The buyer recognizes the relative i importance of problems an
puts them in their proper perspective; does not waste time working on unimpor-
tant details at the expense of more important matters.

Accepts criticism. The buyer gracefully accepts constructive criticism, alterl
methods to take advantage of the criticism, and is able to accept constructive criti
cism from supervisors, from persons in other departments, and from suppliers.

Organizes work. The buyer organizes work efficiently so that a good buying jo
can be done with a minimum of delay.

Coordinates adjustments. The buyer coordinates the prompt and reasonable set-
tlement of all adjustments and claims involved in supplier transactions.

Maintains standards. The buyer maintains standards by reviewing requisition«.;l
items for conformance to company standards; also assists in the establishment
standards within the company and often achieves stock reductions as a result of
these efforts.

Conducts interviews. The buyer conducts interviews in a prompt and businessli
manner and encourages the development of pertinent information flow in bot

directions
Develops competition. The buyer considers quality and service as well as price an
maintains a competitive atmosphere by securing quotations from a reasonab

number of qualified suppliers.
Keeps informed. The buyer is constanty on the alert for new ideas, products 3

i
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processes, and potential suppliers: regularly reads purchasing and technical pub-
lications and maintains contact with suppliers, associates, and industry and trade
associations in pursuit of this knowledge.

Ensures timely detivery. Through the timely placement of orders with reliable
suppliers the buyer negotiates firm delivery dates, and arranges for special han-
dling and transportation when required.

Develops commodity knowledge. The buyer maintains a knowledge of the com-
modities purchased as well as a knowledge of any unique or special marketing
conditions pertaining thereto.

Leads conferences effectively. The buyer is able to conduct conferences effectively
and secure agreements that result in worthwhile decisions, uses good conference
techmques to advantage, kccpmé mectings brief and to the point, and holds
meetings only when necessary. Leonard A. Larson

Commitment Responsibility and Authority

When purchasing is assigned the responsibility for control of unit costs for pur-

chased material it must be given commensurate authority to control commit-

ments made by the company. The more commitment authority placed with a sin-
gle source, such as purchasing, the greater the control that management can
exercise over all commitments. Without controlled commitment authority, i
iated commitments, whether made by several departments or by management,
can tend to disrupt approved leng-term plans, exceed doilar volume budgetary
limits on inventory and forward commitments, and create quality and regulatory
problems by drcumventing an approved and integrated control system. Multiple
commitment authority is inefficient because it results in duplication of effort, di-
lutes the positive benefits of concentrated purchasing strength, demoralizes pur-
chasing personnel, and confuses company personnel and supplicrs’ representa-
tives. A management policy establishing pun:hasmg as the source responsible for
coordmanng and controlling all purchase commitments, with deugnated excep-
tions, would ensure a consistent and objective approach to the reception, assem-
bly, and evaluation of proposals.

When purchasing is assigned the commitment authority commensurate with
responsibility for control of costs, management should not require purchasing to
make unilateral decisions concerning the ability of specific suppliers to meet min-
imum specifications. Purchasing efforts in the decision-making process should
center on ensuring that all elements of the purchase are considered and maxi-
mum value identified before final decisions are made.

Purchasing for multiple locations should be organized so that the commitment
responsibility and authority are used efficiently. Such techniques as national con-
tracts and blanket orders can be uiilized to establish specifications, sources,
prices, terms, conditions, and commitments for consumable inventory and spe-

cific and general items of a repetitive nature, allowing using departments or loca-
vons to authorize delivery as required, commensurate with the commitment.
Purchasing would have no fusther need for involvement in day-to-day transac-
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tions during the life of the commitment unless the supplier fails to perform or
is necessary to renegotiate prices, terms, or conditions.

In seeking positive assurance that all requirements for purchased materialf
and services will be met and that the costs of these items will be within the limitg
available under the budget, management can consider making purchasing re-
sponsible for the devclopmcm of standard unit prices for all major budgeted)
purchased materials and services, just as productum is requnred to develop ang
forecast manufacturing unit costs. Standard unit purchase price forecasts coul
be incorporated into the budgct and performance, like labor or other varlable
costs, could be measured by variance reports. Frequency of reports will vary b
business and product. [ Rebert J. Bret: j

Material Requirements Planning (MRP) iﬁ

Material requirements planning (MRF) is a formal method of production-inve
tory control that indicates to all levels of production and purchasing the net re-
quirements for meeting the master production schedule. Although MRP w
originally a set of techniques for production-inventory control, departments su

as purchasing and materials management are ﬁndmg it very useful to them. M

is an attempt to order information and data concerning the product so that pro-
duction and inventory scheduling can be accomplished efficiently. Such infor
tion includes accurate bill of materials or product design requirements, accur.
production and inventory records, item lead times, and, equally important, a
master production schedule, With these information inputs and some basic ¢
cepts, the MRP system can be constructed. %

Historical Overview

One of the great steps forward in production-inventory control was the de:l
opment of the Wilson or Camp ordering rule, now known as the economic or
quantity, or EOQ, rule. This ruie, developed around 1913 and still in use today,
balances the ratio of order cost to inventory carrying cost for determining or
lot sizes. Although the basic assumptions of the EOQ rule do not really holc]
most manufacturing situations, it has performed relatively well over the ye
The EOQ was useful at a time in the nation’s industrial development when prod-
ucts were becoming more complex and mass-production technigues were be;
ning to be implemented. Again, the EOQ) is a rather crude technique but rob
in its results, and in 1913 it met the needs of the times.

The development of computers with their ability to accurately manipuigte
large volumes of data in a timely fashion, among other events, has led to the'i
urrection of production-inventory control techniques that consider the rela
between component parts and the end product. This resurrected technique is, ir
fact, material requirements planning..

In a few instances MRP systems have been implemented without the use !
computer, but such situations certainly have to be considered unusual. Any at
tempt to implement an MRP system without using a computer would certaml
produce the same dilernma faced by companies around 1913. £

(3



Responsibility and Authority of the Purchasing Department
An Example -

The basic concepts of MRP are simple and were probably used by the first ani-
san who had to make finished products from more than one component part.
The idea is to know (1) how many of the end items or finished goods are intended
to be made (master production schedule), (2) how many of cach component part
are necessary for one unit of finished product (bill of materials), and (3) how long
it takes to make, assemble, or acquire each item (lead time). With this information
the planner can anticipate how many of each component part he needs in order
to begin production. Knowing the lead times of all items, he can calculate when
cach item should be started to accomplish the master production schedule on
time.

For example, an item to be manufactured by a wood products firm is a small

wooden box. The bill of materials for the box calls for one bottom, onc top, and
two hinges. The product profile of the box is depicted in Figure 5-1. Figure 5-2 is
a basic production schedule for the boxes and their component parts. For Figure
5.2 several simplifying assumptions have been made: there is no inventory at any
level, period 1 is the current period, and enough parts and products were or-
dered in previous periods to keep the schedule up to date.

The “gross requirements” row of each product is that number of units that
must be made avilable to support the next higher level of production of sales. No
consideration of available inventory, if any, has yet been made. In period 5 of
Figure 5-2 there is a gross requirement for nine boxes. Since there is no intended
inventory these nine boxes will have to be assembled. Because there is a one-
period lead time, the assembly period shoukd show these nine boxes being started
one period earlier than needed, according to a planned order release in period 4.

Figure 5-1. Product profile of a cedar box.

Top Bottom

Hinges

*Number required per unit at the next higher level.
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Figure 5-2. Master production™schedule.

Time periods
Box, lead time 1 1 2 6
Gross requirements 4 3 5
Planned order receipts 4 3 5
On hand inventory
Ptanned order release 3 2
Bottom, lead time 1 1 2 6
Gross requirements 3 2
Planned order receipts 3 2
On hand inventory
Planned order release 2 7
Top, lead time 2 ] 2 6
Gross requirements 3 2
Planned order receipts 3 2
On hand inventory
Planned order release 7 @ s
Hinges, lead time 1 1 2 3 4 5 6
Gross requirements 14 @ 10
Planned order receipts 14 {8 10
On hand inventory
Planned order release dgr 10

I the schedule goes as planned these nine boxes will be received by period 5 and
available for sale in that period. The gross requirement for the top is nine units
also, but lead time for the box assembly requires these tops to be available in pe-
riod 4 and to be started in period 2. As for the hinges, since two are needed for
each top, the planned order release of nine units for tops in period 2 is multiplied
by two for a hinge gross requirement of 18 units. Since there is a one-period lead
time for hinges, these 18 hinges must be started in period I.

Other important aspects of an MRP system are illustrated in Figure 5-2. The
time frame shown of six periods is the planning time horizon, which must be at
least as fong as the total offset lead times of the product and component parts. In
this case the total offset lead time is five periods, and the master production
schedule is greater by one period. It should also be apparent that any changes in
the production schedule for the finished box in periods 1-4 will cause many
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scheduling and inventory scheduling problems at the lower levels. Also, a change
in finished goods in period 5 will have to be accomplished immediately because
the hinge department will start on the 18 hinges immediately. In other words, to
have a workable schedule the requirements for box assembly will have 1w be
“fenced in” for the next five time periods. The lot sizing rule being used for this
example is lot for lot, that is, order exactly what is needed when needed. Other
lot sizing rules are viable but any that combines more than one period’s require-
ments will telescope the total offset lead time requirements.

Benefits of MRP

The implementation of an MRP system offers a2 number of benefits. In most
companies new methods or improvements are not even considered until the old
methods are in such terrible shape that they can no longer be ignored. Often the
production-inventory control system has been allowed to limp along so many
years without managerial consideration and effort that any effort at all will show
benefits. Thus the managerial attention and effort focused on the producton-
inventory system in order to implement an MRP system will cause improvement
over the old system or methods.

In addition to inventory carrying costs and other obvious costs, there are addi-
tional hidden costs that are attributable to the production-inventory system. Most
of these hidden costs stem from the inherent inaccuracies in the traditional pro-
duction systems. The implementation of an MRP system should lead to smoother
functioning with fewer internal stockouts and thus less expediting. Moreover,
with the guesswork taken out of the production schedule, the correct items are
manufactured at the correct time, alleviating both the problem of storing excess
inventory and the problem of the committed manufacturing capacity that such
inventory represents.

Another advantage of an MRP system is that it formally represents the produc-
tion-purchasing-inventory plan for the immediate future for all concerned to see.
Thus, each department can determine what actually is required of it and of other
departments to support the master production schedule. That is, the MRP sys-
tem can be a large and very useful part of the management information system of

the company. It is one of the most integrative concepts to be advanced in recent
times in the area of production-inventory management.

Disadvantages of MRP

The greatest disadvantages of MRP are its implementation and operating costs.
Many of the MRP implementation failures seem to derive from the traditional
problem areas of production-inventory control systems, such as lack of informa-
tion, lead times, inventory and bills of material, master production schedule time
horizon, master production schedule changes, safety stock, and the application of
“ABC” inventory analysis techniques. (The ABC system involves classifying in-
ventory items according to their monetary value and then buying the more ex-
pensive ones in smalier quantities.) )

Cleaning up a traditional production-inventory system with all the attendant
problems stemming from years of inertia, the need to reeducate the people in the
system, and the teething difficulties of implementing a new program can cause
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lion have been estimated, and a time frame of two to three years is not unusual
for a medium to large company. In some instances the problems and costs of an
MRP implementation have been so large that the effort was abandoned and the
firms went back to the traditional methods of production-inventory control. Bc—fj
fore implementing an MRP system and incurring the very large cost entailed, ajg
company should balance the visible cost of the MRP system against the hidden
but very reat and large costs of the traditional system of productlon-mvenlorysﬂ
control. L]

Suitability of MRP

MRP has been stressed as being most useful in a multistage, multiproduct pro- §
duction-inventory system, and most successful applications of MRP have been of
this nature. The EOQ as originally proposed is simply a lot siZing rule for mini-
mizing the ratio between order costs and carrying costs. Since its inception there
have been many additions to and variations of the original formula to adapt it to I
the various needs of industry. It does not seem unreasonable to predict that ma-
terial requirements planning concepts will go through similar adaptations and
mutations to fit the needs of industry. O Joseph R. Biggs E

monumental problems and costs. Installation costs of from $2.5 million to $3 mil-¢ %

Guidelines for Supplier Prices

Authority to select sources and determine purchase prices is essential in obtain- l
ing control of purchased materials unit prices. Prices determined must be the
lowest with consideration for all value factors desired. It is false economy to estab-
lish so-called low prices if those are obtained at the sacrifice of essential quality,
delivery reliability, or other essential considerations. The purchasing function l
must be given the sole commitment authority in order to ensure full value re-
ceived for each dollar expended. Analytical techniques utilized by purchasing to
ensure full value return include the following.

Value analysis. A technique usually applied at the design or engineering
stage to systematically evaluate the materials and services that must be purchased
and 1o determine the lowest overall cost that must be paid to have a useful func-
tion or service performed reliably (best value). This technique generally is ap- l
plied by a team of which purchasing is a vital member. In its broadest application,
value analysis is utilized to consider the total cost of a product from the design
stage, through manufacturing, to its ultimate application. More detailed discus-
sion appears later in the subsection on techniques and procedures. I

Purchase analysis. A technique generally applied after a product is designed,
but before materials or components for manufacturing it are purchasecl This
technique endeavors to determine a reasonable current market price for the ma-
terials or components required for manufacturing a product by establishing an
independent estimate, sometimes referred to as a target price, to assist the buyer
in effectively evaluating supplier prices. A target price is defined as a price that
can reasonably be expected to be paid in the current marketplace by estimating ’
the manufacturing processes and materials costs of an efficient producer includ-
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ing a reasonable profit factor. The maintenance and utilization of key informa-
tion and data on major commodities involved is an important adjunct to utiliza-
tion of this technique.

Price analysis. A technique that utilizes buyer experience and knowledge 10
facilitate choosing the best price by considering such factors as current prices of
similar items available, current competition, previous prices paid for the same or
similar items, pricing trends, and the age of design and manufacturing processes
to be utilized.

Cost amalysis. A technique that utilizes a review and a breakdown of supplier
costs to cvaluate the accuracy and reasonableness of the specific elements of those
costs in establishing a fair price for value 10 be received. This technique is gen-
erally utilized prior to entering into price negotiations.

Many suppliers maintain expert technical personnel 1o assint customers or po-
tential customers in working out acceptable solutions to production equipment
problems. Normally, there is no charge or obligation for such service and, prop-
erly handled, it can be effectively utilized. However, activities associated with or
immediately following such arrangements can easily lead o extensive and un-
planned purchase commitments. Often, the potential customers are unaware
until after the fact that they have led the supplier to believe that he has been au-
thorized to furnish materials or extra services. Obviously, management approval
for commitment of the funds would not be obtained in advance. Perhaps such

problems could be avoided by establishing relatively simple controls that would
limit supplier access to the plants and clearly define the authority to make com-
mitments. Under such conditions, purchasing would be ideally situated to serve
as the principal contact and primary control agency for such projeas.

O Donaid E. Howard and Jeseph |. Kalkbreamer

Inflation Control

One of the chronic problems facing most purchasing departments today is how
to offset most or all of the inflation impact on purchased materials. The first step
is for purchasing managers to understand some of the options available 1o avoid
inflation. Such options include changing designs and specifications and improx-
ing the productivity of the company and of its supplicrs. Step two involves be-
coming an expert in the statistics of inflation. The U.S. Government’s Producer
Price Index has 15 subdivisions. Of these, 13 are for industrial commodities, and
many of them do not apply to a spexific company’s needs. Therefore, a specific
purchase inflation profile can be calculated for 2 company, permitting the pur-
chasing manager to focus better on inflation avoidance and productivity activi-
ties. A typical company’s Producer Price Index is shown in Table 5-1.

Commodity Forecasting

Important as it is to maintain current control of purchased materials costs
within the budget, it is equally important to be fully aware of outside sechnologi-
cal developments and changing market conditions that may affect future costs,
particularly if such information can be accurately forecast and measured against
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Table 5-1. Producer price index (industrial commodities).

—— i
Index Description PPI ABC Company

WPI 03 Textiles 7.5% —% ?
WPI (4 Hides and skins 1.0 —
WPI 05 Fuel and power 18.5 0.1 _
WPI06  Chemicals 9.3 0.1 fa :
WPI 07 Rubber and plastic 3.6 13.8
WPI 08 Lumber and wood 2.8 —_
WPI 09  Pulp and paper 6.9 03
WPI 10 Metals 16.4 46.3 ?
WPI 11 Machinery and equipment 15.4 38.1
WPl 12 Furniture and durables 44 —_ L
WPI 13 Nonmetallic minerals 36 15
WPI 14  Transportation equipment 1.1 —
WPI 15 ~ Miscellaneous 45 —

Total Industrial commodities 100.0% 100.0% I

some recognizable standard that will permit projection of total impact. In the
event that purchasing is made responsible for the preparation and maintenance,
of commodity profiles on major purchased items, there should be availabie zl
source file of up-to-date market information that can be periodically sum
marized, interpreted, and reported by purchasing as a forecast of specific vari-
ances from standard unit prices for purchased materials. Both negative and posi
tive variances can be quickly evaluated, and where appropriate, corrective actiorl
can be initiated before the forecast event actually occurs.

Since a $1 reduction in the cost of purchased material from the standard woul
increase profit by an amount roughly equivalent to a $10 or $15 increase in sale;j
it is highly desirable to establish some method of forecasting such possible action
and of estimating their impact on cost. Assuming that purchasing personnel are
to be kept fully informed of the company’s products, manufacturing processes
and long-term production plans, purchasing can reasonably be expected o rcc'
ognize situations where consideration of new sources of supply, changes in speci-
fications, or substitute materials may have an economic advantage. Further, with
regular access to outside information, purchasing may become aware of techno
logical developments or other changing market conditions that can be exploite
and directed to achieve company objectives. With purchasing assigned the re-
sponsibility for recording each such opportunity as it cecurs, the basis can be es
tablished for a careful review and evaluation by the using department and othej
responsible personnel. Items which appear to have potential can be assigned t
purchasing as specific profit improvement projects. Periodic reports on progress
accomplished against such projects, when reviewed on an exception basis, wil
provide a quick summary forecast of profit improvement. l

i |
i
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R ing Price Vari -
If purchasing is to be responsibie for the development of standard unit costs
for purchased materials, and if these standards are incorporated in the budget,
the resuit will be an acceptable basis for reporting the aciual cost experience
against the standards. Only costs that deviate substantially from the standard will
need to be reviewed. (A minimum reportable deviation can be established 10
avoid getting reports on minor discrepancics.) Such reports will automatically
identify any existing problem arcas. Ranking the problems in order of impor-
tance becomes a simple matter of listing dollar amounts in dedining order.
Reporting purchase-price variances is one of the most fundamental means by
which purchasing can track its own performance and that of its suppliers. Pur-
chase-price variances can be calculated from several starting points, including
current price versus the following: previous buy price, standard cost, design engi-
neering target, purchase engineer estimate, annual purchase plan, general mar-
ket indicator, general inflation rate, specific commodity inflation rate, previous
duty/insurance/freight charges, previous foreign currency rate, or purchase
order versus invoice price.
Productivity
Purchasing and its suppliers can be one of the principal contributors 1o the
productivity of a company. A typical purchasing department can encourage and
manage several aspects of purchased materials that will lead o increased produc-
tivity through outright cost reduction or cost and inflation avoidance. One com-
pany describes its multifaceted productivity in the chart shown in Figure 5-3.
Cost-Price Analysis
The purchasing function shoukl, on a selective basis, continually analyze sup-
plier costs and prices. This is necessary in order 10 accurately determine whether
or not the company is paying fair and comparative prices for essential items. In
this context, the terms used can be defined as follows: price analysis—a compara-
tive technique to fadlitate choosing the best price, with or without competitive
quotations; cost analysis—the process of developing a breakdown of supplier
costs, verifying it, evaluating specific clements of cost against value to the com-
pany, and projecting these data to determine the probable effect on price. The
application of this technique is difficult and Gme-consuming. Its use is normally
resisted by purchasing people, but it is justified and in fact necessary on a selective
basis. [J Gaylord E. Powell

Purchasing of Capital Equipment

It should be the practice of the purchasing department to encourage contact be-
tween the requisitioner or user and the supplicr or potential supplier. The trans-
mission of information, particularly of a technical nature, is much more reliable
when given directly from the supplier or potential supplier to the individual re-
sponsible for writing the specifications. However, purchasing must make ar-




Figure 5-3. ABC Company’s materials productivity program.
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rangements for such contact and be present at any preliminary mectings with
suppliers. Purchasing must also be present when any commitment is discussed.
It is the responsibility of organizations other than purchasing 10 decide what
the precise speaﬁcauons will be for all classes of material purchased. Specifica-
tions should be given to purchasing as technical or performance specifications,
not as brand preferences. If an individual or deparunent authorized to specify
materials, supplies, or equipment honestly believes that a particular brand is best
for the application, purchasing shouid want to buy only this suggested brand. But
it must be given to purchasing on the basis of honest belief and extensive experi-

ence and testing on the part of the requisitioner or user, and not as a resuh of a

recent limited investigation. In such instances, the requisitioner should provide a

written single source justification, outlining in some detail why only one product

will meet the required specifications.

Purchasing’s Responsibilities

Whenever a request is made of purchasing concerning supplier contact
(whether requesting information or samples), the member of the purchasing de-
partment who has been requested to make this contact must do so promptly.
There should be no such thing as being “too busy” to perform this service. In
such instances, the purchasing department is being extended a high degree of
cooperation, and this cooperation can be fostered only if purchasing prompady
and ably performs this portion of its responsibility.

On al! basic items of capital equipment and tools such as lathes, presses, and
other equipment with which purchasing is quite familiar, an appropriate number
of prospective sources should be selected. These sources should be contacted by
purchasing by telephone to determine whether or not they produce equipment
or materials that purchasing is likely to be interested in buying. When this list has
been reduced to a suitable number, and before the formal inquiry is issued, the
remaining firms should be visited to determine whether they have products that
purchasing will be interested in buying. It is agreeable (in fact, in many cases it is
desirabie) that the requisitioner or using depariment be a party to the phone calls
and to the visits to the prospective suppliers, but purchasing should make the se-
lection of sources, and purchasing should make the telephone calls and arrange
for the visits. Phone calls and visits should cover any prospective sources sug-
gested by the requisitioner, provided such suggestions are made as 2 result of his

or her prior knowledge, experience, and testing.

Every request for proposal should be acoompanied by a complete set of spedhi-
cations. If this cannot be supplied readily by the requisitioner prior to the investi-
gation outlined above, it will be necessary that the buyer make certain the com-
plete set of specifications is prepared before any formal invitations to bid are
issued. In some cascs, it may not be possible to complete the specifications untl
after the visits are concluded.

A suggested checklist to assist the buyer in determining if these specifications
are complete enough to procure the product will be found at the end of this pres-
entation. A review of the specifications should not be limited to this checklist,
which should be used merely to make certain that the specifications are complete.

or
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It was prepared to cover inquiries for capital equipment only, but the same pr- -
cipies apply to the purchase of other materials and supplies.

In order to avoid delays, it is extremely important that all requisitioners
purchasing as much notice as possibie prior to issuing requisitions. Needs for ma-
chine tools and other capltal equnpment can be called to the attention of purchig-
ing no later than the time the requisitioning department enters this itern inf:
proposed budget for the coming year. In most organizations, the submission of a
pmposcd budget item precedes the requisition of it by a substantial period of ...
time. Purchasing can then proceed with its research action, as outlined abo; N
well in advance of a requnsmon and thus frequcntly be in a position to place Gk
order lmmedlatcly upon receipt of a requisition.

When any requisitioners or persons authorized to prepare specifications kn,u
they need or will ultimately need to requisition a given product, they shouldf;
required by the company procedures to make that need or potential need kno
to purchasing before making any contact with suppliers or potential suppliers.”
Purchasing should discuss with the requisitioner his or her suggested source
suggest additional sources it knows to be qualified in this particular field. Whe
is determined that contact made by other than purchasing people has resulted in
correspondence, copies of correspondence must be secured and put in the ;ﬁ

curement file.

From time to time it may be necessary for representatives of the using dep
ments to visit suppliers to clarify specifications or to determine whether or not
certain design changes can be effected. Such contacts with and visits to suppligg:
should be arranged by purchasing. In most cases, it will be necessary and dc|!-.
able that purchasing accompany the using department’s representative on s
visits,

Requests for Quotation '

On all capital equipment and certain other materials and supplies such as pro-
duction assemblies, purchasing should include the following statements in the gg-
quest for quotation (and where appropriate, on the resulting purchase orde‘!

» A standard phrase indicating that a regular progress report will be requi
except in the case of standard items shipped from stock. At the time of issuing
the order, the buyer should indicate the frequency of the progress report Jic
other specific and detailed information required. Progress reports should
erally contain such information as (1) when the designs will be complete; (2) wher
the supplier’s processing plans will have firmed up; (3) when all the supplier™
purchase orders have been issued; {4) completion of tool designs, whether t%(
will be built in supplier’s tool room or purchased from an outside tool shop,
when promised; (5) promised dates on all raw materials and purchased part
required for assembly; and (6) build progress and the estimated completgr
dates.

» A statement specifically defining the requirements for any drawings toi
furnished. This should be required on all special tooling, gauges, and fixture:
required for the job. Approval of the supplier’s tool drawings must be secuffic
from purchasing before the supplier proceeds to manufacture the toolingc
equipment. The purchasing company’s own manufacturing engineers can review

L3



N

Responsibility and Authority of the Purchasing Departrnent 525
~ such drawings, and frequently they will discover that certain modest changes will
make the tooling adaptable to in-plant equipment. Obviously, to discover this be-
fore the special tooling is built is very much to the company’s advantage.
s Arrangements for procurcment of spare parts.

= A statement outlining the field training requirements and/or supplier instal-
lations and training responsibilities on company property, and in demil what ex-
penses, if any, such as travel, meals, hotel, and the like, are allowable.

= Warranty and service requirements.

s Late delivery penalty consideration.
CRechlist for Specifications

To assist purchasing in making a better prequote research effort in the ma-
chine tool and special equipment industry, the requisitioner should furnish all
the pertinent data available as carly as it is known that capital equipment is
needed. This information may not necessarily be complete. And lack of mforma-
tion will be rectified by purchasing through channels of research and investiga-
tion. Below are listed some of the important general specifications which should
precede, or at least accompany, the requisition. These general specifications
should be confined to those wanted and should not include copies of specifica-
tions from a supplier's catalog.

The following items represent the kinds of things in which purchasing should
be interested, but by no means are they intended to limit the requisitioner in the
collection of prequote information. The requisitioner should supply:

o Part drawings and process sheets of the items this machine will manufac-
ture.

o General approximate dimensions of the machine or equipment should be
stated (these sizes should be compatible with floor space allotment and other
installation information).

v Weight range or maximum weight (for floor loading considerations).

o Critical dimensions such as outside and inside dimensions, door dimensions,
and other information regarding type of doors, table travel, other effective
working area dimensions, and so forth.

o The specific requirements of kinds of metals, temperatures to be obtained,
safety features, operating features, special requirements, and so forth.

o Accurate information on the available electric current in the plant
o Feeds and speeds on all machine tools.
o Detailed descriptions of the accuracies required and the methods that wall be
used to check these accuracies.
o Coolants—kinds and volume necded.
o Vertical or horizontal machines.
n Angular capacities.
o Description of motors required (explosion-proof and other features, volt-
age, speeds).
o Traverse, conventional or rapid. Hand-operated screw or hydraulically

driven mechanism or both. Detailed description of requirements, simulta-
neous actuation, and the like.
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o Detailed description of attachments, indicating horsepower capacity and
special features required.

Lubrication.

Requirements for tracer control.

Kind of programming.

Requirements for tape/numerical control and associated equipment.
Special characteristics such as hardened ways, cast tron or steel fabrication,
spindie tapers, pendant control, optical equipment, and so on. Any special
requirements for rigidity should be defined.

o Information regarding characteristics to be fabricated. %
O Kenneth A. Cruise

oo oo aqg

Records and Forms B

The most frequently used form in the purchasing department is the purchase
order. Its primary purpose is to establish the basis for a legal contract between
buyer and supplier. Generally, the front portion contains all necessary informa
tion to describe the specific purchase. Quantity, description, price, delivery
schedule, and transportation responsibility are included. And general terms and
conditions which apply to most purchases are usually printed on the reverse side
Legal counsel should be sought for development of appropriate terms and condi’
tions. When the original is mailed to the supplier many companies also send a
acknowledgment copy to be signed by the supplier and returned —this acknowl-
edges receipt and acceptance of the order. Should a supplier use its own acknowli
edgment form, it must be carefully reviewed for any changes that would make i

a counteroffer rather than an acceptance. In such an instance, the burden of ac-
ceptance reverts to the buyer. Often the acknowledgment is sent only for order:
amounting to $500 or more. Internal copies are available for purchasing followi
up and files, such as accounts payable, receiving, and stores, and to the originato
of the request.

Other forms commonly used are purchase requisitions (to make requests fo
buying action), change notices to revise a purchase contract, and price history fol
each item repetitively purchased.

Adequate records and forms should be utilized and retained o ensure effec-
tive purchasing administration and to facilitate financial control and audit of
company’s purchasing operation.

Many companies have converted from manual record keeping to the use of
data processing to greatly reduce the need for copies and the need for manug/
filing, sorting, and summarizing. [ John F. Doyle ?

Inventory Control

The inventory control function performed by purchasing is wsually limited i
maintaining the proper levels of inventory of materials needed. The materia
needed by production should be maintained in the proper quantities and in a
timely manner. This requires purchasing to be sure that the right materials, tho
needed by production, are available to production, at the right time, in the rig
guantities.

i
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If materials inventories are kept at the proper level, several benefits will be
derived by the organization. Production will be able to avoid costly interruptions
due to a lack of matenals. This eliminates idle time for workers and machines and
maintains high utilization rates of cosily equipment, thus reducing production
costs per unit. By using materials inventories, production can be leveled, thus
climinating hiring and firing of production workers from one period to the next.
If purchasing orders the proper quantities of materials, then economic lot sizes,
both purchased lots and production lots, can be used. In addition, purchasing
may be able to take advantage of quantity discounts, if the savings due to the dis-
count are not offset by the increase in inventory storage costs.

To maintain the proper inventory levels, purchasing must be aware of produc-
tion needs (demand), the cost of placing orders, the cost of carrying inventory,
and the cost due to a shortage of inventory (stockout). Demand may be a forecast
of production nceds made by purchasing or production, or both, or it may derive
from the firm's material requirements planning system. Order cost is simply any
cost that can be antributed directly to the placement of an order. Such things as
the labor and materials cost associated with writing the order, the cost of negotia-
tion for that order, and follow-up costs associated with the order should be in-
cluded. Carrying cost includes any costs related to holding inventory and covers
such things as materials handling costs, insurance, pilferage, obsolescence, dam-
age, and opportunity cost. The opportunity cost is equal to the amount of capital
invested in inventory that could have been invested somewhere else; thus, many
firms use their cost of capital as a basis for figuring carrying costs. Stockout costs
are the costs related to being short of material. For purchased materials, produc-
tion shutdowns will represent the major portion of stockout costs.
Thcchargeofpurchaﬂngmlheamofmvemorymnuohsmlmymamlsm
such a way that demand is satisfied at the lowest total cost of ordering, carrving
inventory, and stockouts. [1 Thomas E. Callarman

Quality Control

Purchasing managers ought to be familiar with quality control. They are fre-
quently called upon to assist in assessing a supplier’s quality control program. o

_ assess the quality of suppliers during supplier evaluations, and to interact with

quality control people within their own organization. This does not imply that
they should be experts in the area, but it does require 2 working knowledge.
More important, purchasing people need to have 2 level of quality control under-
standing so that they may effectively communicate and interact with quality con-
trol departments.
ltuescmnldnt.asquahtyudeﬁmd a purchasing manager understand the
significance of control. This important management function, while applied 10
many arcas, consists of three often misunderstood yet far-reaching and signifi-
cant steps. First, it is important that quality standards be developed. Such stan-
dards may be based on stitches per square inch for dothing, the percentage of
defeas in a lot, or even the appearance of an item. Second, quality performance
needs to be measured. A viable procedure or process needs to be developed to
ascertain or gather data and information for assessing performance. It is impor-
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tant that this step does not become a paperwork exercise. Last, as performance i¢
measured and compared to the standard, corrective action may be necessary 1j
unwanted trends develop or if quality exceeds the standard.

Choosing an Inspection Program .

The maintenance and measurement of quality control are generally based og
an inspection program. There are three potential alternatives available: (1) zero
inspection, (2) 100 percent inspection, and (3) sampling. Zero or no inspection_
may be used for items where uniformity and consistency are not importan
and/or if the item being evaluated is insignificant in cost. One hundred percerid
inspection may be used where high quality is important and/or when zero defects
is a paramount goal, such as with life-saving equipment. However, the cost of thi;
latter alternative may be prohibitive, and in other instances quality assessmer;
may result in the destruction of the item. Therefore, sampling may be a viab

alternative.
There are essentially two types of sampling plans—sampling by variables anll
sampling by attributes. Variable sampling requires that an actual measureme
be taken—weight, length, and so on. For sampling by attributes, special types of
“go, no-go” gauges are used. That is, the sample is either accepted or rejected
no measurement is taken. For a sampling plan to be effective, it is important th
the correct sample size be drawn. This is facilitated by using or developing
operating characteristic curve, generally known as an OC curve. Standard tables
are helpful in formulating the curve. In general, the curve is based on the sampi
size, the number of defects or errors allowed in a sample, and the average quali
level or process average of the supplier. Once the quality standard is set and the
sampling plan determined, samples are continually drawn and compared to t
standard. If necessary, corrective action may be taken. This discussion has
limited to single sampling methods, but the purchasing manager should beco
familiar with other techniques, such as double sampling and sequential sampling.

Each inspection program (zero, 100 percent, sampling} has distinct advantag
and disadvantages. However, the implementation of each rests on the evaluatii
of two basic costs: cost of inspection and cost of failures reaching producti
and/or the customer. The purchasing manager would no doubt consider these
two costs in controlling supplier quality, But these two costs do nothing but plal
a quantitative value on detecting quality problems. The important issue, cost
preventing failures, is often overlooked and is an area where purchasing may
have an important impact. That is, it is important for purchasing, once quali
problems are detected, to find out why there are problems. Has quality been %
fectively communicated to suppliers, or perhaps is purchasing and/or another
ganization using the material or components improperly?

Wherever possible, a quality evaluation system, either automated or manu
should be developed to track the quality performance of the major supplie
Such tracking is particularly important not only because manufacturing efficien-
cies are directly affected by the quality of materials received, but also because it
enables the buyer to determine the best ultimate cost from suppliers on the b
of quality, service, and price.
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Close, friendly, and courteous cooperation should exist between the buyer's
company personne] and the suppliers at ali times in order to meet the objectives
regarding quality standards. Managers soon realize that while quality control is
. ; generally recognized as an objective or quantitative process, the real problem is
ﬁ ; people. Variations in human performance and attitudes cause more quality con-
tro] problems than any other single source. It is imperative that suppliers, as

_: people, are provided the proper incentive and are motivated to maintain and
ﬁ h control the proper levels of quality needed by purchasing.

. Cooperati ith Quality A
s . The quality assurance and purchasing functions will need 1o work as a team
% ' if both functions are to meet their objectives fully. Purchasing decisions should

always be made on the basis of quality, service, and price. Establishing appro-
priate quality levels is imperative. Maintaining quality levels may not always resalt
in the lowest materials prices, but if the quality level has been properly sey, it
should contribute to lower overall costs and nmpmved proﬁts. When a new sup-
pllcr is being evaluated, purchasing and quality cngmeermg personncl should
visit the plant together and observe quahty assurance activities, including i inspec-

tion and test procedures, standards maintenance and process control activities,
and the tolerances and finishes routinely obtained. In general, the team will
ascertain the quality level that may realistically be expected from the supplier.
This determination plays an important role in evaluating the qualifications of the
supplier.

Cooperation between purchasing and quality assurance should also eliminate
most of the cross-purpose activity that may otherwise oocur. For example, pur-
chasing may overprotect a supply source while, at the same time, quality control is
overinspecting the supplier’s product to emphasize the existence of quality prob-
lems.

Naturafly, it may take more personnel to do 2 comprehensive purchasing job
than to do an incomplete or routine one, but that will not necessarily lead to an
increase in corporate expenses. When the indirect costs related to shop losses,
customer complaints, and lost sales are taken into acoount, the enlarged purchas-
ing function will usually be found to be cost efficient.

In all these cases, highly visible top-management support will be necessary if
potentials are to be realized. Placing the purchasing function at a meaningful

I level in the organization structure is one way of doing this, and it will give the

I R e

purchasing organization the necessary access 10 other functions on terms of
greater equality. [J William G. Enloe, Jr., and Russell W. Morey

Receiving

Receiving should be organized expeditiously and efficiently to receive, identify,

generally inspect, and count material as it reaches the company. Unless damage

prior to receipt and quantity accuracy are determined promptly upon receipt, it

is difficult to prove that the problem existed prior to receipt.
Receiving should be provided with a copy of the data used to order, usually the
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purchase order, so that after unpacking, comparison can be made to the order-
ing information. The receipt is then documented for accounting, purchasmg, .
and the using dcpartment s information. The ordering information should also |
indicate instructions for rapid internal processing to the point of storage or use.
This function is invoived in both physical control of materials and financial
accountability for payment to suppliers. Takmg advantage of cash discounts ¢
depends upon the timely verification of receipt of materials or equipment. :

Salvage and Scrap Disposal 11
Industrial firms want to minimize the items or materials which are left over, but it ﬁ
is inherent in most manufacturing processes that some surplus materials, obse-
lete parts, “trimming,” and rejects are generated. Effective disposal can be a sig-
nificant source of revenue. Since sale of such items or materials closely parallels
the purchasing process and often involves the same companies, the responsibility
for disposal is generally placed in purchasing.

Among the possible methods of disposal are (1) use within the company; (2)
return to the original supplier; (3) sale (generally on competitive bid); (4) sale to
employees; and (5) donation to educational or charitable institutions.

Reports to Top Management

Effective purchasing reports, knowledgeably written, are an important facet o

the departmental operation. They should always be considered a means to an
end and not an end in themselves, Such reports are essential to help people per-
form their tasks more effectively, providing needed coordination and informa-
tional services. Accurate and comprehensive reports to upper managemen

should both appraise results and control activities.

Quality reports to top management provide much valuable information, all of
which probably could be classified in one or two major categories: (1) report
which provide needed information, aiding in controlling present operations an
in necessary future planning for greater effectiveness; (2) and reports which in-
form top management of purchasing’s contribution to the total corporate struc-

ture.

Report Frequency and Content

One type of report (sometimes issued weekly but more often issued monthly
should emphasize certain information of specific value and importance to th’
corporate chain of command. Purchasing data includes diverse items that includ
but are not limited to: price, changes in major items purchased, a review of new
or enlarged departmental problems, general price trends, required importani#
lead time changes, items currently in short supply or anticipated to be, and spe
cific methods for dealing with current problems in all major categories. In sum-
mary, such a report should be as complete and accurate as possible, considerin
from the procurement perspective all conditions currently impacting on the tolai
corporate picture,

g
;
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“Another type of report, issued on a regular basis, differs greatly in content and
approach. This type of report is 2 newsy, factual summary of internal considera-
tions of value to top management. Specifically, it reviews major categories of in-
termal considerations with emphasis on personnel and related mauers, general
departmental activities, problems, new methods, accomplishments, and inter-
nally generated profit improvement and refated procedures.

The report format and specific coverage within each part may differ greatly,
but the following are indicative of sections and content.

Statistical data. A recapping of basic statistical information for the period
covered, mthormdnoutpcmdmmpanmsandtmndmdmn.tokaepman
agement informed of the variety of activity carried on within the department.
Data presented may be as specific as needed or desired. Information provided
includes purchase dollar volume, average employee productivity devermined by a
fair and acceptable standard, and supplier-related information.

Problem areas. Candid and comprehensive comment on specific problems
and on management and employec concerns. New developments and new prob-
lem areas should be highlighted and discussed. A positive attitude should be
taken, with emphasis on potential or actual remedial and/or corrective measures
taken or projected and on the positive effects of such action.

Research activities. Diverse information ranging from research-oriented sav-
ings as a result of newly applied methodology to ongoing research potendally of-
fering measurable and worthwhile savings. In cither category, the reported or
estimated savings may be shown as a percentage of total purchases or as a dollar
amount with incremental units shown.

The future. Clear statements of anticipated needs, inchuding additional per-
sonnel, necessary equipment, and added facilities 10 meet greater than expected
future demands upon the purchasing area. Emphasis in future planning should
be on any needed cooperative or coordinated actions.

Clear, concise, correct, and complete communications should always be em-
phasized in purchasing reports. Only essential and appropriaie information
should be prepared for top management. When appmpmte, carefully sclected
visual aids are helpful for clanty of presentation, maximum effectiveness, and
potential value to the recipient. [1 Robert D. Hemderson

Management by Objectives (MBO)

In a survey of middle managers it was found that a “significant number of man-
agers are dissatisfied with their job situations. More than three-fourths say they
want other positions that offer greater responsibilities . . . 67 percent say they
do not have regular progress reviews with their bosses. And 57 percent have not
set specific, detailed work goals with their bosaes, while 41 pcmentnythur_pbs
do not challenge them to make full use of their capabilities. .

lnsnotd:fﬁculnonndcrmndthesemgameammdulfmmgendonot reg-
ularly have an opportunity to participate in the goal-setting process, monitor
their progress, and review their accomplishments with their immediate manag-
ers. Management by objectives, while not a new concept, can be of substantial
help in meeting these needs.
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For an MBO program to be most effective, it should be applied throughout the
organization, from the chief executive down to and including first-line supervi-
sion. MBO provides an excellent means for communicating company goals (as%
defined in the CEO’s objectives) as management at each successive level estab-
lishes cargets and assumes responsibilities that relate back to company goals.

It is significant that purchasing managers led the list of dissatisfied managers ing;
the survey. Perhaps part of the cause stems from purchasing'’s low profile i
many firms and lack of upward communication. A good MBO program can help

to remedy this situation. R
£
Attitudes

Management attitudes can go a long way toward determining the success or
failure of an MBO program, and once established, the program can do much tcf
improve management attitudes. Purchasing people should want to be measured
as measurement provides a basis for better recognition of their contributions. Re-
sponsible individuals who reach the realistic goals they have helped set can be ap—_
propriately rewarded. I

Goal Setting

Objectives define the direction toward which an-individual or group wishes t
move; and goals, or targets, specify the levels of accomplishment that have bec‘
set. They should be stretching but attainable. Subsequently, comparisons of real*
ized to planned accomplishment will measure individual effectiveness or degree
of contribution. As each organizational level begins to develop its own objectivei
and goals, it has the goals and objectives developed at the next higher level fo
guidance. And as each level of management develops its objectives and goals, it
adds the details and specifics that will implement the more general goals and o
jectives of higher management. In this way a meaningful and coherent set ::)»l
guidelines and expectations can be set for the entire company.

Objectives and goals that are very general at the top become increasingly more
detailed and specific as the program is implemented throughout the compan
Typical company (and CEQ) objectives relate to profitability, growth, asset utili
zation, personnel development, new-product development, capital expenditures,
marketing effectiveness, productivity improvement, social responsibilities, en.
ergy conservation, and quality assurance. For each of these areas the chief exec:]
tive will identify an appropriate objective. For example, taking into account th
overall potential of the company and external factors affecting its performance,
he or she might set objectives to improve profitability by 10 percent annually, t
increase the corporate share in the market by 15 percent over five years, or 'il
reduce energy consumed by 5 percent. In preparation for setting these objec-
tives, the CEO may have tapped a variety of sources, including industry studies,
evaluation of corporate operations by an outside consulting organization, anZg
consultations within the organization. "

Each corporate objective must be broken down inte its components, and objec-
tives, goals, and plans developed to the point where attainment of the objectivesy
seems assured. With respect to profitability, for example, two major factors ar=§
the costs of goods sold and the income from sales. Since purchased items usuval
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represent a major portion of the costs of goods sokd, purchasing effectiveness has
a direct bearing on profitability. After reviewing objectives and goals set by upper
management, purchasing managers will develop their own objectives, goals, and
plans, consistent with those of their superiors.

The process of setting objectives and goals and the associated planning, de-
scribed here in simplified form, may in actmal practice require more than one set
of up-and-down communications within the company. Generally speaking, goal
setting flows downward in the organization, and planning flows upward. Plan-
ning and goal setting interact, so that if goals have been set wo low in relation 10
planned performance, they can be revised upward. If they have been set higher
than planning will support, and the planning cannot be improved, the goal can
be adjusted downward. By this kind of iterative process, plans and goals are
brought into realistic alignment. [ Edgar B. Wyceff Ill

CONTROLS IN THE PURCHASING OPERATION

il iT:"l

No management function is performed today without some element of control.
Government mgulauous, corporate structuring, and management philosophy by
their very nature impose some degree of regulation on the function being per-
formed. The procurement function does not escape these resirictions.

The real question to be considered is the degree of control. Overcontrolling
this function imposes on the upper levels of purchasing raanagement a morass of
paperwork, while undercontrolling may result in a very loose and ineffective op-
P cration. Purchasing management has to strike a finc balance between these two
v extremes.

Authorization Limits
] The concept of authorization limits has many advantages to a purchasing activity.
‘ First, the review of limitations is useful for long-term commitments. Also, the
limitations protect a buyer when upper management makes decisions that affect
the purchase without the knowledge of the buyer (for example, design changes).
Finally, authorization limits may be useful in a centralized function with the 1otal
corporate cost information readily available 10 determine total cost impact.

The amount of authorization limit and the management philosophy behind
the concept varies with each company. It is recommended that the purchasing
manager, knowing the responsibility of the buyer, select 2 limit that will coincide
with the buyer's compensation level and will facilitate a buyer’s job to prevent
major future cost penalties. The limits should not be considered restrictive, but
rather informative and bencficial.

e e e
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Policies and Procedures

Policies and procedures are a necessary part of a successful purchasing activity.
Policies are corporate or departmental guidelines that defme the scope and intent
of the purchasing function. Procedures detail the Aow, when, what, and adeo of the
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- E
buying function. Because the purchasing activity inherently affects personal relg.
tionships between parties who are highly visible and open to scrutiny, policies an
procedures must encourage good business ethics. Propriety and integrity are two
essential components of all policies and procedures.

The effectiveness of the policies and procedures depends on the systematied
evolution of communicating concepts. Purchasing personnel need to know what
is intended and expected in performing their buying function and in developing;
internal and external relationships. Procedures propose a policy direction whiclé
in combination with management’s long-term goals reduces reactions to specifi
one-time conditions, Too often policies and procedures are a restraint because of
imposed limitations, unclear purpose, and restrictive rules reacting to exce
tional situations. The safeguards before implementation are careful review an
cautious evaluation.

Policies and procedures should reflect an evolution that works to the benefit o
the purchasing operations by allowing for buyer initiative, systematic Purchasini
growth, and a common understanding for implementation. Policies and proce
dures should be recognized as a constant and necessary function giving continu-
ity, cohesiveness, integrity, and clear guidelines for the benefit of the purchasin
activity and the entire organization. ‘

Centralized versus Decentralized Purchasing ’

With changing economies, exchange rates, materials, and worldwide sourcing,
centralized purchasing function can be advantageous. Some objectives of central-
ized purchasing are to reduce materials and manpower costs, prevent scarc
managerial resources, promote purchasing advantages across divisions, handl’
recurrent shortages {(concentration of purchasing power on demand side), effi
ciently use computer-based management information systems, and maximize
worldwide sourcing capability.

For centralized purchasing to be successfully implemented, certain facto
need serious consideration. First, the most important factor is the need for top-
management support for the concept. Next, extensive consultation with division
is needed to determine the nature and structure of a centralized purchasina
function. Also, the divisions need to participate in this phase for acceptance an
commitment to the concept. Once the centralized concept is to be implemented,
gradual adapeation is essential for most efficient adjustment of personnel, equip
ment, and work factors. The development of buying teams can be useful whcrc-l
appropriate to heip efficiency. Finally, revision of monetary, promotion reward
policies for the centralized function should be recognized and adjusted when the
concept is being implemented.

There is potentizl resistance to centralized purchasing because certain individ-
uals perceive a loss of direct control of the purchasing function in a decentralized
profit-center management philosophy. Also, there is the probability that commu-
nication problems and disruption of purchasing relations with plants will occur.i
People generally resist a major change, and initial confusion may occur when
changing personnel and systems; personnel may feel insecure and threatened.
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However, management can cffectively deal with these concerns by planning
ahead and being very sensitive 10 employee thoughts and feelings. Finally, the
regionalization concept, which is a compromise between decentralization and
centralization, may be more acceptable for achicving a cohesive purchasing activ-
ity.

Centralized purchasing is as good and as effective as the feedback from the de-
centralized activity. It is mandatory that divisions share price, quality, and deliv-
ery concerns with the centralized function. The corporate headquarters need
flexibility for meeting divisional needs and execution of supplier agreements.
Contracts for services, supplies, and components must be continually evahuated
on the basis of informtion received from divisions as well as the corporate plan-
ning level. Significant effective effort, sophisticated computer systems, and com-
munication codes are necessary to do the right job. If implemented, centralized
purchasing can show numerous cost-reduction advantages.

In summary, the centralized purchasing function may be very advantageous
and create significant cost savings. However, the decentralized concept also main-
tains advantages. For example, there are short, direct communicition lines be-
tween users and purchasers. This is especially advantageous where quality, reli-
ability, and durability of highly technical, custom-designed parts is a factor.

Overall, each organization must identify its company’s long- and shortterm
goals, the scope of the purchasing activity in the company, and the major needs
of the department. Once these are identified, they can be evaluated and a deci-
sion can be made on which purchasing concept is most applicable and effective.

O Robert B. Stone

Personnel Selection, Development, and Evaluation

A professional purchasing staff is essential if 2 company is to realize maximum
cffectiveness in a department frequently responsible for committing over half of
the company's expenditures. Organizational objectives, operational guidelines,
and clear, concise job descriptions should be written, communicated, and under-
stood. The possibility of successful personnel selection can be greatly enhanced
when teams of skilled interviewers from personnel and purchasing who are fa-
miliar with the department’s requirements are involved in the entry process. Se-
lected formalized training for entry level through the executive level comhined
with a well-planned work experience program can contribute

toward the development of a well-balanced professional purchasing organiza-
tion.

The following are specific selection and training recommendations for suc-
cessful purchasing functions. First, there must be constant recruiting, with a reg-
ular awareness of any potential purchasing professional. Second, classes for pur-
chasing personnel need to include topics related to all aspects of the product
(engineering, marketing, financial, international, among others). Classes should
also be held on future trends in purchasing. One-year “extra information™ pro-
grams should be provided for every new purchasing person (lectures, reading,
seminars, on-line information, and the like) to help the individual assimilate the
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purchasing culture more quickly. Finally, the assessment center concept could t:g
applied in selection of purchasing professionals; this is a consideration for futu
development in purchasing selection techniques.

1n summary, the selection and training of purchasing professionals is critical
The responsibility of any purchasing professional demands highly competenéj
ethical, and conscientious individuals. ‘

Professional Development and Training

The purchasing function is constantly changing and dealing with both intern
and external sources. Therefore, the purchasing professional must be aware of
current concepts and future trends which could provide the most efficiency an
effecriveness for the job function and the organization. Professional devclopmenc'
should be a high priority to maximize personnel and organizational resources!
The following are recommendations to make the purchasing discipline more
functional and competitive with other disciplines in the organization:

o Regular promotion of professionals,and constant search for potential job
candidates by competent purchasing individuals.

o Sharing of successful purchasing concepts and opportunities across staffl
and divisional purchasing, as well as with other companies in the commu
nity, state, and worldwide.

o Participation in professional purchasing organizations and their activities.

= Attendance at purchasing training programs as well as classes that coulc'
help the discipline/organization in the future.

o Institution of formal performance appraisal systems for purchasing individ-
uals as well as suppliers.

o Recognition for activities purchasing individuals perform internally and ex
ternally to help the organization and the purchasing discipline.

a Active contribution to education for better preparation of future purchasing,
professionals (papers, lectures, visits, and the like). l

Training Programs

The primary objective of any buyer-training program is to provide the buyer'
with the tools, techniques, and knowledge that will allow him or her to manage a
business relationship effectively. The term “professional” applies because a great
deal of the material can be taught within an academic environment.

More and more colleges and universities are offering relevant formal courses
in both degree and certification programs, Further, professional programs (sem-
inars, workshops) are offered by organizations such as the American Manage-
ment Associations, the National Association of Purchasing Management, and
local purchasing associations.

Only large companies can afford to develop and conduct their own training
programs. The majority of firms in the United States, however, are small and in
need of outside professional training.

A partial listing of training subjects would include negotiations, cost and price
analysis, value analysis, contracts, industrial economics, and business ethics.
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Through these subjects, and others, buyers in their new role as manager of a
business relationship gain the capability of evaluating all factors that can affect
the buying-selling decision. This type of training supports a fairly new concept—
that the buyer and the salesperson are not in direct conflict, each attempting 10
outdo the other. The buyer accepts a role of manager and attempts to develop a
relationship utilizing the strengths and minimizing the weaknesses of both the
buyer and the seller in a total business relationship.

The industrial purchasing person of today should play a basic part in the com-
pany’s operations. Such persons can, through their skills and knowledge, contrib-
ute in 2 major way to the success of the company.

Qualifed individuals in purchasing or materials management now have an
opportunity to move to a new level of professionalism as centified purchasing
managers {C.P.M.s). The certification program of the National Association of
Purchasing Management (NAPM) establishes standards of competence and pro-
ficiency in purchasing and materials management, and provides for certification
of those who meet the standards.

The NAPM standards represent minimum levels of formal education, experi-

" ence, and professional contributions required for certification for a five-year pe-
riod, after which recertification is required. The standards thus serve as a goal
that can be reached through study, training, and passing the required examina-
tions. The significance of the C_P.M. designation, however, goes far beyond the
established minimums. Atainment of C.P.M.:

o Is evidence to employers that a person has spent time and effort in prepar-
ing to render a professional standard of com

o Highlights a willingness and ability to stay abreast of developmcms in pur-
chasing and materials management.

o Indicates to management that really effective purchasing and materiaks
management personne! can relate their activities to organizmtional goals.
This implies awareness of the interrelationships of the functional areas of the
company or corporation and the major strategic problems it faces, such as
competition.

Participation in the NAPM certification program is preparation for a broader
role in management. Certification should not be viewed as a purely specialized
achievement that would tend to limit one’s sphere of knowledge and expertise.
The certification program is a cooperative effort to advance the stats of pur-
chasing in the business community. Examninations are given twice each year and
administered in all 50 states.

Certification is open to all engaged in purchasing or materials management,
NAPM members and nonmembers alike. The only prerequisite for eligibility is a
minimum of five years of experience in purchasing or materials management or
a degree from a recognized four-year college plus three years of related experi-
ence. In addition, applicants for certification are evaluated on the basis of results
of four examinations, experience, and contributions to the purchasing pro-
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fession. They earn points for specific accomplishments in each of these categog
ries, and must accumulate a minimum total of 70 points to qualify for certiﬁc:%
tion, 35 of which must be earned by passing the four examinations.

Evaluation of Staff Performance ﬁ

Tt is imperative that purchasing managers develop fair and candid evaluatio
programs for determining the performance of their buying staff. Periodic evalu-
ation, which gives the manager a knowledge of the buying staff, will also result i
more effective motivation. However, if evaluation is treated as simply a routin%
chore, impact on the motivation and morale of the employees can be disastrous?

Frequency of evaluations may vary from one company to another. Many com-
panies believe once a year is sufficient, but employees develop a much better un
derstanding and attitude with semiannual reviews. ;

Several major areas can be evaluated. Some of the most important are the qual-
ity and quantity of work; the buyers’ knowledge of the items assigned to them;
success with cost savings objectives, such as value analysis and negotiations; dei
pendability and willingness to cooperate; ethical conduct; leadership abilities
and the success in meeting quantified goals and objectives with established com-
pletion dates. 5

It is most important that employees know at all tirmes how they stand with thei
supervisors. Without fair, honest, and candid appraisals this understanding
cannot be achieved. Although buyer evaluations are often considered necessary
evils, they are a vital part of a manager's responsibility and must be taken ver
seriously. Purchasing managers should consider how they would like to be evalu
ated by their own supervisors and treat their own people in like manner.
3 Charles L. Blue, Floyd D. Hedrick, William G. Enloe, Jr., and Robert B. Sttm‘

Financial Control

Good financial control is essential to any business operation, and purchasin
people need a good, basic understanding of costs and their components. A buyea
is in a good position to identify materials price trends if he or she has developed
good sources of supply and can rely on their forecasts. If this information is in-
corporated into the standard materials costs projected for a budgeting period, i]
becomes possible to measure this aspect of purchasing effectiveness by compar
ing budgeted costs with actual costs. Often these comparisons will highlight areas
that should be considered for cost reduction—for example, design changes, ma
terials substitutions, and the development of new sources. In times of generally|
escalating costs this kind of collaboration can be especially important. Purchasing
can make a major contribution to profits by holding the cost line. In addition,
collaboration with finance often makes a reduction in administrative expenses
possible by eliminating duplicated work, records, and information processing.
Budgets are the guide for the purchasing function. To maximize budgeting
effectiveness, it is necessary to identify the staff function and build on it. The fol-j
lowing are basic steps in developing the budgeting strategy: (1) Know the objec-§
tives of the purchasing activity, (2) define the organizational structure needed to
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ﬁ meet the objectives, (3) determine personnel positions, and (4) identify budget
i categories to accomplish the goals of personnel positions (facilities, equipment,

- supplies, professional development, recruiting, travel, periodicals, and so on).
(= ; A budget is also a reporting mechanism of monthly performance against an-
a nual expenditures. The critical point, upon implementation, is determining con-

trols for expenditures and who will monitor the controls. Once this is deter-

. mined, the budget will be useful only if management encourages use of the

gﬁ controls as a guide. Regular review of budget procedures maintains an effective
' budget. [1 Leomard A. Larson and Rebert B. Stone

Analysis and planning are management tools that keep a company competitive
and sensitive to changing needs of its customers. To make meaningful contribu-
tions to the specific goals and objectives of the company it serves, purchasing
must be proficient in its use of these tools. The function of planning is to defiber-
- ately seck ways of advancing the effectiveness of purchasing; and planning itself
ﬁ must, of course, be based on careful analysis.

The experience of most large companies indicates that an organization group
reporting to the director of purchasing is needed o ensure that planning is ac-
. complished. This group functions as the general staff does in the military for
; planning operations. Men or women in this activity should be seasoned and expe-
i rienced purchasing people who have developed convictions concerning methods
| of realizing more effective performance.

i Whether or not a company can justify a fulldtime purchasing analyst or plan-
i ning group, the principies are the same. Managers in any function who “fail to
I
l
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plan—plan to fail.” Time must be budgeted for this purpose, particularly for a

function such as purchasing in which an average of 50 percent of the revenue
dollar is probably being expended.

The focus of the purchasing analysis and planning effort should be on the

; management decisions needed to improve performance. Such issues as purchas-

i ing policy, organization, procedures, controls, interaction with other functions,

more advanced techniques of decision making, staff support in essential materi-

; als decisions, training, and personnel planning should be thoroughly studied.

! From this effort, specific plans of benefit to the particular company should
; evolve.

The Planning Process

I The planning process is developed by the manager, who delegates specific anal-
ysis and planning tasks to the staff. The manager sces that the staff knows and
understands the objectives and needs of the enterprise. Purchasing plans are

l then prepared which sipport corporate objectives and programs. Planning is
iterative—a back and forth series of thrusts toward acceptance. Purchasing
should provide short-term and long-term forecasts of unit prices and availability
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of principal purchased items. The forecast prices become elements of product
line business plans, which in turn go into business unit consolidations. Fina/
there is gathered a proposed corporate plan for general management review §';
approval. Usually the final corporate plan, somewhat modified from the
posal, is released with some stated priorities and with allocation of rescurces. Thi
corporate direction enables purchasing people to complete or modify procy §
ment programs for specific items, as well as to plan departmental operationg;

Even at this stage, plans are not static nor are all business vnits in an organiza
tion at the same stage of development. The purchasing manager must keep,in
formed on current and forecast sales, inventories, product mix, and opera §
rates. Changes in capital or maintenance programs, along with probable acqlii
tions and/or divestitures should also be known. With this knowledge as well as
good sense of the outside supply environment, purchasing plans can be adjugg
to suit current conditions.

Involvement of department members is important and helpful in developin
and reviewing policies, plans, and procedures for purchasing. Similarly, busines -
unit people should be enlisted to participate in developing supply plans. Sugji
ers, too, should be asked for their thoughts on supply program improvemefis

Sharing of completed plans for purchasing department operations with mar
agers of other functional groups as well as with business unit managers and ‘

porate management is recommended. In this way they are provided informa
on objectives and programmed activities, and concurrence, albeit tacit at time®:
obtained for the steps to be taken in the planning period.

One of the prime responsibilities of purchasing is to fulfill general man
ment’s urgent need for advance information concerning both short-termg
long-term aspects of the cost of purchased materials, availability, market trend:
new processes or materials, and the like. Effective planning must be precedc‘il:
selective analysis of worthwhile opportunities. Some of the major sources o
required information should therefore be reviewed.

Sources of Information - l

Many progressive companies commit their forward plans to writing one, fiv
even ten years ahead of anticipated events. These plans and the resultant capit
and expense budgets should be made available for careful study and analys
purchasing operations. Under ideal circumstances, purchasing should contrifi
te the formulation of these planning documents, particularly in view of the eve
rising percentage of the revenue dollar that leaves the average manufactugr.
company by way of the purchasing function. 'K
Purchasing must stay abreast of the forward plans of principal suppliers offh.
terials, supplies, and equipment essential to the continued profitability of t}
company. This information is readily attainable through effective commu{
tion with the suppliers’ general management, sales personnel, marketing anjj
and research groups, as well as government, trade journals, and local proie
sional purchasing associations. It must not only be sought; it must be careful
analyzed and thoughtfully interpreted in terms of the company’s special n#
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Thus, purchasing can be a valuable source of commercial intelligence to the per-
sonnel of 2 company by furnishing information on what the firm’s competitors
are doing in terms of ncw materials and manufacturing processes.

Another source of information is a carefully recorded history of the past pur-
chases of a company. However, analysis of the past is only important if coupled
with a realistic viewpoint of the future.

Intelligent use of all three major source areas by purchasing is needed. Just as
in any other management activity, meaningful data must be analyzed, worthwhile
opportunities selected and planned out, and plans committed to writing so that
they can be carefully evaluated by knowledgeable people from many functions.
Purchasing should be required to operate in this manner.

Systems should be developed for comprehensive quarterly or annual reports
of money spent for purchased materials and services, by category, location, and
supplier. Similar information on estimated future needs of key itemns should also
be developed. For cost analyses, data are needed on department operations from
period to period, monthly expenses for personnel, benefits, rent, welephones,
travel, memberships, supplies, and postage. Information on number of transac-
tions, savings, personnel numbers, and the like is used for analysis of buying unit
operations. :

Buying Responsibilities
Specific areas that must be analyzed and planned if a company’s purchasing func-
tion is to be effective will be obvious from the questions that follow:

Flow of purchasing expenditures. How is your company’s moacy being spent now?

Corporate interest materials. What reasoning should be advanced on the methods
of selecting materials of corporate interest? In a particular business, which spe-
cific materiais should have the strongest corporate focus? Which materials are
better purchased at the local level? Is sufficient atiention being paid 10 these es-
sential items by general management?

Fature needs. What are these needs? What systems are needed 1o enable man-
agement to make imaginative decisions regarding future material requirements
sufficiently far in advance?

Markets. Is purchasing alert and sensitive to markets in which it buys, so that it
can make better decisions than its competitors? Will essential items be available in
the right quality, quantity, and place—and at the right price—one, threc, or five
years from now? Is the technology changing? Will new materials or equipment
lessen or heighten the company’s competitive thrust? What is happening to the
suppliers’ markets for raw materials? Shouid the company shift its policy 10 make
rather than to buy? When is the best time to buy? Purchasing should acquire suf-
ficient knowledge in this area 0 aocurately predict the future direction of key
markets.

Value decisions. How can purchasing make more cffective value dedsions be-
yond the arrangements of supply at a certain price? General management can
help in at least two ways. First, it can encourage the participation of purchasing as
a team member in planning the development of new products; and second, it can
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insist that purchasing make judicicus use of the various analytical techniques at
its disposal, that is, value analysis, purchase analysis, price analysis, and cé?
analysis. ¥

Source development. Does management consider purchasing as a link betweer
the company’s needs and an endless variety of outside resources? Purchasi~g
should be expected to ferret out suppliers who are leaders in new ideas, new p: #
cesses, new materiails, and overall management. i

Negotiation. 1s negotiation preceded by considerable analysis and planning:
(This subject is covered in detail in the subsection titled “Techniques and Prog
dures in Purchasing.”) :

Supplier selection. Is purchasing choosing suppliers on a rational basis for long:
term needs of the company? These capabilities must be accurately assessed, fol-
lowing the critical analysis of supplier strengths and weaknesses: financial, mas #
gerial, innovative, technical, process, logistic, and geographic factors as thug
apply to the company’s precise short-range and long-range needs.

Planning Specific Purchases ?

Important continuing purchases deserve periodic written procurement plans
Such plans, prepared in a series of steps, collect past usage and prices paid,
qualified suppliers, show expected future needs, spell out objectives for value
provement, show how inquiries will be made, outline negotiating strategies, an:
in an epilogue evaluate supplier performance.

Plans can be developed for individual raw materials, fuels, components, cla
of packaging, maintenance services, project material requirements, and sup
for maintenance, repair, and operating. This periodic planning technique fo
cuses the purchasing manager’s analysis on a specific requirement. Special
ments of such plans might be value analysis, cost analysis, standardization, del
ery lead times, make versus buy, lease versus buy, quality control, inboun:
transportation, and terms of payment. Procurement plans are also used for g
nificant nonrecurring needs such as machinery, major repair programs, and 4’
struction of new facilities. Plans are usually reviewed and approved by purc
ing and financial management.

This type of planning can be implemented by having each purchasing man
prepare an annual written plan for the most important items purchased. 1
preparation that is scheduled over the year will spread workloads and will ass!
thorough attention where value and other factors are important, -

Normally there is not enough time to study each need carefully every tinfl
occurs. Concentrating on time period requirements of a significant item or
of items permits the purchasing manager to review plans of previous periods, ar
alyze alternatives carefully, counsel with management, and construct a favo
supply program. This style of buying operation places attention where it cozg

Nonbuying Responsibilities

Purchasing generally requires staff people specifically assigned to nonbuyin
sponsibilities; otherwise, these planning activities of a general but essential na
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are done poorly or not at all. Individuals carefully selected, highly trained, and

motivated toward excellence are, of course, the key to the ukimate success of a

company's purchasing operations. To achieve this success requires careful anal-

ysis and planning effort within certain broad areas which, again, will be obvious
from the questions that follow:

Policy decisions. What gencral objectives should ‘purchasing have for the com-
pany? What specific policy decisions wiil help corporate buyers and purchasing
personnel in decentralized operations make better decisions in the future?

Procedures. What procedural changes are needed to simplify the flow of paper-
work?

Conirols. What controls are needed to satisfy internal auditing needs and assure
top management that neceded, decentralized decisions are being properly made?

Organization. What plan should be made to design the organization to ensure
that the general objectives of purchasing are realized and that emphasis with re-

gard to company needs is correct?

Personnel resources. What specialist skills arc needed?

Training. What training will be effective in developing the specific skills
needed?

Decision making. What techniques and specific staff support will lead 10 more
competitive decisions on essential materials?

Intevaction with other funciions. What plans can be made o effect beuter inter-
action with other groups in decision making, especially in the materials design
stage?

Measures of performance. What measures of performance can be devised to pro-
vide top management with purposcful insights to purchasing results?

Management should expect its purchasing function to identify problems that
limit optimum purchasing performance and to create plans and programs that
will convert weaknesses into strengths. Effective management of purchasing de-
serves the same careful attention as is normally given 1o other functions that are
directed toward profit. Purchasing should be seen as an activity that can be used
by planning ta develop business decision makers—an ideal training ground for
general management. Virtually every decision made by purchasing is a dollar de-

cision, and these dollars should be wisely invested to increase the capital available
for profit-sceking opportunities.

Results of Planning

The principal measure of effectiveness in planning is the general competitive
edge of purchasing performance. Realistic measures may be reduction in the unit
costs of essential purchased materials, standard costs lower than projected for
new products, or lowered costs of products from an acquired facility. More im-
portant may be the confidence of top management and, as a result, the participa-
tion of purchasing in top-management decisions.

Among the outputs of planning may be the following: definable policy and
general objective statements from the director of purchasing: carefully thought-
out controls in a variety of forms; analyses of the flow of purchasing expendi-
tures, with recommendations for management action; the projection of future
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needs for essential materials; staff support in essential materials decisions; g
and market studies of essential materials; suggestions for improved organiza
and definition of training objectives and advancement of specific programs!

Materials Management g
age

Materials management is a concept which seeks to centralize under one manag
the various functions of a business concerned with the Aow of materials from ge¢
termination of requirements to delivery at the production line. Some of t&
functions are planning, scheduling, purchasing, receiving. stores, warchou
inventory control, production control, traffic, and distribvtion, among other
This idea creates a new layer of administrative effort in the corporate struc
Considerable difficulty has been experienced by many companies in ﬁni
people who have adequate knowledge of all the subfunctions being centralt
and who are capable of managing them effectively. Managers have been chose:
from such areas as purchasing, production, and traffic as well as others in
materials How cycle. :
The advantage sought by this centralization is better coordination of the vari
ous functions involved in the total materials flow process. In most cases, howel
|

the centralization has not changed any of the individual operations of the depiit
ments involved or their interrelationships. It has merely removed them one
further away from top management. This, as well as the tendency for each of th.
department managers to compete and strive for the materials manager posit'
tends to set into motion political power plays capable of disrupting an entire
ganizauon. '
For details on the materials management concept, see Section 4 of this Hag

book, on manufacturing.

O Charles L. Blue, Albert J. D’Arcy, Leonard A. Larson, and Donald L. Murg

TECHNIQUES AND PROCEDURES IN PURCHASING '

termined from an established course of action and communicated by defined
icies. Such policies must provide the method of action selected from among al
natives and in light of given conditions to guide and determine present anc
future actions. 3

The development and establishment of purchasing policies is the responsibg
of the assigned executive. His or her role includes responsibility for review, revi
sion, maintenance, and distribution so that policies may be kept current and o
patible with the company’s operations for meaningful procurement 1.%
formance.

Implementation of these policies should be carried out in the specific manne
set forth in applicable procedure or instructions developed to direct procl-

The manner in which technical details of procurement are handled must be‘

ment activity. This leaves room for sound individual judgment and direction g
encourages reference to supervision of any questions of interpretation, clari
tion, or applicability to an individual case.

‘
i
g
, U

g



y

e

- b e R

- mE

Techniques and Procedures in Purchasing 5-45

Value Analysis

Value analysis, a proven cost-reduction technique, is one of the ools 2 competent
buyer uses. Value analysis can be as simple as a “study of value” to achieve lower
costs. But it is not solely cost reduction. In the strictest sense, it is an organized
approach to study value and cost relationships (sometimes termed value engi-
neering) with an objective to improve performance. Value analysis provides the
same or better quality but at reduced cost.

In simplified terms, the first step of value analysis is to identify the basic func-
tion of the item under scrutiny, preferably with just two words. For example, a
pencl “makes marks.” Step two involves a speculative or brainstorm approach.
All ideas that would do the same “makés marks” function would be listed. Step
three is analyzing those aliernatives, or as some would say, “blast and refine” the
suggestions analyzing associated costs. Step four is dedding on an akernative way
to provide the function but at lower cost. Finally, step five is implementation of
the new design, method, manufacturing process, packaging or shipment
method. The transition from the decision, step four, to implementation, siep
five, usually is most difficult in practice. Many companies have shown a cost re-
duction of 25 to 35 percent and more resulting from a formal value anal-
ysis/value engineering team approach.

Key elements of a successful approach to value analysis are: wide scope of in-
formation collected, costs well identified, functions defined and evaluated effec-
tively. These elements must be augmented with top management’s full support.
In larger organizations, a separate value analysis section may exist, but usually
only one person is responsible for the program. Teams consisting of personnel
from such departments as product engineering, purchasing, production, and
manufacturing engincering undertake the study. The coordinator’s role is to
screen new projects, assign them, see that teams meet, and report resuhs to man-
agement.

In the course of value analysis many charts are developed, and component dis-
plays and supplier participation are encouraged. A creative variety of visual pres-
entations can help promote effective value/engineering analysis.

Whereas cost reduction in most companies is 2 part-titne activity of many indi-
viduals, value analysis is an intense approach by specific people using value anal-
ysis techniques, thus bringing new and collaborative information into the ded-
sion process. Value analysis evolved from simple value/cost studies into a distinct,
disciplined team approach. Various functions work cooperatively to eliminate
unnecessary costs, resuliing in cost reductions that need not lessen quality—ac-
tually it is often improved. The study of cost, price, and value and the relation-

ship between them may bring about insights leading to desired change. Swdies of
these relationships are the essence of value analysis.

Make or Buy?

The choice to make or buy rests with top management, since manufacturing in-
volves use of the plant’s capital equipment and its manpower availability. The
purchasing department must be able to evaluate the factors in a make-or-buy
decision and furnish such information 1o management.
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The quantities of materials and parts required and their time needs are esseg
tial factors in proper make-or-buy studies. Buying may become necessary at tim
due to a lack of production capacity. On the other hand, capacity may be available
to fabricate parts previously purchased. The economics of this decision must b
carefully weighed to overcome either piant or purchasing pressures. ?

Each component used in a product can be either purchased or fabricated. A
though most companies prefer to manufacture their own components, many fac-
tors make this uneconomical or impractical. The decision to manufacture a conf
ponent or to purchase it is based on the costs involved and the availability g
productive capacity and acceptable suppliers. _

Components should be purchased (1) when the component requires an exte

1

sive investment in new plant or equipment, which is contrary to corporate fina
cial objectives; (2) when current facilities can be more economically applied
other corporate use (for example, although the company can machine nuts and
bolts, the machine tools that would do these jobs are producing more intricat
income-producing components and parts—a return on investment factor is i
volved here); (3) if manpower is not available to manufacture the component; (’
if extended production levels exceed current capacities; or (5) if a supplier con-
trols the supply of special components as a result of his skills or rights.

Conversely, a company should manufacture its own components when it ca
produce them more economically and with better quality than it can purchase
them. Special care must be exercised to ensure that all costs are considered. T
company should also manufacture when its manpower and facilities are availal?l’
to produce the components economically, when the labor agreement prohibi
farming out certain work, or when there are no suppliers who can or will pro-
duce the components. The last consideration is often the case with specializ
parts whose suppliers find it uneconomical to produce the component in t;'
quantities required or to the specifications needed by the customer.

The decision to make or buy must be based on the judgments of all concerne
functions. Although the ultimate recommendation is made by production engi
neering, it can only be valid if purchasing, industrial engineering, quality contro
and others concur. For this reason, a commitiece of these people frequently
weighs the alternatives and makes the recommendation.

The make-or-buy program must be evaluated constantly for both current an
new components. Internal {make) or external (buy) factors change, and change
can mean that a reviston of prior economics is in order.

Competitive Bidding l
Recognizing a wholesome and active bid policy not only is fundamental to cost
reduction and control, but also provides discipline and stimulus to the mark
and serves to attract new supplier capability. Purchasing policy should establis|
the necessity to competitively bid every requirement to be purchased. Any excep-
tions in actual practice, under analysis, must meet one or more of the followin
conditions: :

= Single-source item (accordmg to the specification drawing) when it is ng
considered practical, desirable, or poss:ble to establish a new source at the time.

s Schedule does not permit sufficient time for quotations.
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s Quantity involved is so small that possible savings through bidding would be
offset by expense of bidding, moving tooling, qualification testing, or starting
costs.

» Published price lists are available or standard prices are quoted; they are the
same throughout the market for the item or material 1o be purchased.

= Tooling is in existence and in use on other orders, schedule considerations
make its movement impossible, and cost considerations make its duplication un-
economical.

» Very recent bids have aiready established 2 logical course of action.

» The commodity to be bought is subject to a definitive policy or pattern of
purchase designed to ensure maximum price advantage without competitive
bids.

s The purchase is spare components of supplier proprictary items where pro-
duction procurement has already established the source of supply.

» Purchase order is placed under terms of a central procurement, corporate-
wide, or ncgotiated contract that was competitively bid by the written quotations
on which the contract was based. .

Any exceptions should be subjected, where appropriate, toaoompet'mveum
pling of the market sufficiently often to-assure that the maximum price advan-
tage has been obtained. [ William H. Hedemsan, Roburt R. Panl,

Victor H. Posler, and Lesnard A. Larsen

Negotiation

Negotiation is the art of bargaining with suppliers to obtain the most value possi-

E ble for the price. In arriving at the “most value™ one recognizes that values are

‘ refative and must be weighed against each other. Quality, service, performance,

business relations, reputation, ethics, costs, profits—these are some of the values

of consideration. Negotiation is the buyer’s prime means not only to arrive at the

lowest competitive cost but also to protect the financial interests of the company.
Objectives in Negotiation

Beforemrymamngﬁxlnegonauonobjecnmshouldbemﬂuhedmd
priorities established for their accomplishment. It is essential to determine what is
lmponam in a given environment, such as performance guarantcs, quality,
price, delivery, technical service, cash flow, liabilities, and warrantics. The most
important objecuvestothc buyer are counter to those of the scller. They should
be realistic and in kecpmg with the supplier’s ability to perform.

Equally important is establishing objectives for what not to give up during the
bargaining process. They should bcmkchmgmmthehmmmndmuof
the day—the buyer should know whether it is 2 buyer’s or seller’s market for
cach objective.

When to Negotiate

-
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Negotiation is used when the potential values to be obtained warrant the time
and effort of negotiation. Price is only the most obvious of negotiable values.
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Often more important are considerations such as warranties, time, performance
technical service, warehousing, quality, insurance, time payments, mnovatfa

ideas, and assurance of supply.
Negotiation is normally not warranted for routine purchases of commodlty
type items on which competition limits costs and profits to a logical level. Negor!
tion is usually desirable when the specifications are not clear, when the us
terms and conditions of a purchase/sales order do not properly cover the si
tion, when the purchase is of high value, or when the item or qualities are outsid:
the usual competitive supply range. IR |

Conduct of Negotiations h
Negotiations of low value potential or of little scope can be handled off-l

cuff. Negotiations of significant scope should be thoroughly planned and the
gotiation conducted accordingly, deviating only when the person in charge i
cates the deviation. If confusion develops, it is best to ask for a recess for caucus

The buyer should try to control the negotiation unless the tactic is to let i
supplier lead. Following are several guldeimes for buyers:

Attempt to keep discussion on the issues important to the buyer. Hold tot
plan, bringing issues to the table in their planned sequence. Convert suppli
issues to versions of the buyer’s issues, watch supplier for reactions, and keep,i
cussion under emotional control—change subject or call recess if necessary.
sure issues are clearly defined and understood. While there are disagreements o
strong objections let the discussion run. Don’t beat a dead horse—make y
point and then go on. If stymied on an issue, leave it, go on to a new issue,
come back later. Sparingly give in on the minor issues in order to gain on a mi
issue. When there is agreement, write it down and read it out loud—have th
supplier initial the agreement. On the issues of disagreement, be sure to de
the disagreement—it may be beneficial to write this down also.

Negotiation or bargaining techniques and tactics are numerous. Profession:
negotiators are well versed in the art and usuvally know what the other is doinggs:
that “gamesmanship” is usually fruitless. However, there comes a time to a
discussion, to postpone it to later, to decide to agree or not to agree. By all me.
be sure that both sides are positive about what was in agreement as well as th
points of disagreement. Agreement principles should be put in writing and [l
tialed by both parties—at least by the writer. l

What is ethical or not ethical lends itself to personal interpretation, but
generally accepted that in a negotiation the parties are expected 1o be truthf;
what they say. However, negotiators are not expected to tell all they know, E

Ethics of Negotiation u*

ticularly if the information is detrimental to their position. Purchasing perso
occupy a position of trust in the company and are expected to perform in acc
ance with the company’s ethical guidelines. The ethical code as adopted by th
National Association of Purchasing Management is 2 good example of a pro&
code of ethics.
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f A simple negotiation in a commodity itern market may ke litle preparation.
For example, a negotiation on mimeograph paper for a quantity discount, heav-
: ier weight, or better finish does not warrant a thorough study of the market, pro-
' duction costs, cash flows, engineering studies, and the like—but a $10 million
purchase of electrical equipment would. The amount of preparation for a nego-
tiation depends upon the knowledge of the negotiators, the complexity of the ne-
gotiation, and the scope of the item to be bought.

In a competitive market the buyer must know the product, the markets, the
suppliers, the advantages and disadvantages of competitive products, the tech-
nology, whether the markets are strong or soft, what usual terms are, what sup-
pliers are giving on terms, how business is, what backlogs there are, how badly
suppliers nced this business, whether there is management pressure, whether any
are in a financial bind, and so on, and on. For a negotiation of a significant pur-
chase, the buyer must do his or her homework—it is impossible to know too
much.

For complex negotiations, strategy and tactics should be developed and should
be fully understood by all participants.-A schedule of planned progress is advis-
able, and each participant should know what he or she can or cannot say. The
person in charge of the negotiations should have signals agreed upon to commu-
mcatcchanguimhcplan Potential positions to be taken by a supplier should be
reviewed, and in very serious negotiations, role playing may be advantageous. It
i mofuunosumpomnmﬂtataﬂteam mcmbentnowdscspeuﬁcob;ccumofﬂt
negotiation, but it is equally important 1o know what the fallback positions are
; and to know those key positions beyond which there is to be no compromise. The
tactics of compromising on preplanned points of issue should be reviewed.

Source Development and Selection

Any company requiring materials as a part of its business needs has a very keen
g interest in suppliers. This is true whether the need is for new materials, partially
: processed components, completed components, a total product, or machines.
The skill by which those suppliers are selected and developed will do much o
determine the degree of success of the user company. The availability of suppli-
ii : ers for any particular need may vary from surplus to scarcity. There is no reason

i to believe that a surplus supplier condition means any less attention to the selec-
tion progess than a shortage of suppliers. Each condition brings different prob-
lems and opportunities to the professional buyer.

i General Objectives of Source Selection

; There is universal consensus that most of the responsibilities of purchasing can
be summed up within the supply, price, and service categories. To these might be
added supplier relations to be certain that purchasing has control over the buyer-
seller relationship in an area where several other functions also have ongoing

i supplier contact. Thus the objectives of purchasing are to (1) maintain a contin-
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uous flow of material needs in quantities and at times specified by the requﬁ
ments of the company (2) at a price competitive with the industry (3) and oP%
specified quality. The first two objectives are the direct responsibility of purchas.
ing with support from other functions. Purchasing receives direction from ot}
functions regarding quality but its role in supplier selection s the start of the cgd-
tinual quality assurance surveillance process that includes consistent supplier
monitoring. : ;

It is a prime responsibility of a purchasing manager to obtain the lowest pogz-
ble price, and of a salesman to obtain the price established by his or her compall§.
It is the responsibility of both to know the laws that affect pricing and to conduct
their negotiations accordingly. Buyers should keep within their ethical posi‘tg«

Yy

when discussing competitive prices. A buyer is not obligated to quote any cog-

petitive price to a supplier, and of course a supplier is not obligated to meet

competitive situation or a buyer’s demands. Each has a right to buy or sell or not

to do so. That is the way it is and should be understood by both parties. R
O Raiph C. Phi

Supplier Evaluation and Selection Criteria

A formal supplier rating program serves the purpose of contributing a ﬁ.;
hand working knowledge and history to the pool of information necessary
supplier evaluation. Such a program should be carried out on a periedic basis,
encompass all prospective suppliers, and utilize computer-generated informa\!
where possible.

In order to assure and affirm the capability of major suppliers to fulfill all the
requirements associated with the purchases of significant value and complexityit
is desirable to conduct a pre-award survey. Where possible, such surveys sho‘
be conducted with representatives of the following organizations:

Auditing. To assure that the supplier’s policies, systems, methods, and philoso-
phies for the accumulation, recording, and control of costs are in keeping
the purchasing requirements. 1

Quality control. To assure that quality control policies, instructions, practices, 3T-
ganization, and performance are in accordance with industry-approved stan-
dards and criteria.

Engineering. To evaluate design experience, problem-solving versatility, orj
nization, control, capability, and value engineering activity as they apply 1o the
equipment, parts, and systems to be designed and produced.

Manufacturing. To evaluate the manpower and management capabilities al
the facilitics and capacity thereof to produce the level of precision required in
necessary quantities and within the proper time span.

Production control andlor scheduling. To review the suppliers’ scheduling
production control methods; determine that they are realistically suitable to
controf and accomplishment of the proposed program; determine that they are
within the required time span; and consider other, parallel programs. )

Finance. To assure the suppliers’ financial ability to assimilate the propoi
program in light of their other commitments.

Purchasing. To assure that all significant areas of the proposed procurement

N
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have been properly investigated; to review the suppliers’ purchasing and subcon-
uamngpolmsandplmformpubduy,andmmgmemlmamgc-
ment capability, attitude, and interest.

Supplier selection criteria are outlined in the following

s Do business with mppherswhoamquahﬁuiandapablcofpcrformmgthc
work to be done at the proper fevels of quahty, in the desired quannty. in keeping
with the functional requirements, and at prices properly representing the value
received.

« Base the selection of suppliers upon consideration of the maximum avail-
able pertinent information and knowledge. Develop and maintain a listing of
consideration elements or evaluation factors, or both, that may be readily
referenced as a basis to formulate the particular selection.

. Sclectmpphenformprmmsofeqmpmtbymmmuamonmper-
mit maximum contribution to the decision by all knowiedgeable, interested, and
affected organizations and individuals.

» Select sources from among suppliers of proven performance, promising
new suppliers who have been well investigated beforchand, and previously aver-
age suppliers who are eager to atone for past failures and can show active evi-
dence of ability to do so.

-hmntaelecuontodmnsupphenmthwhomthehmmyhephmd
with reasonable confidence, and who pass your criteria for acceptability.

= Wherever reasonable to do so, limit selection to four bidders in order to
kecp down the attendant clerical, recording, and follow-up costs. It is recognized
that the number of bidders must depend upon the individual case, but in any
case, the number and type of bidders selected must assure adequate and valid

competition.

= Where there is a particularly auractive t for a broadly competi-
tive item, expand the list of bidders for the sake of faimess and maintaining mar-
ket interest to induce the most favorable price and other conditions of purchase.

» Select bidders in an open-minded and unbiased manner.

=« Where there are a number of eligible suppliers for a given commodity, at
least partially rotate selection of bidders for cach new requirement.

» Take particular care to select suppliers with capabilities known to be suitable
to thcapplicaﬁon bcingbidmmmtlmlruuiﬁngqnmﬁonsorpmponhwill
be representative and comparable; assure adequate and vigorous eompcdlinn.

» Permit the incumbent and any former supplicrs to bid on follow-on require-
ments, similar items, replacement items, or items with similar applications.

The use of sound and impartial judgment, adherence to ethical principles, and
close control over the handling and documentation of bids are essential w the
company’s character and procurement reputation in the industry.

O Rebert R. Panl

Tools for Sound Source Selection

Buyers should be equipped with certain informational wols that, if properly
understood and used, will greatly assist themn in selecting their sources wisely.
These tools include but are not necessarily limited to (1) a general knowledge of
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the commodity or commodities to be purchased; (2) possession of at least som
general specification information; (3) a comprehensive knowledge of the end-u:
application of the product or service to be procured; (4) possession of historic
records of previous purchases from suppliers; and (5) a knowledge of and fami
iarlity with the marketplace in which the buyer must deal.

Knowledge of commodity. Professional buyers rarely reach the point whe
they have uncovered all the knowledge they can use about the commodities i
materials under their control. What materials are used in the manufacture of ¢
product purchased? Which are of major importance or of minor importance
Are these freely available in the marketplace or not? What lead times will yos
supplier face? Can the product be stored? Is it perishable? Is there a futures mJ
ket? Is the product easily transporied? What other industries compete for th
supply of these commodities? Are the raw materials needed for the item a
product or the primary commodity? Is it sourced domestically or abroad?]
what process is it manufactured? Is the equipment specialized or standard? 1
labor-intensified or does it lend itself to high automation? What key commoditie
are used in the manufacturing process but are not a part of the end produ
What energy demands are created in the manufacturing process?

Specification data. Formal, well-written specifications for material require
ments, clearly detailing all aspects of the materials purchased and used by all §
terested functions, are the sign of a professional, well-managed company. In t
hands of the professional buyer, specifications are a most important tool. TJ
provide clear communication from buyer to seller regarding the buyer’s need
They allow for the use of a common language. They become a part of the p
chase contract. They are a prime determinant of the value received when dc]
ery is made. In addition to the technical details of the normal specification, d
should also be included that covers any identification requirements, packagin;
conditions of transportation or storage, and the like.

End-use knowledge. Buyers must know functional requirements of materi
purchased under their responsibility. This may be the chemical used to flavor
food product or a gear in a transmission, or any other of an infinite number
end uses. This knowledge is primarily useful in the continuing search by ‘j
buyer to find a better material or a better shape or better or less costly mate
or a source of greater supply, or anything to lower cost or improve quality «
efficiency. This knowledge and this search are very important in supplier seif
tion because buyers want those suppliers who share their innovative objecti:!

Purchase history records. The development of sophisticated electronic
processing applications for purchasing use creates a valuable resource that i
cludes data applicable to supplier selection. When confronted with supplier se¥
tion for infrequent purchases, the buyer will find that the historical record §
provide useful information of the available sources and some useful data on pt
vious purchases. It may save time usually consumed searching catalogs or ot
supplier listings. =

For the more important repetitive items this record will provide good price
tory. It may allow for the elimination of some suppliers and a more efficient :
proach to final supplier selection. This historical record certainly should inclg‘
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very important supplier performance data such as a full coverage of price, deliv-
ery performance, quality, reiiability, and ability to meet peak demands.

Not a part of the usual supplier history but related to it is 2 supplier manual,
prepared and maintained by each buyer. In this manual buyers record not only
much of the historical information touched on here but, in addition, ail the data
the buyer has accumulated on each material or commodity under his or her re-
sponsibility—price history, volume requirements, approved suppliers, indusiry
capacity, individual supplier capacity, government requirements, environmen-
tal issues, and every factor relating to the objective of each buyer induding sup-

ply, price, and service.

of Each market of goods {commoditics, machines,
and 3o on) is different. The buyer must recognize this and know what these dif-
ferences are and what effect they will have on his or her ability to negotiate com-
petitive prices and supply assurance. Is it a commodity market, that is, one where
there is no discernible difference between the product of competing suppliers? Is
it a market dominated by one or two suppliers who set prices that others follow?
Is it a market where technology dominates? Are there unusual regulations that
influence the sale of goods? Are long-term contracts available? Are these con-
tracts firm price or escalation types? Is the industry dominated by large pro-
ducers or is there a mix of large and small? Can the buyer recognize when there
may be advantages with either?

Selection Process: The Four-Stage Method

There may be unusual reasons and conditions dictating the need to search out
and qualify suppliers. The two basic demands are, first, the selection of the origi-
nal source of supply when the need is for 2 new product. From this start, the need
for sufficient-sources of supply then becomes a’second phase of the search.

Frequently, when selecting the original supplier the buyer may find the item to
be purchased is still in the design or formulation stage. Specifications may be in-
complete. Volume requirements may only be rough estimates. Usually the origi-
nal supplier search is conducted by a team that includes rescarch and develop-
ment, quality assurance, engineering, and certainly purchasing. Other functions
may also be represented, but in that case, R&D or one of the technical represen-
tatives may make the final supplier selection, and purchasing must be satished
that the supplicr selected can meet production and cost requirements. It is im-
portant that purchasing be included in the development team carly in the process
to avoid creating unnecessary problems for a supplier who has linle chance of
meeting the supply and economics demands.

After an initmal supplier is approved, it is the responsibility of purchasing to
obtain additional sources, with assistance, as needed, by other functions. The ac-
tual process of source selection can be difficulk and time-consuming, but the ef-
fort can be very rewarding to the buyer and his or her company. Moreover, much
of the work becomes automatic after constant practice by experienced purchas-
ing personnel.

Normally, good source-selection techniques follow a series of basic steps or
phases which can be classified in four general categories. These are the phases of
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preliminary exploration, inquiry or solicitation, analysis and selection, and revie
and reevaluation. Every purchasing transaction, however routine, passes lhrouf
one or more of these phases. The more sophisticated transactions pass througy
all of them, and the careful and efficient buyer proceeds defitly through eac!
step.

Preliminary exploration. This phase begins as soon as the need for the coeﬁ
modity or service has been determined and conveyed to the buyer. The buy
first step is to review available resources, which are gencrally found in two broa
categories—published sources and personal experience. H

Published sources of supplier information include trade registers and dlri
tories such as the Thomas Register of American Manufacturers, MacRae's Blue Boo
Sweets Catalog, and the Yellow Pages of telephone directories. Most or all of th
should be available in the library of a good purchasing department. Other usei
publications are trade papers, magazines, periodicals and journals, catalogs, a
advertising literature,

The seasoned buyer or purchasing manager will probably draw heavily on
sonal experience in initial consideration of potential sources. Recollectio::!
previous transactions of a similar nature may provide immediate direction to
situation at hand. Personal experience may be enhanced through regular e
change of information with associates, both inside and outside the compai
Great value in this regard is attached to membership in professional associatio
attendance at trade shows, frequent visits to suppliers’ plants, and similar outsid
activities. One of the most prolific sources of information comes from the buyegs
many interviews with sales representatives—an activity of inestimable valu;]
sound purchasing.

Most buyers probably use a combination of both published sources and per
sonal experience to develop a list of potential suppliers. The number of such
tentials add weight to the considerations of the value of the purchase, the qu
tity required, the complexity of the specification, and the time element i
question. It is at this stage of the procedure that knowledge of commodity, speg
fication information, knowledge of marketplace, and end-use knowledge cii
most prominently into play.

Inquiry or solicitation. Once the list of potential suppliers is available the se
lection process begins This can be accomplished by interview or by a solicitati
to bid. If there is major information attached to the particular need, it is usu
advisable to invite the potential supplier to appear for a sales interview or requét
an invitation to visit the supplier’s offices for the interview. The latter alternativ
offers an early opportunity to meet officials of the company, cover details t %
may be difficult through correspondence, and make an early assessment of
suppller 5 personnel and plant facilities. A second reason for choosing the inter
view route is that the project requiring the material may be confidential. Ty
meeting provides an opportunity to present confidential disclosure documena
the potential supplier and any additional procedures connected with the di
sure.

Whether the bid request or the interview is used, it is important to seek fr
the potential supplier a wide range of important data that will influence y’
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final selection decision and augment your supplier data file. Such data may in-
clude an annual report, a list of products or components produced, location of
the supplier’s facilities, a list of current customers, samples of work (or pictures
and technical data), R&D effort, price position, and pricing history. Is the sup-
plier basic in any of the commodities or materials? Are technical services avail-
able? What are its quality control facilities and standards? Company background,
labor affiliation and experience, and patent position on products sought should
be checked. What is its raw materials supply policy —does it have long-term con-
tracts on tight or critical materials? What are its lead times? Capacity, transporta-
tion data, source of power including backup, terms and conditions, contractual
possibilities, and F.O.B. point should be determined. Where applicable, the costs
of any tools, dies or other special equipment should be ascertained.

The importance of a visit to the potential supplier cannot be overestimated.
Many materials, devices, and kinds of equipment are critical from the standpoint
of human safety. This is in addition to expected normal quality standards. When
the use of the material is directly related to human safety (for example, food use,
airplane parts) the plant visit is essential. Many firms will not approve a supplier
until their own quality assurance or other technical personnel have inspected the
potential supplier’s facilities and given their approval.

Analysis and selection. When all the proposals have been received, they
should be analyzed in detail to determine which is most favorable to the situation
at hand so that a selection can be made. This phase is undoubtedly the most diffi-
cult and delicate in the entire process of source development; it requires sound
judgment, a good sense of values, and the responsibility to ensure the best possi-
ble acquisition for the purchaser. In some of the more sophisticated situations —
buying military hardware or aerospace requirements—the analysis of bids is so
complex as to require the use of computers to determine the best proposal. How-
ever, in the vast majority of cases, this analysis is normally conducted by the buyer
or someone else in a staff function.

In the process of bid analysis, many factors must be considered. Among the
more important are the supplier’s geographic location, financial considerations,
quality of supplier’s management, labor factors, and legal considerations.

Geographic location affects the modes and costs of wransportation, access to
supplier personnel and facilities, and availability of replacement parts.

Financial considerations, in addition to the actual price quoted, are concerned
with such matters as terms of payment, cash discounts, applicable sales waxes,
tooling costs (if any), preparation and/or installation costs, and, for orders re-
quiring long-term delivery, applicable policies on price protection or cost esca-
lation.

Evaluation of the prospective supplier's management involves a careful judg-
ment of the supplier's financial stability and general credit rating. Depending
upon the commodities being purchased, it may also be desirable to weigh the sup-
plier’s capabilities in the areas of research, engineering, and design know-how
and experience. The profitability record of the potential supplier is 2 good mea-
sure of its management acumen and a significant key to its dependability as a
good supplier.
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Labor factors take into consideration such matters as available labor supply
type and reputation of the bargaining unit (if any), and the relationship betw
labor and management in the plant or operation of a potential supplier. %

Legal considerations encompass such essentials as compliance with local, sta
and federal laws or statutes; warranties, cancellation clauses, matters pertaining
to patents; applicable insurance considerations; and a full understanding of & 2
potential reciprocal arrangements, i

Depending upon the type of commodities being purchased, additional factor:
may be considered in the bid analysis. Such factors may include the supplier’s
pacity; an evaluation of its production equipment; its purchasing capabill
which could have a direct reflection on the selling or quoted price; any possi
technical and/or personal ethics of the potential supplier; the competence o
its sales and technical staff; and its likely attitude on cost-price analysis an
renegotiation.

Once the analysis is complete, a tabulation of the various applicable factor
should be made so that the differences between the bids are readily appar
Most buyers use some formal type of tabulating procedure, and some even r{z;
to computers, Whatever method is used, it should be able to inform the b
adequately about the differences between bidders on all important factors of th
quotations, thus enabling the buyer to make a sound judgment in the subsequ
award of the order. ,

Au this critical point in source selection, the objectives of quality, service, aric
price must be most carefully and seriously considered, because the source that i
finally selected must assure their attainment well encugh to satisfy the best in
ests of the purchaser.

Review and reevaluation. Review of the approved supplier listing is a contin
uing process. The use of EDP systems has greatly facilitated this process. Suppjy
performance data on each supplier can easily be captured, accumulated, and
ported on the computer printout. Many firms maintain a listing of approved s!
pliers and the list is distributed to many interested departments, including qualit*
assurance, research and development, and operations.

The critical materials list has become an important part of supplier selecti
and it is a continual reevaluation process. Starting in the early 1970s ocur countr
suddenly found that the availability of all materials was no longer automatic—ga
had depieted our domestic supply of many critical materials. We also found ‘tl
foreign countries could now compete with the United States for critical materiit
and were able to outbid us, if necessary. This situation has brought about at leas
wwo procedures for supplier selection: The buyer must maintain an up-to
critical materials list, and the buyer must know much more than the immed il
sourcing of these critical materials. The buyer must know and monitor the co

. plete chain of sources that finally brings these materials to the point of use, It ma:
be that these materials are not classified as critical, but somewhere in the supgr
chain they may be used in the manufacturing process. The buyer must know
and he or she must know whether or not the firms in the chain are protecting
their supply of any critical materials. This is an added dimension to supplier
lection and will remain an extremely important responsibility. z

OO Franklin H. M.
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Techniques and Procedures in Purchasing
Foreign Purchasi
Material can sometimes be purchased at greater advantage from foreign
sources, but such purchasing tends to be more complex than domestic purchas-
ing. For example, longer acquisition cycles may call for an adjustment in inven-
tory levels. On the other hand, the possibilities of air freight deliveries, overnight
from almost anywhere in the world, may make it possible to cut inventories. Al-
though in many respects offshore and domestic purchasing are much the same,
there are differences for which the buyer shouild be prepared:

= Questions concerning manufacturing capability and control can be even

more important than in the case of domestic purchasing, because of greater diffi-

culty in securing adjustments. Where the amount involved warrants it, a visit 1o

the supplier’s plant may provide cheap insurance against the possibilities of poor

ormance,

s Particularly under present conditions of floating exchange rates, some con-
sideration should be given to the currency in which the contract is priced, condi-
tions under which adjustments to prices may be made, and the period for which
the contract is to run.

» As communications often suffer in_translation, special care should be exer-
cised to see that all drawings, specifications, instructions, and requests are clear to
the supplier.

s Carc should be exercised to see that the purchase agreement will have the
same legal effect in both countries. Implied warranties, for example, can be dif-
ferent under different legal systems. It goes without saying that the agreement
should be legal under the laws of both countries.

= Negotiations—particularly in-person negotiations-—are best conducted

with some advance knowledge of the prevailing attitudes and customs of the for-
eign country. In some countries it may be considered rude to arrive early for an
appointment or to plunge immediately and without any preliminary social ges-
tures into the business at hand. In general, negotiations will probably be more
formal and ceremonious than at home, and words and gestures used in conversa-
tion may have a different meaning.

Frequently, it will be useful to do business through a broker or rading house.
as it is familiar with the procedures to be followed and will ake care of much of
the paperwork involved. Lists of brokers and trading companies can be secured
by writing to the Commerce Department of the country of interest. For example.
Japan maintains a Chamber of Commerce and Industry, located in Tokyo. It
publishé4s a trade index listing the names, addresscs, and sizes of exporting and
trading companies and of brokers and dealers.

O Gary D. Cobimbia

Electronic Data Processing—Purchasing Applications

The basic objective of purchasing is to make available to authorized departments
all necessary materials and services, of proper quality, in the proper quantity, at
the proper place, at the required time, and-at the lowest net cost. To this end.
clectronic data processing applications are most effective. They provide real
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money and time savings in addition to instantanecus monitoring and status capa-
bility. They may also be allied with other functional operating systems to prowﬁ
mutually beneficial services. -

Computer technology, including both hardware and sofiware packages, con-
tinues to change at a very rapid rate. The impact of these changes opens mo
and better avenues for integration of the purchasing function into EDP systcv%
with other functional areas of a business. Management can have any degree
systemization and computerization it wants for its purchasing materials manage-
ment activities. The conscientious purchasing manager should make a de
mined effort to become familiar with these tools available to his or her compm
and take advantage of them.

Computer Capabilities and Limitations “l

Aside from both the evaluated and obvious opportunities of labor and tind
savings generated by computer applications, such usage establishes a path toward
a paperless purchasing system.. Ehmlnatmg paper also eliminates delays as
ciated with paper. The compuiter is capable of storage and retrieval of all asa
ciated data. Concerned personnel at all levels may look directly into the comput
for timely information. They don’t have to ask, or fill out a form, or make a re-
port, or even go to a meeting. Where security is of concern, computer info
tion may be limited. Compuier capability in purchasing encompasses a bro.
spectrum of applications that not only have a favorable impact on today's opera-
tions but also offer continuing potential and benefits that are necessary in a co
petitive business environment. Tl

It must be understood that one controls the computer, not the reverse.
computer does those things that can be done manually, but it does them at an
accelerated rate. Computers are programmed to do what they are told. Instrijy
tions in programming are very detailed and basic, yet time spent in this pl‘l—i
pays dividends on the output end via reports in the form required and rap
availability. Some of the requirements particularly relevant to purchasing are in-
ventory control and material requirements planning (MRP), supplier evaluati
buyer evaluation, automated accounts payable, purchase requisition and p
chase order preparation, open order file, pricing history, supplier history, usage
history, performance comparisons, and savings versus established standards.

The computer’s capacity to perform is limited by the intelligence, imaginatii
and thoroughness of those designing the program(s) to be performed by
computer. In other words, EDP cannot make a good organization out of a poor
one. It is not a cureall, and if used incorrectly, it can produce unnecessary co
irrelevant or incorrect data, and tremendous amounts of lost time,

The creation of an effective EDP system requires diligent front-end prepara-
tion, since the keys to a good EDP system are building complete files for data stoz-
age and designing programs that access those data files to retrieve informat;l
needed to perform certain functions that allow the user to make decisions and
perform certain tasks,

The computer is limited to performing those tasks assigned and properly co
municated, even though it may have more capabilities. Moreover, it is necess’
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to consider the economics of equipment costs and personnel costs as related to
csablishing, operating, and maintaining a system. Some of the more useful sys-
tems are included in the following applications.

Automated accounts paysble. Computer-oriented systems are readily adapt-
able to accounts payable and related funcrions. In addition, automatic payment
provisions, cost distribution, status of commitment, tax obligations, discounts,
receipt quantities, documentation, and 5o on may be established.

Open order status. On-ine application provides instant visibility of open
orders to the buyer, management, or any other concerned personnel. Such infor-
mation may be retrieved in a format appropriate for user needs and furnished on
a scheduled or “as requested” hasis. The reports may be used as a basis to initiate
follow-up and cxpcdmngamonortoaknmgemmformppmtwhcre
deemed appropriate. They can reflect total activity, proportions thereof, inven-
(ory,speaﬁcmpphcr groups of suppliers, project costs, budget versus receipts,
rejections, delivery dates, parts out of rework, and 30 on.

Materials inquiry. Information about the current status of materials is readily
available via inquiry when procurement transactions are properly recorded in the
system. The recording of such transactions builds a history file that may be used,
automatically or on request, to support purchase order processing. An auto-
mated materials inquiry system promotes accuracy and cliiminates the need for
the individual buyer to maintin manual records on routine buys.

Inventory control. Each company has certain established guidelines for con-
trolling its inventories. Some are very simple systems such as a two-bin system,
but others are very complex, utilizing complex probability theory to determine
safety stock level, order quantity, and reorder point. An EDP system can be pre-
pared for whatever degree of control is desired. Essential to an inventory control
system are inputs from (1) production control designating how many of a given
part it is going to use and when, (2) purchasing through the open purchase order
file telling how many items were ordered and delivery date, (3) forecast of materi-
als required, (4) calculation of safety stock, (5) determination of lead time, and (6)
dedisions regarding order quantity. When these inputs are established and de-
cided, inventory control can be accomplished virtually automaticaily. in this com-
plex system, each item is tracked as it moves from station to station within the

company, and each requirement is identified and ticketed to a particular produc-
tion run, thus averting mixups in end-user portions of an inventory. Through
this system, needs are identified in advance, which enables purchasing to meet
the needs in an orderly fashion.

Inquiries into the system can reflect price history relative to a specific part
number, particular bid data, a specific buy, or whether an item is covered by a
blanket purchase agreement. They provide materials availability, stores location,
disbursement and requisition status, and similar data. Information relating to
any block of purchase order information can be retrieved in any sequence
needed by the user.

Purchase order writing. Automation and standardization of the purchase
order writing process increases efficiency, is faster, costs less, and provides better
visibility, Standardization of input, forms, syntax edits, and procedures is re-
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pendent organizations. In our modern economy, they are indispensable tools of
management. There are many types and forms of contracts available to the pu
chasing managers, and it is their responsibility to select or construct the arrang!
ment best suited to the purchase requirements.

The Need for Alternative Types of Contracts

The most common type of contract, the one with which all purchasing managers
have thorough familiarity, is the firm fixed-price contract. The ordinary pyg.
chase order when executed by both parties is an example. Under it, each pz:l
will perform specified duties. Contracts are enforceable in court action if s
were to become necessary, but in the ordinary business relationship, both parties
perform their duties without recourse to litigation. For most purchases, no
ticular thought is given to the exact type or form of the contractual relationshj.
Nor should much attention be paid to the contract type for routine purchasi
circumstances. However, there is a need for purchasing managers to be
thoroughly familiar with the range of choices available to them under circulik
stances requiring a more sophisticated relationship between the parties than
provided by the firm fixed-price contract. The structure of a contract become:
critical under conditions such as those indicated below.

= The purchasing manager seeks to acquire nonstandard supplies or serv*
and the period of performance is likely to be a long-term one, during which ¥
two parties must have a working relationship that facilitates updating or modifi
cation of the relationship. j

» The proposed undertaking involves a large sum of money coupled wi
high degree of complexity in the technological effort required.

= The immediate undertaking leads toward substantial follow-on contragg:
opportunities in which the purchasing manager may wish to seek compei

» The performance of the undertaking is risky due to technological or
sources of uncertainty, and some sharing of that risk between buyer and seller

necessary. g
= The circumstances of the purchase action are such that the buyer seel
obtain performance cost data from the supplier.
s The buyer’s objectives in entering into the contractual relationship inclu
the reduction of inventory, the simplification of ordering procedures, the r
tion of the cost of repetitive purchasing processes, and other logistics goalglf

Alternatives Available to the Purchasing Manager ll

Choaosing the correct or best type of contract for a situation in which other'¥
the firm fixed-price contract is indicated can be a complex process. Such a p1
cess begins with the necessity for each party to assess its independent obj
and to approach the common goals sought in the contract as negotiabl:g
leading to the final agreement. Each party starts with a set of objectives that m
be accommodated to the other. Of particular significance is the large number
alternatives from which a choice can be made. The choice is more complexgh
simply choosing from among 12 to 20 different named types of contract
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Formal Purchasing Arrangements 5-62

real task is to select from an unlimited number of varied terms and conditions
that might be included in any of the contract types. The combination of available
features is particularly large in the case of incentive-type contracts. Let us exam-
ine some of the alternatives available to us.

Comparison of contract types is aided by classifying the alternatives. One basis,
form of acceptance, is to distinguish contracts calling for completion of a speci-
fied objective from those that finance services of a continuing nature. The second
basis, logistics needs, is designed to facilitate repetitive ordering and inventory
minimization. The third basis and principal method of classification is by the pric-
ing arrangement thereby established. Under this method, several contract types
are known by techniques used to finally determine the cost, profit, and/or price to
be paid upon completion of the contract.

Form of Acceptance of Work

Contracts may be written on a term or compiletion basis. These are distin-
guished by the basic obligation assumed by the performer, that is, whether the
performer is obligated to complete a specific, defined, and measurable end objec-
tive, or to apply efforts and resources in the pursuit of an end objective that in
itself is beyond the completion of the contrct. End objectives of buyers are not
necessarily achieved coinddent with the completion of a spedific contract. In-
stead, a contract may provide for a period or term of service. For example, in the
purchase of services of a routine nature such as maintenance services, it is evident
that services are continuing in nature and do not come to completion at the end
of any given contract—the services will continue, and 2 new contract or an exten-
sion of the existing contract is necessary in order to continue the performance of
the services by a supplier. That type of arrangement is qurite different from a con-
struction contract wherein the builder assumes the obligation of construction of a
specifically identified building at a particular location, and upon completion of
the building and acceptance of it by the buyer, the work contracted is considered
1o be complete and is coterminous with the expiration of the contract itself. The
essential point to remember here is that the nature of the performer’s obligation
to the buyer is very different under a completion contract than it is under a term
contracL.

Another example of this distinction is in the arez of reacarch. Many research
undermakings are initiated under a contract that recognizes that the performing
research party will apply his or her best efforts to the investigative process during
a specified period of time. But the parties at the outset recognize that the proba-
ble total extent of the rescarch necessary for fruition of the ultimate hoped-for
discovery of new knowledge is likely to be far beyond the end of the intital con-
tractual instrument. Thus, in many cases, the research effort is contracted for on
a term basis rather than a completion basis, and as a consequence, the pricing
arrangement and the funding of the contractual instrument are based upon re-
sources expected to be applied during the specified contract period. In contrast
with that relationship, ict us examine a research and development contractual re-
lationship.

In most R&D contracts, the buyer expects to have, at the end of the initial con-
tract relationship, a working prototype of the system ultimately planned to be
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produced. Thus, the buyer of a new technological device such as a numerically
controlled machine newly designed to achieve greater rates of production an
fewer defective products than have been previously achieved by such a machini
expects the performer of the R&D work to meet a delivery schedule with a new
designed machine that will, in fact, achieve the higher production rate and the
reduced defective rates that were anticipated to be achieved by the contractus
relationship. Thus the R&D effort is a completion-type effort, and the perform;
is expected to demonstrate at the delivery time that the newly designed machin
in fact delivers the required performance. This distinction between term and
completion contracts is not dependent upon the pricing arrangement. That is,
will find when we examine the fixed-price contract types that we have both ter
and completion fixed-price contracts, and we will also find when we examine the
cost-type contracts that we have both term and completion cost contracts. -
Logistics Needs l
Logistics needs that can, in part, be met through appropriate contract mecha-
nisms include inventory minimization, standardization and simplification of i
ventory, consolidation of ordering and shipping, simplification and reduction ;
repetitive document generation, and improvement of ordering and delive
elapsed time requirements. These objectives plus some potential price savin
can be achieved through application of arrangements known variously as corpi
rate agreements, blanket purchase orders, systems contracts, open-end contrac
basic ordering agreements, and indefinite delivery contracts (including require-
ments, indefinite quantity, and definite quantity contracts). Each of these tec
niques is designed to systematize, perhaps to automate, purchase of categories ’
materials and services that are used on a continuing basis. There will normaily
a separate agreement for each category of need, and a wide variety of individual
arrangements are encompassed by the techniques.

Pricing Arrangement

Fixed-rate contract types as a group. The fixed-rate contract differs signi
cantly from the firm fixed-price contract in part because the final amount to
paid to the performer is not determinable until performance has been achieve®
Furthermore, the fixed-rate contract is not comparable to the cost-type contract
because final payment of the contract is not dependent upon the level of cct
incurred by the performer. The fixed-rate contract types are distinguished by
establishment at the outset of the contract of a reimbursement rate for direct
labor applied to the work. For example, if the contract requires the performa
of engineering analysis, there will be specified in the contract a rate for the rei
bursement to the contractor for each man-hour (or each man-day) of ¢
neering analysis effort which the contractor applies to the job. The fixed rate is
inclusive of direct labor costs, overhead charges, general and administrative iy
selling expenses, and profit, All these elements of the cost of delivering the mi-
neering services are summed, and a rate for reimbursement to the contractor s
agreed upon by the parties. In the execution of the contract and in its administra-
tion as the work progresses, the buyer must observe and monitor the contracte
performance in order to verify that the delivered services are in fact acceptalig.
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There are two types of fixed-rate contiacts. One is the labor-hour contract, in
which the only provision for reimbursement of the supplier is the reimbursement
rate- for the direct labor applied to the job. The other contract is the time and
materials contract, which in addition to the fixed rate includes 2 provision for the
delivery of materials at cost as required by the performance of the specfied work.
Ordinarily the provision of materials is severely limited in a fixed-rate contract,
but the time and materials arrangement provides for reimbursement.

Fixed-price contract types as a group. The foxed-price contracts include (1)
the firm fixed-price contract, (2) the fixed-price incentive contract, (3) the fixed-
price redeterminable contract, (4) the fixed-price contract with economic price-
adjustment provisions, (5) the fixed-price level-of-effort term contract, and (6)
the fixed-price incentive contract with multiple incentives. Thus, when we exam-
ine the fixed-price group of contracts, we have a fairly complex structure of po-
tential arrangements.

The firm fixed-price (FFP) contract should be compared with all the others. It
is a contract in which the party who is the supplier is a guarantor of successful
performance of the requirements set forth in the contract, including accomplish-
ment within the time frame allowed by the terms of the contract. Under FFP, the
supplier becomes financially responsibie for sucoessful performance without any
right to subsequent change in the specified contract price and schedule. In re-
turn, the FFP buyer is obligated to make payment of the fixed price as specified in
the contract without regard for the actual cost of performance of the work cov-
cred by the contract. The relationship could not be simpler: The supplier, work-
ing independently and under its own management direction, is provided the fi-
nancial incentive to perform ever more efficiently and effectively, since the ability

to perform at less cost than originally anticipated secures for the supplier, as
profit, 100 percent of the costs thereby saved. The buyer, on the other hand, is
able 1o plan with the confidence that needed supplies will be delivered in a timely
fashion at the cost defined in the contractual relationship. None of the other con-
tract forms accomplish this fundamentally simple set of relationships.

The fixed-price incentive (FPI) contract is distinguished by its inclusion of a
sharing formula whereby the performer is paid more profu if performance is
completed at a cost below the expected (target) cost agreed upon in the contract.
Conversely, the contractor is paid less profit if cost at completion exoeeds the
agreed-upon target cost. The ratio of reward or penalty is controlled by the for-
mula stated in the contract. As an example, the buyer might shoulder 75 percent
and the seller 25 percent of decreases or increases in cost of performance (as
compared with target cost). The FPI contract retains the fixed-price concept, be-

cause it includes a ceiling price which limits the buyer’s obligation regardless of
cost of performance.

A fixed-price redeterminable (FPR) contract avoids the inclusion of a sharing
formula, yet leaves the final negotiation of price until performance of work has
proceeded to the point at which costs of performance are well enough known 10
predict (and negotiate) the final cost and price necessary for completion of work.
The redetermined price is set forth in the contract when neguotiated. Historically,
the FPR contract was important to large government projects, but it has fallen
into disuse in favor of mcentive contracts. Its principal advantage of delaying
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price determination until some cost data are generated by performance whi
allowing a firm price to be set prior to completion of performance is offset l;
administrative complexities in negotiations and lack of confidence that it mol
vates efficient performance.

Fixed-price contracts with economic price-adjustiment provisions (FPE) pr
vide for price adjustment on the occurrence of specified changes in cost or pri
factors set forth in the contract. The factors may be labor or materials price in-
dices or changes in industrywide price leveis. The factors selected should be ex.
ogenous variables not controllable by the management of the instant contratl
This contract is designed to shift risk of price or cost inflation from seller
buyer.

The fixed-price level-ofeffort term (FPLET) contract embraces the concept
term contracts. It is normally limited to research undertakings of limited scope
which progress toward a technological achievement, not completion, is sought.
The contract permits firm budgeting of the contractor work plan and minimizes
administrative oversight activity associated with performance. A high degree
confidence in the technical skill and dedication of the performer is necessary
this type of contract. '

Multiple-incentive (MI) contracts, whether fixed-price or cost type, incre
the complexity of negotiation and administration of the contractual relations‘
and administration of the contractual relationship to its maximum. Whereas t
FPI contract uses one independent variable (cost) to govern the amount of incen-
tive profit to be paid, the multiple-incentive contract may employ several va
ables: performance, schedule, and cost. The modeling of such contracts is di
cult and the impact of tradeoff decisions difficult to discern. Nevertheless, the
contracts attempt to provide motivation, in a monetary sense, to the supplier f.
achieving maximum performance toward buyer objectives. j

Cost versus fixed-price contracts. The most fundamental distinction betw
types of contracts is the difference between one that is based on a fixed price and
one based on cost. In a cost contract, the customer will reimburse the supplier f
costs incurred by the supplier in attempting to carry out the obligations of t!
contract. This form of payment requires the supplier to disclose cost records
the buyer and, in the case of government contracting, to submit books of records
and accounts to the government auditor for purposes of verification of
amounts claimed for reimbursement. This approach differs from that employ
in the fixed-price contracts discussed above. In all the fixed-price types, the uiti-
mate obligation of the buyer to pay is based upon the price agreement of the pag
ties as sct forth in the contract and is not governed in totality by the actual leve%
the incurred costs. Nevertheless, as has been shown, several of the fixed-pri
contract forms do require a disciosure of the supplier’s costs to the buying orga-
nization.

Under the cost reimbursement contract (completion format), the supplier’s
ligation to perform the work required is essentially similar, with one distinction,
to the supplier’s obligations in the firm fixed-price contract, whereby the suppli%g
takes on the obligation to complete the job in accordance with specifications ar 3
within the time frame established by the contract. The distinction lies in the leﬂ
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of accountability for results assumed by the supplier in a cost reimbursement

contract. Such accountability is significantly reduced because the supplier isnot a

guarantor of the estimated cost of performance. In effect, the obligation of the

supplier is reduced to the obligation to apply best efforts to the performance with
the objective of completing the contract in accordance with the agreement. The
difference is expressed best in terms of the assumption of risks of the two parties.

In the cost contract, the buyer assumes most of the finandal risks of nonperfor-

mance or delayed performance. In the fixed-price contract, the supplier assumes

most of the financial risk of nonperformance or delay of performance.

The cost reimbursement contract, however, is considerably more complicated
than either a fixed-price or cost type of contract. The ultimate allocation of risk
between buyer and seller is determined not only by the form of the contract but
by the inclusion or noninclusion of numerous poasible terms of the contract such
as warranties and incentives. Additionally, the specifications of the contract are
critical in the allocation of risk because the unltimate complexity and difficuly of
performance derive from the specifications or other technical documentation
that form a part of the agreement.

Cost contracts as a grounp. While all cost contracts are similar in the require-
ment that there be a disclosure of costs for purposes of reimbursement of the
performingorganinﬁon,themra!qpuofmmmdiﬁerinlhﬁrptmi-
sions for payment of fee or profit for work completed. The cost-no-fee (CNF)
contract is primarily used for rescarch undertakings in which a university or
other nonprofit educational institution is the performing party. The contract
simply provides no sum of money over and above the allowable costs of perform-
ance. However, it should be noted that contributions 1o fixed and semivariable
costs may be of great benefit to performing institutions.

The cost-plus-fixed-fee (CPFF) contract is the predominant form of cost con-
tracting usually applied when a private industrial organization receives a cost
contract. In the case of the fixed-fee contract, the amount of fee is agreed upon
as a sum of dollars during the negotiation of the contract prior to its award. That
sum is then payable to the performing organization upon achievement and deliv-
ery of a satisfactory end product or result of the contracted effort. It does not
vary in amount with the actual level of cost incurrence experienced by the con-
tractor. The cost-plus-fixed-fee instrument is of primary use when a substantial
degree of uncertainty surrounds the performance cost of the effort required by
the contract. The source of uncertainty normally derives from technological or
producibility issues resulting in inability to discern cost of performance with a
high degree of reliability in advance of the award of the contract. As a result we
find that the cost-plus-fixed-fee contract is used extensively when research or re-
search and development work is being undertaken.

A cost-sharing (CS) contract is also pertinent in many procurement situations
when it is evident that the performing organization will gain substantial commer-
cial advantage as a consequence of being funded for an dlement of work by the
buying organization. As a consequence, it is when there is a significant comamer-
cial advantage to the private performer that a cost-sharing contract might be pro-
posed by the buyer. While this contract type is not limited to government pro-
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curement, the cost-sharing idea is not ordinarily a popular method of contractin
from the point of view of the performer, and it would only rarely be applicabi
for commercial relationships between private enterprises.

The cost-plus-incentive-fee (CPIF) contract is similar to the FPI, except that
it does not have a ceiling price established at the outset of the contract. Instea
the ultimate cost limitation of the contract relaticnship remains unstated at tl’
time of award of the contract. As with FPI, the fundamental incentive relatio
ships can be varied by incorporating independent variables in addition to the cost
variable. Thus a cost-type contract may be designed as a multiple-incenti¥
contract. ‘

Contracts may take the form of an award-fee arrangement. Under the cost-
plus-award-fee (CPAF) contract, incentive for performance is based upon t
buyer’s subjective judgment of how well the supplier is meeting contract requi‘i
ments. The award-fee contract provides no formula at all with respect to fi
payment of profit to the performer, but it does provide reimbursement of costs
by the buyer and normally allows a minimum fixed fee to be paid for the dut#
completed by the performer. Although the agreed-upon minimum fee for cor
pletion of the job in an award-fee contract structure is relatively low, such a con-
tract provides that an additional sum may be paid as an award fee that is based
the buyer’s periodic assessment of the seller’s performance. The better the pi
formance, according to the standards of the bhuyer, the higher the award fee
the buyer at the time the award-fee assessment is made. This system of incentive
allows maximum exercise of judgment by the contracting parties during the
formance pertod of the undertaking, allows for changes in direction or modigg
tion of emphases during performance, and permits payment of profit in accorf®®
ance with the degree of satisfaction that the performer is able to deliver on his
comtract. The award-fee arrangement is normally used only by governmeé
agencies, but under some circumnstances an industrial purchasing agency
wish to examine its possible advantages. [ Stanley N. Sherman

Leasing l
A properly structured lease, in certain situations, may be a viable method of fi-
nancing an asset. For example, 2 more desirable location may be obtained m
readily through leasing than through ownership. However, before a leasingl
rangement is entered into, all affected company departments must review act
value, costs, advantages, and disadvantages to determine if leasing fulfills the
needs of the company. It may be advisable to consult with the company's financ
people for assistance based on the organization’s accounting methods befi
making a commitment on leasing.

Regular retail or wholesale suppliers are not, as a rule, capable of offeringg
comprehensive leasing program. A lease should be entered into only with an g
perienced and established leasing firm.

Various factors that usually influence the decision between a lease and a pur-
chase are maintenance and repair costs, tax advantages, obsolescence, inflati
and interest rates, need for immediate delivery, long-term cash flow, proda

f
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changes, cost control, and the reputation and experience of the lessor in the leas-
ing field.

Advantages of Leasing

The terms of a lease can usually be spread out over a longer period than other
forms of financing. At the end of the lease, there may be an option to purchase,
negotiate a new lease, or renew the existing lease. Further, when prices are firm
for the term of the lease, leasing may be used as a hedge against inflation by pay-
ing for equipment or material used today with future dollars.

Leasing improves the financial picture of the business unit, and accounting for
costs is simplified. Moreover, leasing provides a method of circumvention of vari-
ous restrictions which may be imposed by a lender.

Another major benefit associated with leasing is the conservation of working
capital and improved credit lines for the lessce. The lessee may choose to use this
capital for new-product research or building up reserves of fast-selling inventory
items. There are usualiy tax advantages (for example, sales tax, excdise tax) asso-
ciated with leasing that would not be available under more conventional procure-
ment procedures. .

Low initial capital outlay and immediate delivery can make Jeasing especially
attractive to small or new companies with limited startup capital. The small com-
pany may transfer most of the risk to the lessor while hoping to pay the leasing
costs from anticipated carnings from the leased equipment.

If a company’s labor costs for maintenance and repair personnel are extremely
high, or if additional maintenance and repair personnel are needed, leasing
could prove more economical than purchasing.

Leasing would obviously be the most prudent method of aoquisition when an
expensive picce of equipment is needed for a short period of time, and there is
no foreseeable future need for the equipment. In addition, the risk of having ob-
solete equipment is greatly reduced.

Disadvant of Leasi

One of the major disadvantages of leasing is that the lessee loses all rights 10 the
property after the lease expires. There is no asset, no title, no depreciation atlow-
ance. Further, rental payments are legal liabilities of the firm, and failure to pay
could result in bankruptcy or reorganization.

Many leases are fixed, thus creating 2 high degree of inflexibility, and Jeasing
costs more than owning the equipment. The offsct of deducting leasing costs as
direct expenses from profit, hence reducing taxable income, should not be the
sole consideration for opting to lease. Corporate income tax will always take its
due.

Coordination of the lessor’s and lessee’s personnel may be reguired w0 intro-
duce or explain the leased property. A redistribution and/or change of usual
work patterns may also be necessary, with a2n adjustment phase at both the begin-
ning and end of the Jcase period.

Usually maintenance is integral to any maintenance agreement, with the les-
sor’s offsite personnel servicing the equipment. Any period during which the
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leased property is nonfunctional is a “"down” period, resulting in a loss of produc-
tion, missed deadlines, and lost revenue.

Leasing as a Method of Procuring Assets

Leasing rather than purchasing the asset. A business firm contracts to rent
asset from another firm. The contract includes: (1) a basic term during which t?
lease cannot be canceled; (2) periodic rental payments; (3) the inclusion of cos
of maintenance, taxes, insurance, and the like as part of the rental price; and (4)
an agreement that will permit the firm to continue to use the asset after the ba
lease term.

Sale and leaseback. Transferring the title of an asset that is owned by the firm
to another party in exchange for a price that reflects the market value of ¢
property, following which the asset is leased by the original owner. The net ef&i
of the transaction is for the firm to trade a fixed asset for a current asset.

O Thomas J. DeSena

Typical Leases ' l
ha

Fleet leasing. Because of high fuel costs, increased maintenance costs as ve
cles age, insurance costs, and the trend toward smaller, more efficient vehicles
for many companies automobile leasing has proved to be a viable aitemativel
purchasing. Automobile leasing usually falls under one of three basic leasi
structures:

Maintenance lease. The lessor supplies the vehicles, provides maintenance, a
assumes responsibility for depreciation. j

Net lease. The lessor supplies the vehicles and assumes the depreciation ris%®
The lessee pays maintenance and operating costs.

Finance lease. The renta] charge is usually a percentage of the capitalized costfif
the vehicle, a portion to be used as a depreciation reserve and the remainder a!
service charge. When the vehicles are sold, any amount above the depreciatet
book value is returned to the lessee. If the vehicle is sold for less than the deprg.
ciated book value, the lessee is responsible for making up the difference betwei
the actual sale price and the depreciated book value price. Under this type
lease, the lessee usually pays for all maintenance and aperating costs along with
any state or local taxes. :

Real property. Because of location requirements, space requirements, agl
the finite quality of land, leasing is often used to acquire property, in the ri
location, when needed. Legally, the term “real property” includes all thin
which are permanently attached by man or nature to the land.

A lessee has rights in a piece of land which may be graded below those
others, such as owners or mortgage holders. The right to occupy, called right of
possession, has been given under a written contract. :

As lessee in possession, he or she has the right to privacy and undisturtﬁ
peaceful enjoyment of the demised premises. Unless the lease provides oth
wise, he or she may keep all others, even the owner, off the property, even de-
fending the right of privacy by force where necessary. In law he or she is M.
garded as one who has been deeded certain of the rights usually incidentﬁ'
ownership.

s ———————————— J
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Computers. The continual fast technological advances of the computer indus-
try warrant leasing rather than buying various data processing and related equip-
ment. Via a leasing arrangement, the company has available the latest equipment
designed for given requirements, The fluctuating demands of current industrial
trends do not warrant the financial outlay for an asset that could possibly be obso-
lescent before it can be depreciated.

The highly specialized technology involved in computers requires professional
expertise to resolve problems. Many computer leases provide 24-hour rapid re-
sponse by the manufacturer’s engincers. In some cases, the manufacturer’s engi-
neers have on-site facilities at the lessee’s location.

{0 Karen V. McGann, Jack Parsens, and David A. Reynolds

Bailment Agreements

The term “bailment” normally applies to the consignment or loan of property by
asuppltrtodlebnymgorgamzamn or the loan of property by the buying orga-
nization to the supplier—tooling, for example. All property furnished under
such circumstances should be covered by a bailiment agreement setting forth the
responsibilities of the parties for the care of the property and for liability in case
of damage, loss, or destruction; the use to which the property can be put; and
other pertinent provisions.

Federal Government Contracting

When a government agency dedides 1o make a procurement, it sets in motion
carefully documented procedures in the form of official regulations by major
agencies of the federal government. These procedures are based on statutes en-
acted by Congress spelling out what is permitted and the necessary constraints
connected with government procurements. The contracts resulting from govern-
ment procurement actions must reflect all the permissiveness and the constraints
embodied in the laws and regulations. Since government contracts represent re-
lationships between private business firms and the government, they represent 2
special concern that the public interest is served. The statutes and the regulations
governing government procurement cxist for this purpose, and for this reason it
is the responsibility of both businesspeople and government representatives to
know the requirements of public documents. Such requirements produce a ca-
reer ficld or profession in government procurement quite different from the
field of purchasing in private business.

E ing R ble Pri

A point of great concern in protecting the public interest in government pro-
curements is the contract price. The fact that every government procurement is
made with the use of public funds supports the requirernent that contract prices
be fair and reasonabie. Government procurements are performed in a business
environment where it is believed competitive forces ensure fair and reasonable
market prices. A buyer facing a market price may not necessarily agree that it
appears fair and reasonable. When many buyers in a market decide to withhold

10
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their purchases, they tend to depress the market price until it moves to a le
considered more reasonable to buyers. On the other hand, withholding of sy
plies by sellers may accomplish an upward change in the market price considerec
more reasonable to them.

In terms of total dollars spent, most government procurements are not accol
plished under conditions of market prices. Even so, the key to reasonable price$#
the force of competition, that is, the more closely the competition resembles whai
takes place in a market, the more effectively will it ensure reasonableness in
long run. The market is a mechanism which determines the price of particu!
products, but if market conditions do not prevail for most government procure-
ments, we must determine how effective alternatives to the market mechanisip
are to produce reasonable prices and thus protect the public interest. i

Alternatives to Market Pricing

United States Code (41 USC 252 [c]), which says that procurement shall be ma
by formal advertising whenever such method is feasible and practicable.
rules of procedure for formal advertising, when this method is feasible, ensure
that the lowest bidder will get the contract, and thus the lowest price is reali
from among those who are capable of executing the contract. The requireme
1o apply a test of feasibility or practicability suggests that the use of formal adver-
tising is left to the judgment of those who are planning a particular procuremer
but they must give priority to this method when regarding alternatives (exce‘l
when small-purchases methods apply).

Negotiation is the alternative to formal advertising. It is our purpose here to
promote the reasonable approach to negotiating government contracts, beca
such an approach follows the public policy of requiring fair and reasonable pric
for such contracts. In the reasonable approach to price negotiation of contracts,
as opposed to the pressure approach often used in labor-management disputti

The preferred alternative to market prices is stated as a public policy in -:’

fact finding and analysis are very important ingredients since they are the ve
essenice of reasonableness. The negotiators’ skill consists in using the results
fact finding and analysis to bring negotiation positions into some sort of reason-

able accord.
In government contract negotiation, the subject matter and the chief issue '!
stake are the price of the contract. In other negotiations many issues, includi
price, are to be decided by the negotiators. In government contract negotiation
the terms and conditions of a proposed contract are determined at the time
planning the procurement so that they may be incorporated in the request f
proposal. Those who are invited to respond to the request must propose a pricé
based upon the terms and conditions contained in the request for proposal.
later, when the government is engaged in negotiations with a particular respo
dent, one or more of the terms are changed in the process of negotiation, t
other respondents must be notified of the changed conditions and be given an-
other opportunity to respond. Generally speaking, the terms and conditions ar#
not negotiable, although negotiators may wish to discuss the precise way of e%
pressing them in applicable contract clauses, The purpose of discussing term:
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and conditions is to make sure that the negotiators have a common understand-
ing of them, but they are not issues about which negotiators ake positions and
move to agreement by yielding or conceding. Only the question of price is re-
solved in this manner.

Role of the Coniracting Officer

In government procurement the contracting officers are the managers of par-
ticular procurements. They have been given a warrant which spells out the limita-
tions of their rights and the extent of their responsibilities. The granting of the
warrant indicates the degree of confidence in the ability of the contracting officer
to manage a procurcment. The contracting officer’s functions are in two areas:
(1) management of fact finding, analysis, and planning; and (2) management of
the negotiation process, which calls for leadership in the most effective use of
specialist team members,

In today’s complex government procurements, the team approach is an abso-
fute necessity, and the role of the team’s leader becomes an ever more important
aspect of the team’s performance. The contracting officer must organize the
team into a well-integrated unit working in harmony toward a well-planned ob-

Jjective and must, in addition, have a broad vision of all the complexities of the
procurement. Knowing how and when to use specialists to advantage: having suf-
ficient information of the product and its production or its development in a
research process; realizing the implications of production and rechnological
problems on cost, quality, and timeliness; being aware of the contractor’s view-
points concerning the likely problems to be encountered; understanding and
protecting the government's interests—these demands call for leadership of the
highest caliber. It is possible to conceive that each spedialist should negotiate his
or her particular specialized area of a contract. The meeting of minds in the ne-
gotiation process can be achieved only through the leadership of single individu-
als on each side who have a better grasp of the procurement simation as a whole
than any of the specialists.

Negotiation functions are performed within the organizational environs of a
team. The formal organization of procurement provides the structure, which in
turn provides the management functions for any procurement activity. but
within this structure is a fluid arrangement of negotiation teams that vary in their
memberships, depending on the stage of a procurement. Membership aiso de-
pends on the complexity of the procurerment. The manager of the team is the
contracting officer who is the wwam leader, responsible for the entire procure-
ment. L] Ralph P. Baker, Jr., Edward A. Franklin, and Fleyd D. Hedrick

Systems Contracting
Simply defined, systems contracting is a purchasing technique that permits au-
thorized requisitioners to order materials needed to perform their duties from
outside sources of supply. The agreement between the using company and the
supplier is called a systems contract.

Systems contracting is designed to improve service, reduce cost, and improve

Y] %
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profits. Of major importance is the fact that cost reductions and profit improv
ment are achieved by both parties. i
Application of Systems Contracting

This concept is successful in companies that receive many small orders. A s
vey of most companies will reveal that 80 percent of all purchase orders issu.l
over an extended period account for less than 20 percent of the dollars spe
including raw materials; replacement parts; and maintenance, repair, ane
operating (MRO) supplies. In addition, we find that MRO items not only are !
in value but are highly repetitive and competitively priced. By using systems c
tracting techniques to acquire MRO supplies 2 company can greatly reduce man
of the problems associated with purchasing.

Paperwork. The standard purchase order method requires many forms i
much decumentation to complete the cycle from the time a requisition is writ
to the issuance of the check in payment for the materials. The most common!
used are material requisitions, requests for quotation, supplier quotations, p
chase orders, shipping orders, invoices, and checks.

Systems contracting eliminates all the forms except the material requisitios
and the check. Companies that are totally committed to systems contracting
port that over 65 percent of the paperwork can be eliminated in the purchasi
department.

Service. By permitting a user (requisitioner) to order materials as they are re
quired directly from a supplier the time cycle is reduced from days and weeks
hours. The purchase order method requires many days to (1) write a matel
requisition; (2) transfer materials requisitions internally to the purchasing
partment; (3) select the source of supply; (4) prepare a purchase order; (5) mai
the order to the supplier; and (6) assemble the order for delivery.

Attitude. This problem is seldom recognized by the purchasing function
where service is regarded as poor by the users, an adversary or defensive situa
tion exists. Purchasing managers try to insist that only their department can ¢
mit the company. Users believe that it takes too long to get what is wanted, i
therefore orders become “rush” and expediting is required.

Inventory. Closely associated with the service and attitude problems is the build
up of excessive inventory. Where one item is needed, two will be requisitione
provide a hedge. Purchasing will often inflate these quantities as a further he‘
and in the mistaken belief that lower prices for large quantities mean lower cost
Purchasing must recognize that the cost of possession is very often greater tha
the value of a price difference between immediate needs and quantity procis;
ment,

Systems contracting depends on a highly reliable service capability of a supplie
to provide normal material requirements on an “as needed” basis at a competitg
price, Once a user becomes convinced of a supplier’s consistency in deliverE
material on time, inventory levels will be reduced dramatically. It will no lon
be necessary to duplicate a supplier’s inventory to maintain plant operations.

Standardization. The dependence on one supplier for a wide range of supp#
automatically achieves product standardization. Brand substitution is not perr%
ted under a systems contract without prior authorization.
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Cost reduction. Significant cost reductions are achieved only after several prod-
uct categories have been placed on the sysiem. At this point, activity levels of pa-
perwork will be reduced to the point where certain job functions can be com-
bined or eliminated, such as clerk-typist, office supply buyer, MRO buyer, and
inventory clerk.

A reduction in inventory required to maintain normal operation will free not
only capital but also floor space which can be converted to a productive unit

Systems Contracting Method

It is important to select a category of material that has sufficient volume in
terms of order activity and dollars. It is also recommended that the initial venture
into systems contracting be confined to a product category that is not considered
a critical requirement to maintain production.

The selection of a supplier who is capable of performing according to the ob-
Jjectives of systems contracting is the key to the success of this program. Factors to
consider arc: proximity, brands, financial strength, dealer volume, purchasing
ability, inventory capability. management interest, building, and housekeeping.

the material. It is the supplier’s responsibility 1o prepare the cata-
log of materials. The usual first step is for the supplier 10 make a survey of each
department to determine what items are required to maintain normal opera-
tions. The list is then submitted to the users for approval prior to being compiled
in a catalog. Each item in the catalog of materials should be clearly and accurately
described so that a user can order the correct material in the right amount.

The systems contract catalog also helps the supplier know exacly what items
will be purchased and what the order quantities will normally be. As a resuk, the
mpplicmcanmanagetheirinwnmriesbeﬂcrandexpauahigbcrmmofnmm
on investment.

A priced catalog is made available to the accounting deparument to verify the
cost of materials. In the event of a price change, only the catalogs in accounting
and in the hands of the supplier need to be updated. Requisitioner’s catalogs are
usually unpriced.

Order procedure. The actual order procedure for acquiring materials under
the systems contract concept begins with the preparation of a four-part material
requisition. This document is essentially the same type of form used to order sup-
plies from a company storcroom. It is controlled by the charge numbers, the sig-
nature of the requisitioner, and the signature of the requisitioner’s superior (nor-
mally referred to as the purchase authorization point). Once the four-part
requisition has been approved, the fourth copy is separated from the set and re-
tained by the requisitioning department as its record of the transaction. The orig-
inal and copies two and three are forwarded to the supplier, usually by mail.

Upon receipt, the supplier assigns each three-part set of requisitions an order
number in numerical sequence for control purposes. The supplier also prices
each item. Each item is extended to a total, and the wtl value of ali materials
required is indicated on the original and copy two. The supplier retains the sec-
ond copy as a record of the transaction.

The original and copy three are returned with the merchandise and serve as
shipping papers. When the shipment arrives the receiving derk removes the

i
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original document from the package and forwards the package and copy three
the requisitioning area. The requisitioner, therefore, becomes the ultimate poi
of verification of the acceptability of the transaction and is responsible for in-
specting the materials received and insuring that the count is accurate. This s
essentially the same responsibility that the requisitioner would assume if he or si
had received the supplies from a company-controlled storeroom. The receivi
clerk signs the original document, verifying that the transaction has been re-
ceived, and forwards the original to accounting.

Accounting checks the item prices with the prepriced catalog, checks the maL.
ematical extensions and additions, checks the signatures, and charges the €X:
pense as received of the total value of the transaction against the charge number
shown. In effect, the material requisition order also serves as an invoice. Rath|
than pay each transaction individually, accounting accumulates transactions fo
specified period of time (usually 15 days) and then issues a voucher referring to
the requisition numbers in sequence so that only one check is required. When t
supplier. receives the voucher, he or she makes a tabulation of value by the cor:l
sponding order numbers for verification. The fact that the original document
sides in the company’s accounting department eliminates the possibility of dupli-
cate payments.

This, then, is the basis of systems contracting. If the method is properly imp)
mented, a company can acquire 80 percent or better of its repetitive require-
ments from outside sources in a matter of 24 to 36 hours.

Special Situations ’

Occasionally, quantities of materials greater than those established for a sup-
plier’s inventory are needed, and the supplier and the customer must reach
agreement on the amount that will be acceptable in partal fulfillment of lt!
order. Similarly, the customer may experience an emergency need for mate
outside regular delivery schedules.

Partial deliveries. The chief reason that partial shipments exist is that m
companies order large quantitics of materials only infrequently. Under syste
contracting, the quantities required are considerably less and are ordered “as
needed.” Most suppliers attempt to turn their inventory six times annually, a
they should therefore have ample stocks to take care of daily and weekly requii
ments.

in the event that the inventory is not sufficient to permit a complete shipment
the supplier must notify the requisitioner immediately. If the requisitioner agr
that the quantity available for shipment is acceptable, the quantities indicated!
the requisition are adjusted accordingly. The transaction is therefore consider:
as “shipped complete” and no back order is required.

Emergency shipments, Most suppliers will agree to provide emergency dei
eries, regardiess of the time of day, under systems contracting. When an emd§
gency delivery is required, the requisitioner simply telephones the supplier, giv
ing a charge number and specifying the material required. The supplierg

permitted to add to the cost of materials shipped on an emergency basis all ad
tional costs incurred. The total value of the transaction will therefore be char,
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against the requisitioner’s charge number, which 1ends to decrease the frequency
of emergency orders.

Writing a Systems Contract

Essentially, systems contracting is a2 management-to-management technique,
and thercfore the agrecment between the parties should be well defined. It is rec-
ommended, however, that both parties should be in a position to discontinue the
agreement in the event of nonperformance. Systems contracting is definitely a
two-way street, and if either the supplier or the customer feels that it is not being
treated fairly, service will deteriorate and the program will fail.

0O Ralpk A. Bolten

LEGAL ASPECTS OF PURCHASING

A purchasing manager need not be a lawyer to properly handle his or her re-
sponsibility of procurement; however, a general knowledge of business law and
the current acts, codes, and taxes of the national, state, and local governments is
necessary. Purchasing managers must be aware not only of legal obligations o
which they commit their company but also of the areas in which they can be held
personally liable. They should be familiar with the legal aspects of titles, warran-
ties, rights of rejection and inspection, order cancellations, patent rights, and, in

_general, with the terms, conditions, and ramifications that are normally consid-
ered part of a formal purchase order and acknowledgment.

No longer is the age-old doctrine of caveat emptor (“let the buyer beware™) the
basis on which business is transacted. While, frequently, warranty may be merely
implied, it is becoming more and more important. The complexity of items man-
ufactured and purchased today requires that they be clearly described in 2 man-
ner which is legally termed as an “expressed™ warranty—oune where all details
and performance requirements are spelled out.

Purchasing personnel should limit their application of legal principles to the
area of preventative law and the recognition of problems and situations that
should be referred to legal counsel. Familiarity with basic concepts provides a
means of avoiding pitfalls and enabling purchasing personnel to recognize areas
in which to scek legal guidance.

Liability

In purchasing, the individual whose title is buyer, purchasing manager, or direc-
tor of purchasing serves as an agent in carrying on the business of buying. Each
transaction makes the employer legally responsible under contract law. The ac-
tual authority may be expressed, implied, or apparent, depending on whether or
not it is spelled out by the employer. The purchasing person must be completely
aware of limitations as they exist. Only those transactions that are within the
scope of his or her authority may be entered into. There can be cases where pur-
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chasing individuals would become personally liable if they were to obtain pef
sonal gain or give aid to a competitive company. =

The Uniform Commercial Code and Standard Practices

The legal code that affects purchasing-sales transactions, the Uniform Comm
cial Code (UCC), is a compilation of many commercial laws. It was developed by
the American Law Institute and the Conference of Commissions on Uniforgs
State Laws. Purchasing managers should make certain that their personnel u%
derstand its implications

The code is reexamined every five years. However, it should be noted that the
code does not take the place of accuracyina purchase order, care in negotiatior] |
or scrutiny of the seller’s offer or sales material. 1t is not a substitute for definitifg
contractual language, nor will it override the seller's clear terms. Generally speak-
ing, the courts assume that the buyer and seller knew what they were doing i~
developing and agreeing to the terms of a contract. ]

Telephone and written purchase orders. Many compames establish a mal
mum amount below which purchases may be ordered via telephone. Conﬁrmmg
purchase orders should be forwarded to the supplier as a legal precaution. ' :

Terms. Terms on purchase orders are binding, provided that the order is
ceptable to the seller and/or that delivery is made. If the terms of the buyer an aqﬂ
the seller are conflicting, terms agreed to in writing are binding. The Uniform
Commercial Code will usually supply many of the terms. These will be fairly r
sonable, middle-ground terms unless the buyers or sellers protect themselvesew
specifically stating, in writing, that their terms are to prevail and are acknowl-
edged by the other party. Specific terms of purchase, clearly spelled out in ¢}
purchase order, will generally preclude dispute. ﬁ

Price. Itis preferable that a firm price, to be in effect for a specified period
time, be established on the written purchase order.

Materials and equipment for specified purposes. The seller must be
formed of the specific use for which the purchase is intended. The purcha
should provide for details on speciﬁcations. performance expected, liability to be
assumed, and delivery. Inclusion will insure that material can be rejected if ngg
delivered on time, or that material can be rejected because of damage, onpﬁ»
formance, or delayed or inadequate performance.

Title. Risk of loss normally passes at the time of title passage. There is no rea-
son, however, that the parties cannot decide on another time and place. For ¢
ample, title and risk of loss may pass at time of delivery, or title may pass at ti
of delivery while the buyer bears risk of loss at time of shipment. The assumption
of both title and risk of loss should be clearly defined.

Inspection and rejection. Qualified personnel should inspect material witli
a reasonable time, and inspection should be followed by notice of rejection, wt
necessary. Contracts should specifically provide for the buyer's right to reject.

Rejected material should not be used except to minimize damages. Rejecuygs
material should be protected, since the seller is entitled to receive the materiag
the purchase price is to be returned or the material replaced.
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Specific Federal Laws and Acts

There are two specific federal laws and acts common to purchasing activity, and
the purchasing manager must have some understanding of both.

The Sherman Antitrust Act. This act pertains primarily to contracts and
agreements which tend to monopolize or restrain trade. A triple-damage clause
may be awarded to the person or corporation injured in the violation of the act.

The Robinson-Patman Act of 1936. This act, which is a further refinement of
certain aspects of the Sherman Act and the Clayton Act, is under the jurisdiction
of the Federal Trade Commission. It prohibits sellers from discriminating in
price between different buyers who are purchasing materials of the same grade
and quality, when such price discrimination could hamper competition between
the buyers and encourage monopoly. Most important is the fact that the buyer
and his or her employer can be held liable under the act if they knowingly are a
part to such discrimination.

Purchasing managers and buyers should also be familiar with other laws, such
as the Federal Trade Commission Act, the Unfair Trade Practices Act, and the
Defense Production Act, so as to avoid situations which could result in legal en-
tanglements for both themselves and their employer. Legal counsel should be
sought whenever a doubt exists concerning the legality of a purchasing transac-
tion.

State Laws and Taxes

Federal laws are a guiding influence in the operation of the purchasing function.
There are, however, local municipality and state laws that must be of concern.
Sales, excise, personal property, and inventory taxes vary. Mukiplant operations
are frequently complicated by such variations and must be reckoned with in in-
terstate as well as intrastate activities. Purchasing awareness is most important
here in the proper management of the expenditure of company funds. Taxes are
considered as part of the ultimate cost of materials or services purchased. If a tax
that should have been paid has not been paid and an assessment is made by the
state against the taxpayer, additional costs in the form of penalties and interest
are incurred by the taxpayer. Such assessments may equal 36 imes the amount of
the tax due. It is logical, therefore, that purchasing people obtain some knowl-
edge in the tax area and consult their tax administration departments for guid-
ance.

Warranty

Warranties can be expressed or implied. If, in the absence of expressed warran-
ties of quality, fitness, or performance of a product by a seller, the buyer makes
known to the seller the particular purposes for which the goods or equipment are
required, relying on the seller’s judgment and skill, there is an implied warranty
that the goods will be reasonably fit for that purpose. The indusion of an ex-
pressed warranty covering quality, fitness, or performance renders the implied
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warranty void, because the implied warranty cannot exist if the seller expressly
guarantees the merchandise.

The Purchase Order: A Legal Contract

Every purchase order, or other formal arrangement, can be a legal contract and
will be considered by the courts as such if it contains four basic elements: (1)
agreement based upon offer and acceptanice, (2) consideration or obligation, (3)
competent parties, and (4) lawful purpose. Such contracts, which are consum-
mated by authorized purchasing personnel, commit company funds and make
the company legally liable.

Purchasing people must use the same caution in their verbal commitments as
in written orders, for there are situations in which a verbal agreement will stand
up in the courts as the fulfillment of the basic elements of a contract.

Proprietary information. The terms “trade secret” and “confidential infor-
mation” are often used interchangeably with proprietary information. Proprie-
tary information is defined as any information that is not generally known to
competitors and that provides a competitive advantage. Such information may be

of a business or technical nature. Public or general knowledge is not construed to 4

be proprietary information.

When in doubt as to whether a particular purchase has proprietary rights, a
purchasing manager should seek legal counsel.

Patent infringement. A patent is a legal monopoly and is protected by law for
a specified number of years. The patent owner may sue and collect damages for
infringement from the user, the seller, the manufacturer, or all of them. Purchas-
ing managers should insert a clause in their purchase orders or contracts to the
effect that the seller warrants that there have been no violations of patent rights
in the manufacture of the item ordered and that the seller holds the buyer harm-
less. O] Arlo E. Carney, Floyd D, Hedrick, and Walter F. Terrell

INTERNAL AND EXTERNAL RELATIONSHIPS

General company policies, as well as purchasing policies, influence relations with
other groups both inside and outside the organization. Within the company, pur-
chasing serves other groups and receives support from them. Outside, purchas-
ing’s relations with suppliers, government agencies, and the community enhance
the profits and reputation of the company.

Internal Relationships

As a staff department responsible for the procurement of materials, goods, and
services required by other departments, purchasing has a continuing service obli-
gation to these internal groups. In turn, the purchasing function depends upon
certain services from other internal groups, as well as communication and, in
some instances, participation from those requiring purchasing services. All these

i
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areas of interdependence are necessary and significant in properly carrying out
the purchasing function.

Differences in industry practices or nomenclature may lead to variations in re-
sponsibility assignments. For example, an engineering department in some orga-
nizations may control construction, or vice versa; in others, planning and
scheduling may be a part of production. Nevertheless, the relationships and
interaction between purchasing and other departments in all organizations are
cssentially the same.

Corporate Planning

The support that purchasing provides to production and other company func-
tions is more effective when purchasing participates in corporate and divisional
planning, such as the development of new product lines or new manufacturing
facilities, or even acquisition of other companies. Arranging for coordination of
any new requirements with existing requirements necessitates a purchasing re-
view of source, supply, and price factors. These activities may lead to the develop-
ment of alternate sources or to price renegotiation or the use of substitute materi-
als. Clearly, purchasing should be involved in corporate planning and prepare
well in advance of need for the impact on its own area of responsibility if it is to
provide the most effective support of corporate goals and objectives.

Research

In addition to meeting current production needs, purchasing must be aware of
research programs and projects that may influence future trends of sales or pro-
duction within its own company. This requires knowledge of general company
interests as they expand or change, and the options in the marketplace which will
support and foster those interests.

Consequently, a real need exists for continuing knowledge of supplier research
and development projects that may relate to the company’s research efforts.
Within the limitations of patent disclosure or other internal security require-
ments, information on such supplier projects should be obtained by, or with the
assistance of, purchasing for its own company’s rescarch staff. In cases of signifi-
cant value o its company, purchasing may be in a position to assist in obtaining
exclusive patent rights or licensing agreements.

Purchasing also may be persuasive in directing supplier research efforts into
channels offering potential advantages to both organizations, but this can be f-
fective only if purchasing is aware of what its own company’s research staff is
thinking about. Particularly in companies producing highly technical produas,
purchasing activities related to supplier research and development may have
strong influence on the ultimate market position and profit achievement of the
corapany. This area of purchasing profit making is less easily measured but po-
tentially quite as significant as formalized cost improvement programs.

Finance

Since purchasing commits a very substantial portion of the company's income,
purchasing should work closely with the company finance function. This is par-

AD
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ticularly important when negotiating terms of payment on major commitrnentsg:
or in the development of leasing programs. Purchasing must ensure that corpo-¢;
rate financia! policy is adhered to in the purchasing area and that any unusual
expenditures are properly planned with the finance function. ‘

Purchasing has a responsibility to be aware of conditions in the Anancial mar-;.
ketplace, just as it must be in the materials marketplace. When money is more%
costly or when specific company programs necessitate assistance, purchasing
should contribute by recommending leasing programs or similar approaches to; .
assist in bridging exceptional periods and in making better use of c:crrpcn'a\teiﬁ
funds.

Legal Department '

The intricacies of modern business necessitate legal department review OE
many activities within a company. Major purchase contracts fall in this area. Re-
view of such documents should verify the legality of proposed contracts underss
bond indentures or credit agreements, determine accuracy of legal content,
check that business and policy aspects and consequences of the proposed contract
have been analyzed and understood by those negotiating and signing for the
company, and ensure that remedies or safeguards in event of default by the othe
party have been considered.

In addition, the legal department should participate in many other purchasing
activities, such as approval of purchasing forms as well as special or standarc'll

terms and conditions, settlements of disputes, the legal aspects of insurance mat
ters relating to purchasing, and the provision of legal advice respecting prope
compliance with local, state, and federal laws and regulations.

Engineering I

The association between the engineering and purchasing departments often
involves areas of very significant expenditures, which necessitates the mainte
nance of excellent communications. Engineering may issue bills of materials ol
purchase requisitions including specifications for the procurement of equipment;
new facilities, product subassemblies, or raw materials.

With the actions of both departments closely bound in fulfilling company ob
jectives, purchasing and engineering must work together in coordinating techniﬁ
cal data from sources of supply. Engineering personnel should continually main-
tain a neutral attitade with suppliers to avoid compromising the company’s
purchasing position prior to commercial negotiations. Purchasing, in turn, mus%
provide the fullest support to engineering so that the cempany's aims and pro
grams are effectively and expeditiously implemented.

Production E
In most industrial firms production is the principal function which purchasing
serves by procuring required materials, supplies, and services in time to provide,
optimum rate and continuity of production operations. Purchasing also has 2
continuing responsibility to recommend new products, more practical qualit)i
and more economical quantities to the production department and to keep pro-
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duction informed of supply conditions likely to influence future production
schedules and operations.

Both departments share an obligation t0 management 10 obtain maximum
value per doflar expended in determinations relating to value components such
as quantity, delivery, and price. Thus, the development of a harmonious relation-
ship is vital to achieving corporate profit objectives.

Planning and Scheduling

Regardless of position in the organization structure, ﬂlephnnmg:ndschcdul-
ing department must ensure that material for production operations is requisi-
tioned in ample time to permit purchase and delivery to meet production sched-
ules. Therefore, the responsibilities of the purchasing department to planning
and scheduling are similar in large degree to its responsibilities with regard 1o the
production department.

Traffic

Traffic department services and participation are necessary in the attainment
of purchasing department objectives. Chief among the many significant services
provided Jo purchasing by the traffic department are the cost reductions which
traffic effects through its specialized knowledge of freight rates, classifications,
and routings relating to purchased goods and commodities. It is the responsibil-
ity of purchasing to solicit the cooperation of traffic in all such areas.

Stores

When the stores function is under the supervision of the purchasing depart-
ment, purchasing usually has responsibility for control of mventory levels. Irre-
spective of the organizational responsibility, when elecironic data processing is
the control method of maintaining proper inventory levels and initiating ship-
ping releases to suppliers, the accuracy of information generated by the stores
department is vitally important to purchasing. Much of the information gen-
erated and documented by the stores department provides computer data to aid
purchasing in evaluating supplier and buyer performance and measuring control
of inventories as well as usage of materials in production and maintenance opera-
tions. The basic actions triggered by stores information are the release of orders
for purchase and the expediting of delayed deliveries. The necessity of stores and
purchasing to work closely is self-evident.

Other Depariments

Throughout the organization structure there are other departments with
which purchasing has interaction from time to time, some more frequently than
others. These include such departments as maintenance, construction, and pub-
lic relations. However, most of these associations are not as significant and de-
manding as those with the departments described above.

Line Management

When major commodity purchases are under centralized headquarters con-
wrol, the headquarters purchasing group should recommend appropriaie levels
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of inventory and should maintain the levels authorized by line managemerft
Consistent with requirements established by management, purchasing must erg
sure the most advantageous supply arrangements and procurement costs.

In single or multiplant companies, with purchasing groups at each locatiop,
plant managers should expect purchasing performance that complies with cort3
pany purchasing policies and procedures and fully supports objectives and pr8
grams of the plant. Purchasing should provide leadership in developing plant
purchasing profit improvement programs. Plant management must support sug
programs and also coordinate purchasing activities with other plant departme
to ensure the proper climate for most effective purchasing performance. The in-
teraction in all these areas can be highly significant in profit potental. _
Supplier Relationships

Today, business recogunizes that supplier goodwill is as important a company as‘zl

as customer goodwill. One frequently begets the other since, regardless of t
managerial skills of the buyer, production emergencies occur from time to ti
which only a cooperative supplier can heip the buyer’s company to overcome.
Supplier goodwill results when purchasing motivates suppliers to partigipate in
mutually profitable buyer-seller relationship. This means that the seller will
exposed to the buyer's manufacturing, inventory, receiving, and other opera-
tional problems related to the supplier’s products. If a continuing relationship
developed, the supplier can reduce his selling effort and devote more time to tli
study and solution of mutual problems The ultimate cbjective of the buyer is
have the seller’s production line become an extension of the buyer’s production

line.
Since supplier capability is really what is being purchased, although it is in tl‘
form of products, the ability to motivate the supplier is extremely important.
This ability is enhanced by the manner of dealing with suppliers. A company with
a good reputation in supplier relations is likely to do well in meeting the bas®
objectives of maximum value and assurance of supply. ﬁ

Reputation is the sum total of public opinion resulting from all favorable and
unfavorable personal and corporate experience. Supplier personnel react in ag,
cordance with their personal experience. Integrity and reliability are evident %
the salesperson if purchasing is fair and honest in its dealings and lives up to i
promises. Cogperation is the effort to meet the supplier halfway. The buyer is far
more likely to obtain maximum contributed value through new ideas, sugge#
tions, and extra efforts to meet the buyer's special needs in an atmosphere
friendly understanding rather than in a cold, forbidding one.

. — r
Community Relationships ]
Good community relations result when a company or a plant spends its money
locally. Purchasing can often develop excellent local supplies by working witk
them in defining the company’s needs and pointing out how they can go abm.?
meeting such requirements,

[
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Plants ofien sponsor junior achievement activities, and in such cases it is rather
common for members of the purchasing department to participate actively in the
guidance of such groups.

Purchasing is also in a good position to open the door to minerity group busi-
nesses that make small-dollar-value products but may not know how to market
their products and services.

Active participation in local trade and professional associations as well as civic
organizations also contributes to the company’s reputation as a good citizen of
the community. In each of these activitics, purchasing can make its contribution.

Government Relationships

The purchasing department generally does not function as a direa party in com-
munication between the company and the government’s authorized represenia-
tive, usually the contracting officer. When government contracts are contem-
plated, however, the purchasing manager functions as a vital subcontracting link
and materials expeditor and a cost controller. The necessity for the purchasing
department to be aware of corporate planning when venturing into government
relationships is extremely important in periods when pricing changes are fre-
quent and materials stockpiles minimal.

The purchasing manager operates on a daily basis within the vast context of
law, government regulation, and company policy. To the degree that the com-
pany activity seeks direct government contracts or secks them indirectly as a sub-
contractor or supplier, there is an absolute need to understand regulating provi-
sions. Each level of government establishes its own procedures, but when
expending public funds, a common thread throughout these systems is price
competition, based upon firm specifications or systems negotiation. Understand-
ing government contract terms and specifications is essential to the purchasing
manager.

There is a continuing need to intermix company policics and goals with those
of the government. This need is more compelling as government regulation ex-
pands to require the purchasing managers to incorporate 2nd administer certain
socioeconomic programs in their prime and subcontractor relationships. Each
purchasing manager must develop a working knowledge of the types of govern-
ment contracts, the use of government-fumished property and commodities,
multiyear contract provisions, subcontract analysis and audit requirements, pro-
visions for use of American-made products, and so forth.

It is essential 10 maintain a good working rclationship with government per-
sonnel. The contracting officer and other authorized government represema-
tives are vitaily interested in obtaining the product or service in a timely manner;
therefore, a smoothly functioning open line of communication is essential. There
may be a tendency to view all government procurcment activities with the same
administrative burden, when in fact there are great differences depending on the
branch of government, type of contract, agency regulation, degree of direct gov-
ernment intervention, contract administration, and so forth. The purchasing
function becomes more difficult in attempting to pass government regulations on
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to the subcontractor and suppliers. Advice, assistance, and cooperation from ﬁ
lowest-tier supplier through the purchasing department to the government ¢
tracting party guarantees an effective working relationship with the govemrn

£4
Competitive Advantages :
Many areas of competitive advantage accrue to a company through the effective
performance of the purchasing function, and both internal and external actxvnqm
must be considered. H

Internal Activities

Purchasing must be staffed with personnel who have technical and administ
tive training, intelligence, imagination, and enthusiasm. They must exercise i!
dative, judgment, and tact, and they must have the ability and willingness to
sume responsibility. A buyer need not be an engineer to buy engineered
products, a cost accountant to understand the meaning of cost, or a lawyer
write or interpret contracts; but in integrating activities of his or her own inter
operations, the buyer must understand the principles of each of these as well a:
other areas. Only with such understanding and background can buyers effi
tively cooperate with departments inside their own company and effectively |i
gotiate with suppliers.

The quality level of a company product is usually established by engineering or
production. If the buyer has a broad and deep knowledge of the materials .g
quired and actively participates in establishing quality levels, he or she can s
stantially influence the cost of the product to the competitive advantage of the

company
Quantity and delivery decisions usually are made by the production group ll
sponsibie for inventory control and scheduling. Their job is to bring together t
people, materials, and machines to accomplish the desired production objective
However, through minor modifications in quantity and delivery schedules, the
may be great opportunities to enable the supplier to produce the required rri
terials at considerably lower costs and to sell them to the buyer's company
lower prices. Involvmg purchasing individuals in planning and scheduling decn
sions that result in more efficient use of the seller’s facilities can also create cor™
petitive advantages through lower product unit cost for the buyer’s companyﬂ

Technical assistance is available to every company from its suppliers. It is an
1mportant responsibility of a purchasing organization to obtain technical assw
ance in terms of highly specialized knowledge, research and development, a
product application effort. This can be done only if purchasing is working clouﬂ
in its own organization with product development or engineering to stay abreas
of company plans and objectlves Purchasing can then effectively communic
with suppliers who are strong in research and development and are the mnc:h
tors, the people who believe in progress.

Finally, if a purchasing manager has participated in the other significant deci.
sions concerning quality, quantity, delivery, and level of technical assistanceec;
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quired, he or she is in an excellent position to handle price negotiations. If the
manager has the authority to make modifications in quality, quantity, and deliv-
ery through cooperation with and knowledge of the programs and needs of
other internal departments, the ability to bring competition 10 bear on the re-
quirements is enhanced. It should be clear that price can never be successfully
scparated from the other important elements of value in the buving dedision.
Therefore, if the buyer participates substantially in the other significant areas, he
or she has greater negotiating leverage.

External Activities

Good buyers recognize that the maintenance of sound supplier relations en-
ables them to secure valuable advance information concerning price movements
and availability of materials. Such information is essential to the competitve posi-
tion of their own company.

Good relations with the supplier, and particularly with sales representatives,
provide a real opportunity to develop new ideas, new techniques, and better ap-
plication of existing materials and supplies to the mutual benefit of both the
buyer and the seller. The development of such a relationship takes place over a
period of time and results in a gradually increasing exchange of information
about the business of the buyer and the sclier that brings out savings and profit
opportunities for both parties.

The buyer-seller relationship should be held within the context of a business
association; if it is extended into the social area, such a relationship can casily be
sclf-defeating. Other potential suppliers will leam of it and tend to withhold
helpful information, in the belief that it will not get business for themn but merely
contribute o the improvement of their competitor's position by being passed
along through the buyer.

Good supplier relations with a broad range of suppliers in all the important
categories of materials used in any business will enhance competition. There is no
real substitute for true competition between suppliers for a company’s business.
Good supplier relations that maximize that competitive situation will inevitably
create lower costs and greater profus for the buyer's company.

Effect on the Corporate Image

With the poassible exception of the sales department, no department sees more
people from outside the company than purchasing. Supplier representatives are
required to call on purchasing in order to sell their products, providing purchas-
ing with the opportunity to enhance its company's image through friendly recep-
tion, courteous treatment, promptness in keeping appointments, and 2 fair hear-
ing.

Salespeople are usually realistic. They know that no salesperson can get every
order. Even so, salespcaople naturally feel disappointed when they fail to get an
order, particularly one on which they have worked very hard. They will, how-
ever, bear no ill will toward a purchasing department that has 2 record for fair-
ness to all suppliers. But if they feel that they have been given a brushoff or that
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they are the victims of unfair treatment, the purchasing manager and his or
company will suffer damage to their reputations everywhere salespeopie meetﬁ
compare notes.

Although a reputation for fairness does not appear on the balance sheet, it is z
valuable asset to any company.

Effect on Sales

Good internal and external purchasing relations contribute to more efficigry
operations and more effective purchasing. Both of these favorable effects w 3
show up in an end product that meets the corporate cbjectives on quality a
cost. As a result, these favorable characteristics should place the company in a
better overall competitive position to generate a sales volume that also meets tj
corporate objectives.

Most large multiproduct companies will find some of their best customers 1
the ranks of their suppliers. This will be true particularly where the supplier is
itself a large multiproduct company. Under these circumstances a buyer's f:
dealing will provide an extra dividend in opening the door for his or her o

salespeople.
Equally important in its effect on sales and the ability to sell its product is t'

iiiéﬁ"ﬁié:;:zl

company's reputation throughout the trade for being fair, impartial, progressi
and yet considerate in its dealings with suppliers.

Purchasing Manuals !
n

It has become axiomatic that company policies must be put into writing, ant
many companies have not only spelled out their basic management and persog.
nel policies, but have issued detailed manuals covering a number of other ki
management functions. Yet, surprisingly, purchasing seems to be an exceptio
A recent survey covering more than 600 companies showed that fully 77 percent
had no written purchasing policies of any kind. The companies surveyed rep
sented a good cross section of all types of industries, large and small, engaged‘
fabricating, processing, or service where purchasing was an important factor.
Assuming that it is desirable to put purchasing policies into writing—and l’.hlS
would seem unquesuonable in view of the tremendous sums of money involvez
in the purchasing function, its broad range of contacts, and its key role in keep1
company supply lines filled—what types of written purchasing pelicy manuals
should a company consider issuing, and how should it go about developmg thengﬁg
Purchasing manuals generally fall into two categories: the external, “welcoméz
type, which is distributed to suppliers, and the “procedural” kind, used for int
nal control.

External Manuals

A typical “welcome” brochure or manual given to suppliers includes informa-
tion about the company’s procurement policies, the names of buyers, commodi-
ties purchased, and other information that might be of use to salespeople —fi
example, a map of the area and turnpike and route information. Such material;
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clearly designed to fulfill the stated purpose of the manual—to ensure that the
salesperson’s visit will be an enjoyable one and that it will result in mutual benefits
between the buyer’s company and the supplier’s.

Internal Manuals

The internal procedural manual should contain a detailed and thorough re-
view of all operating systems and methods governing conduct between all depart-
ments in the company. Compiling such a reference source requires a great deal
of work; it may take years to complete, and maintaining it up to date is a continu-
ing task. A look at the contents of the manual provides a good idea of the type of
material usually contained:

Organization of the purchasing divisions Return of material

Responsibilitics—generally stated Small claims
Information on: Rush orders
Authority for requisitioning Standardization
Expediting Acceptance of gifts
Coordination with other departments Inventory policy
Quotations Specutative buying
Blanket orders and local purchase orders Government regulations
Product testing Plant visits
Cash discounts Personal purchases

The procedural manual is usually quite large and it contains a great deal of
information on internal procedures that would be of little value to a supplier. For
this reason, it is seldom used outside the company.

Purchasmg manuals have already proved their worth in many companies, and
it is undoubtedly true that many more could profit by undertaking to state their
policies clearly, consistently, and in writing. In a small company where purchas-
ing, production scheduling, inside sales, and design enginecring are handied by
two or three individuals, or one department, a scparaic purchasing manual is
probably unnecessary. But once a company has grown to a size where conflicts,
cither inside or outside the company, begin to develop, spelling out the policies
and procedures of purchasing can effect a substantial savings of money, time,
and supplier goodwill.

Ethics

Many years ago the National Association of Purchasing Management established
its principles and standards of purchasing practice as a guide to ethical conduct
of people involved in the purchasing function. The three principles set forth
then were (1) loyalty to one’s company, (2) justice to those with whom one deals,
and (3) faith in one’s profession. The standards derived from these principles
follow:*

* National Association of Purchasing Managernent, Inc. Used by permission.
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To consider, first, the interests of one's company in all transactions anc
carry out and believe in its established policies.

To be receptive to competent counsel from one's colleagues without imp
ing the dignity and responsibility of one’s position.

To buy without prejudice, seeking to obtain the maximum ultimate va
for each dollar of expenditure.

To strive consistently for knowledge of the materials and processes of m
ufacture, and to establish practical methods for the conduct of one’s by
ness.

To subscribe to and work for honesty and truth in buying and selling, :
to denounce all forms and manifestations of commerical bribery.

To accord a prompt and courteous reception, so far as conditions will ¢
mit, to all who call on a legitimate business mission.

To respect one’s obligations and to require that obligations to oneself anc
one’s concern be respected, consistent with good business practice.

To avoid sharp practice.

To counsel and assist fellow purchasing managers in the performance
their duties, whenever occasion permits.

To cooperate with all organizations and individuals engaged in activities
signed to enhance the development and standing of purchasing.

Everything a purchasing manager says or does is watched by his or h
leagues, others in the company, suppliers, and the general public. Becaus
chasing is a profession, its practitioners must reflect professionalism in thei
ities. Indeed, it is human nature for people to closely scrutinize any persc
has the responsibility to spend someone else's money.

The integrity of people in the purchasing function must be beyond ch:
or reproach in every business transaction.

3 Duncan S. Gregg, Floyd D. Hedrick, John G. Kormos, and Leonard A. .

EVALUATION OF PURCHASING PERFORMANCE

Over the years purchasing departments have evolved into capable, efficien
within the companies they represent, but an effective measurement of pu
ing performance has yet to be developed. Top management and purc
managers alike would welcome some universal and reliable method of eval
both individual and departmental efficiency. A great deal of time has beerw
on the subject by both purchasing managers and university business departs
who feel that there is an opportunity to provide something meaningful to ir
try. Nearly every purchasing text or handbook addresses the subject, but nor
more than provide general guidelines for those who hope to develop an ac
able means of evaluation.

An easy error that must be guarded against in measuring purchasing perf.
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ance is oversimplification. The task is difficult even in the most fundamental cases
because so little can be appraised adequately in quantitative terms. It is true that
in the supporting clerical activities, where much of the work may be repetitive in

nature, it has not been too difficuit to develop workload data and performance -

criteria. But on the buyer level and within the areas of administrative responsibil-
ity, performance is not so easily appraised. When the work of an individual or a
department is complex and largely of 2 mental nature, and when it involves a
high degree of personal contact, it becomes far more difficult to develop mea-
sures of proficiency. Like salespeople, purchasing personnel must be highly ef-
fective in interpersonal relations. The inherent danger in evaluating those who
deal with people, rather than things, is that there may be an attempt to measure
subjective matters in physical terms. Similar difficulties are present for the finan-
cial and marketing functions. This section provides a review of some of the possi-
bilities that permit the manager to develop whatever means of evaluation might
be applicable to his or her particular situation.

Why Evaluate?

Purchasing in today’s world represents an important part of the organization, be-
cause in most instances the cost of purchases has a heavy impact on a firm’s costs
and consequently on its profits. Many, in fact most, of these costs can be at least
partially controlied. To do this effectively requires a high level of performance by
purchasing.

Almost any part of any organization should be subject to evaluation. Some ac-
tivities, like production or capital investment projects, lend themselves to quanti-
tative measurement. In these areas measurement of resulis may be developed
quite easily and simply. However, in other portions of the organization, like pur-
chasing, evaluation is more qualitative and subjective and therefore more diffi-
cult. This should not deter the manager from evaluating the performance of the
purchasing deparument or the individuals that make up the department. Per-
formance is dynamic, that is, it tends to be always changing for better or worse.
Performance ultimately will become clearly recognized as very good or very poor.
It is therefore vitally important that responsible management be in a position to
periodically monitor and adjust performance trends to avoid possible crisis and
maintain continued improvement. Only by doing this can managers ensure a
consistently high level of purchasing performance. Not only does the department
manager need some means of evaluating resuhs, but the manager’s superior
should have some method of determining the deparument’s effectiveness.

A key clement in purchasing performance is the morale of the various people
that make up the purchasing deparunent. Since any cvaluation process tends o
clarify goais and measure progress against those goals, morale tends to be higher
as people perceive forward, positive progress and contribution. Of course, care
should be taken to ensure that the evaluation is perceived by the employees as
fair, or morale can be adversely affected. Thus, however difficult it may be,
sound evaluation is not only desirable, it is essendal.
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What to Evaluate

Both in determining what to evaluate and later in using the selected criteria,
important that management bear in mind that no single criterion or combina
of criteria can be the complete answer on department or individual performa
Instead, they are at best good directional indicators that require subjective n
agement adjustment to account for the changing circumstances—both within
firm and outside it—that impact on performance.

With that key point in mind, the first step in evaluating purchasing perfo
ance is to clearly define its mission. The general goal of achieving the best cor
nation of cost and service levels must be broken down much more specifi
before appropriate performance criteria can be determined. At the same t
hard choices about priorities must be made. In addition, these goals and pr
ties may not be the same for all items purchased.

For instance, a portion of the firm’s purchases may be items whose cost is n«
important as quality and availability to the firm’s operations. In that case,
evaluation would center on measures of quality and timeliness with secondar
tention given to cost. Another portion of the firm’s purchases could have m
impact on product cost, competitiveness, and profits. There, the measuren
would be on criteria directly related to cost with possibly less attention give
other items.

In addition to tracking items that reflect current and past performance o
mission, purchasing should develop criteria that reveal probable future perfc
ance trends. Along with the effort devoted to direct buying of specific items, -
chasing departments usually devote time in two other areas: developing
maintaining blanket orders; and improvement projects, for example, bette:
ventory control systerns, computerization, organization studies, new procedi
and budgeting. This time may be spent by management, by full-time staff, o
part-time personnel, or all three. Evaluation and control of these efforts she
reveal what the future may hold.

How to Evaluate

Many of today’s larger business organizations have systems designed to evah
the performance of a whole department (objectives programs, budgets) an
employees (performance evaluations, career development plans). Most of
systems are general and qualitative in nature so that they can be applied ac
the board. Purchasing departments and people usnally are included in such e.
uation programs where they exist; in those cases purclrasing is already evaluatc
or at least it is possible to do so. Many purchasing managers, however, feel tf
something further than the standard systems is both necessary and desiral
when assessing performance of purchasing.

The measurement criteria listed below may be useful in specific situation
Once the appropriate criteria are selected for a given firm’s situation and missic
they can be incorporated into the evaluation vehicles mentioned above, if th
exist. Other criteria may be used outside the companywide systems as suppl
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ments for purchasing. Possible evaluation criteria can be divided into two groups
~—regularly recurring ones, which consistently repeat on a week-to-week or
month-to-month basis, and periodic ones, which occur in much longer time
cycles or as needed.

| R ing Criters
Below are some of the criteria that may be compiled and used by purchasing
: for key portions (or possibly all) of the procurement functions.

Purchase dollars, total or per order.
Number of requisitions.
. Number of orders placed.
Total department budget cost.
Number of employees.
! Cost or number of employees in relation 1o purchase dollars.
; Price versus published list. i
Price versus last year's, last month's price. \
Price versus general economic or specific indicators (for example, the PPI and 1
the CPI).
Average time from requisition receipt to order placement.
Average time from requisition receipt to delivery.
Average time between order placement and delivery versus published lead
time indicators.
Average time between promised delivery and actual delivery.
Percentage of off-spec items. t
Inventory levels versus warget.

These and similar criteria, which can be shown in tabular or graph form, gen-
erally indicate past performance. However, after several years of data accumula-
tion, future targets could be developed as a means of evaluation. Again, they
should not be used in a void as absolute measures. Combined with the periodic
measures below, they are an aid in evaluating workload and performance and in
forming sound judgment about the general situation inside and outside the firm.

Note that “savings” is not included in the above list. Unfortunately, the use of
savings figures raises a question of the integrity of the numbers. Quite ofien the
savings numbers are larger than are believable and thus they are found 1o be sus-
pect. One of the more effective methods of evaluating savings is by relation to a
standard cost. If such a system is in place, used reguiarly, and controlied so that
standards are realistic, variances become obvious and can be used as one of the
evaluation criteria.

Periodic Criters

These performance measurement criteria could be used inside purchasing or
for evaluations by outside parties. They are more ofien qualitative and subjective
than the recurring items.
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o Departmental objectives and complementary individual objectives, annual
or ongoing (these may include items listed below or a wide variety of im-
provement projects; they also may be directly related to an individual's work
or completely unrelated).

o Supplier management activities: (1) upgrading of supplier base—for exam-
ple, number of better qualified suppliers added or number of problem
suppliers eliminated; (2) improving supplier qualification procedures; (3)
number and impact of supplier product innovations; (4) inventory cost
improvements—that is, any shifting of inventory to suppliers; (5} percent-
age of firm price versus cost at time of delivery agreements.

a Product or ingredient innovation by purchasing (value analysis). Number
and quality of training programs and number or percentage of people af-
fected.

e Improvement in policies and procedures—for example, efficiency, control,
clarity, effectiveness.

o Amount of work mechanization pursued and implemented.

o Degree and nature of planning for future activities.

These and similar criteria are oriented toward determining and controlling
future trends, whereas the recurring items are intended to measure today’s
situation. Some in each category may fit in the other category depending on the
situation. :

Another useful vehicle for these evaluation measurements is the audit func-
tion, which in today's business world is increasing in importance. Staff auditors,
who are more capable and better trained than formerly, in many cases conduct
regular reviews of purchasing departments. These reviews can provide meaning-
ful evaluations of certain aspects of purchasing such as adherence to procedures,
adequacy of records, and even the proper selection of suppliers. To make such
audits effective, it is desirable for the purchasing manager to explain departmen-
tal activities before the audit commences.

It also is possible to retain an outside consultant to provide a one-time evalua-
tion. If such a consultant is sufficiently qualified, he or she can review present
activities and suggest guidelines by which to judge future results.

Setting up an evaluation system cannot be done overnight. Moreover, it re-
quires continual adjustment as missions, priorities, and situations change, but it
should be worth the effort in resulting purchasing performance improvement.

Managerial effort. The appraisal of purchasing managerial effort is the least
tangible but very possibly the most meaningful to top management. Such an ap-
praisal may include a study of procedurés, policies, personnel, organization, rec-
ords and reports, planning, and management controls. What the evaluator seeks
is evidence of a well-planned program. Effective purchasing performance is no
accident.

Proficiency. Purchasing proficiency pertains to the control of prices, quality
standards, quantity and inventory levels, and timeliness of deliveries. The prob-
lem in evaluating these factors is that they are difficult to quantify or measure.
Furthermore, improvement in one may induce deterioration in another; the sta-

142



Evaluation of Purchasing Performance 595

tistics must therefore be examined carefully if their true meaning is to be prop-
erly assessed.

Setting Standards

Every well-managed purchasing department has some standards of perform-
ance against which it evaluates current levels of activity. The level of sophistica-
tion of the evaluation system and top management’s interest in its application are
frequently indications of purchasing’s importance to the company.

Setting standards and then measuring performance against them can have a
very stimulating effect on the purchasing department. This management tech-
nigue can be used by the purchasing department administrator to monitor per-
formance and induce improvement, and it can similarly be used by management
service personnel or independent consultants. Often, the justification and review
of activities help spot deficient practices, and the psychological effect alone is fre-
quently beneficial,

Any department or functional area is likely 1o benefit from analysis and evalua-
tion. Improvement is always possible. But management probably has most to gain
from appraisal and subsequent improvement in purchasing. Although evaluation
is inherently difficult and ofien regarded as an expense or nonproductive factor,
purchasing can use an evaluation system to produce a greater impact on profit
than any other functional area of management. Management expects this impact
to occur, and purchasing must accept this responsibility.

Financial Statements and Reports

Typically, the purchasing manager and the marketplace evaluate a supplier on its
ability to compete in such factors as price, product quality, service capability, and
reliability. Although these are essential elements, the purchasing manager can
enhance his or her perspective by viewing the supplier from the standpoint of the
financial community. This new perspective will not only aid in ensuring security
of supply, but also may lead to improved value through better preparation for

This perspective may be gained through analysis of various financial state-
mems and reports. There are three major types of financial reports that contain
information that may benefit the purchasing manager: the annual report, the Se-
curitics and Exchange Commission Form 10-K, and the credit report.

The Annual Report

Annual reports may range in style from graphically appealing booklets 1o a
simple multipage typewritten report. The differences in pressntation depend
primarily on the target of the report since its purpose is to sell the company. An-
nual reports generally are for appea! to shareholders, bankers, brokers, members
of the financial community, suppliers, and employees.

There are three essential sections in an annual report: the report or opinion of
the certified public accountant, the balance sheet, and the income statement.
Other commenly included reports are the statement of retained eamings and
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statement of source and application of funds. The statement of cost of
sold, the statement of selling and administrative expenses, and the inve
analysis may also be included and provide useful information in evaluatin
structures.

The report or opinion of the certified public accountant. This essenti
ment of the annual report indicates review of the report by independent au
and should verify use of generally accepted accounting principles. Any ¢
tions to the report are highlighted in this section. The independent auditor
tifying only adherence to accounting principles, not the accuracy of the 1

Balance sheet. The purpose of the balance sheet is to state the financial
tion of the firm as of the date of preparation. Assets, liabilities, and equity a
major categories; however, the subcategories provide the information that
nificant to purchasing. Of particular interest from a purchasing perspecti

i cash, receivables, inventories, current liabilities, and equity.

i The balance sheet reflects position on a certain date and provides no assu
that a strong or weak position will endure. To be meaningful for analysis, hi
cal balance sheets and like information on competitors and/or the industr
essential for comparative purposes.’

Income statement. The income statement is simply a statement of oper
results (profit or loss) for a period of time. Major categories include reve
cost of goods sold, operating expenses, and net profit (or loss). Although ea
these is helpful in analysis, any detailed breakdown (such as salaries, deps
tion, taxes, and the like) is of great benefit in an analysis for purchasing.

Form 10-K

Annually, most corporations are required to file certain information witl
Securities- and Exchange Commission. The information is submitted on
Form 10-K and is a public record. It is essentially an annual report and con
much of the same information; however, it must illustrate two consecutive
in all categories of reports.

The advantage of the 10-K is that it requires “Line of Business Report
This is of benefit to purchasing in studying a particular division of a major
poration, such as the chemical operations of a steel company.

The shortcoming of the 10-K is that small corporations, partnerships, and
prietorships are not required to file with the Securities and Exchange Com
sion. Only larger corporations exceeding certain levels of assets and numbe
shareholders must submit the report.

The Credit Report

The credit report, such as that published by Dun and Bradstreet, generally
: prepared for banks or businesses to assess ability to pay for goods and services
i repay debts. Items normally addressed in the report include:

Payments—a record of payment history to indicate fast or slow pay.

Financial information —usually a balance sheet and income statement.

History—a background of the company including year established, initial cag
tal, and major changes in operation.
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Operations—a description of the lines of business and scope of each.
Management background —experience of key executives of the firm.

Almost all information in the credit report is of some use to purchasing.

Use of Financial Reports in Purchasing

Although none of the reports discussed are targeted for or prepared for pur-
chasing, the information included may be extremely useful to the purchasing
manager. The reports and analysis of information included in them are com-
monly used for two major purposes: assessing financial stability of suppliers, and
preparing for negotiations.

ing financial stability. The tool most commonly employed to assess fi-
nangcial stability is the credit report. Although the credit report is informative in
determining payment history, further study of other reports may provide better
focus on finandal stability and the long-range outlook for the firm. Assessment of
the long-range potential of the firm is vital to ensure continuity of supply of both
the primary product and replacement parts.

To assess viability of a firm in the long run, it is necessary to examine its history.
Many annual reports include historical balance sheets and income statements;
however, additional research may be needed.

There are a number of meaningful tests and ratios that may be applied 1o the
balance sheet to assess finandial stability. Calculaton of current ratio, working
capital, and quick assets over time will illustrate: cash-flow management and may
identify any problem trends. The debt-to-equity ratio is a very informative tool in
assessing any changes in the capitalization of the firm.

Some degree of caution must be employed in using ratios and other rests of
financial statements. They should not only be examined over time but also com-
pared with others in the same business. Ratios may vary significantly among in-
dustries, and proper interpretation must be based on a norm for the industry.
Caution also must be exercised in examining ratios internationally as capitaliza-
tion requirements vary significantly among major industrial countries.

Examination of the income statement over time will reveal trends in profitabil-
ity in varying economic environments. Use of data from the income statement
and balance sheet in tandem will enable calculation of trends of key measures,
such as return on equity and return on capital employed.

For subsidiary operations of larger corporations, the 10-K is extremely benefi-
cial in this area. Trends identified in the analyses mentioned above may be com-
pared with the overall results of the corporation to ascertain whether the line is
providing an equitable contribution to the parent company. Potential divestment
may be identified in such a comparison.

Having examined historical performance as outlined above, assumptions may
be made regarding future economic and market environments to estimate the
supplier’s financial condition in coming years.

Preparing for negotiation. Most commonly, financial reports are used in as-
sessing financial stability of new suppliers only. [t is less common to analyze such
data for established supplicrs. Unfortunately, it is indeed rare for information
contained in financial reports to be used in preparing for negotiations. By exam-
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ining the seller’s costs rather than the market price, the purchasing manager has
an opportunity to be aggressive and creative in formulating strategy for an ar-
rangement beneficial to both buyer and seller.

Price is the most common topic in a negotiation and is generally considered to
be a function only of cost and market conditions. Close scrutiny of financial re-
ports will aid the buyer in viewing price from the position of the supplier’s con-
troller, treasurer, chief executive, creditors, and shareholders.

Financial statements may aid in identifying inventory imbalances. If such im-
balances are severe, a favorable price may be negotiated to correct the imbalance
and benefit both buyer and seller. Excesses may be identified in absolute terms
from a series of balance sheets or in examining inventory turnover ratios over a
period of time.

Inventories also may be addressed from a systems contracting perspective. In
such an analysis, the impact of higher inventory cost to the potential supplier may
be assessed more accurately and, as a result, affect the price negotiation.

Although the assessment of financial stability may fail to identify risk in enter-
ing an agreement, the analysis may identify opportunities to improve the sup-
plier's financial condition. For example, payments may be accelerated in ex-
change for discounts to aid the supplier's cash flow. On the other hand, a
supplier’s request for advance or progress payments may be avoided if a strong
current ratio is identified.

The examples above represent only a few opportunities for use of a supplner ]
financial statement to benefit both parties. Examples of other opportunities in-
clude lease versus purchase of the supplier’s capital products; long-term pur-
chase contracts to aid the supplier in securing financing; and accepting large
shipments with deferred payments to reduce warehousing costs. The opportuni-
ties are limited only by the diligence of the analysis and creativity of the purchas-
ing manager in matching the financial needs of the supplier with the capabilities
of the buyer for a mutual benefit.

Benefits of Financial Statement Analysis

Although the various financial staternents and reports are not written for the
benefit of purchasing, the purchasing manager’s working knowledge of their
contents can ensure that benefits accrue. Examination of a firm from both the
perspective of the marketplace and the perspective of the firm’s creditors and
shareholders aids the purchasing manager in buying total value from a finan-
cially stable supplier. [ James E. Akrens and J. M. McLaughtlin, Jr.

PHYSICAL DISTRIBUTION

Physical distribution is the field of management activities that get the finished
product to the right place, at the right time, in the right condition, and at the

" right cost for customer sales. Too often it is incorrectly viewed as an unavoidable

indirect expense. However, imany companies have revised their concept and con-
clude that physical distribution costs are a direct cost of business.
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MINISTRY OF INTERNATIONAL COOPERATION

Gm CIRCULAR NO. 1
Issued June 15, 1999

Rules and Procedures for
Utilization of Funds under the
Private Sector Commodity Import Program

To encourage the Egyptian Private Sector to participate in the deveiopment
of the country in accordance with the priorities of the State, funds from the
United States Agency for International Development {USAID) economic
assistance program are provided to the privaté sector to finance the
importation of capital goods, intermediate commodities and raw materials
from the U.S.A. The rules and procedures set forth in this Circular shall
apply 1o all funds advanced to the private sector under the Private Sector
Commodity Import Program. in addition, all import transactions to be
financed under this program must comply with USAID Reguiation 1.

All Egyptian private sector entrepreneurs and firms are eligiblie to participsts
in this program. Entities which are established in a free zone or which have
Public Sector ownership exceeding 40% are excluded from this program.
However, in some cases whera the project is determined to be specially
serving the national economy, an increase in the percentage of the Public
Sector ownership could be considered upon mutual agreement between the
Ministry of International Cooperation, Department of Economic Cooperation
with USA (MIC, DEC/USA) and USAID/Cairo. Importers must have a
commercial or industrial registry and a taxation card (uniess legally
exempted), with the latter 10 suffice in the case of a private entrepreneur
working in non-commarcial or industrial fieids (uniess legally exempted).

Primary implementation fasponsibility for this program shall rest with the
Participating Banks listed in Attachment No. VI to this Circular. Aliocations

of funds will be made available through Letters of Commitment in favor of
the Participating Banks’ named U.S. Correspondent Banks and will be based

on proper and prompt utilization and timely reporting. MIC, DEC/USA and
USAID/Cairo must approve all proposed allocations to the Participating

Banks.
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Funds advanced pursuant to this program may be used to import only
those iterns which are eligible in accordance with the USAID
Commeodity Eligibility Listing which does not include luxury, consumer,
used or reconditioned goods. Additionally, erection, training and
installation services associated with the commodity purchase are not
eligible for financing under this program. Funds advanced under this
program are not to be used to import items which are prohibited under
Egyptian importation law. Furthermore, commodities imported under
this program are prohibited from being resoid to the military or police

forces and/or their organizations.

Any importer, importing as an end-user, may sell capital equipment imported
under this program after final payment has been made to the Participating
Bank. Imported iterns must relate to the importer’s business fieid as stated

on both the commercial/industrial registry and tax card (uniess legally
exempted). Further, commodities imported under this program cannot be
re-exported in their same condition unless they constitute a basic component

of a new end product.

“The minimum transaction size shall be $10,000 uniess USAID/Cairo and
MIC, DEC/USA otherwise agree in writing.

“The maximum amount of financing that can be utilized by an individual
importer during a calendar year is as follows:

A. END-USER:

importer who is importing non-capital équipment for its own use may
utilize up to $4,000,000 ,

importer who is importing capital equipment for its own use may
utilize up to $8,000,000 .

B. TRADER:

importer who is importing commodities for resale purpose may utnhze

"~ up to $5,000,000 .
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Private sector importers who desire to use funds provided under this
program shall make application at any one of the Participating Banks.
Alternatively, a potential client may apply through any other local commercial
bank. In this case the application will be forwarded to one of the
Participating Banks for action. Each application must include:

A. Completed transaction form signed by the importer
(Attachment 1);

Evidence that the importer has followed negotisted procursment
procedures. These procedures require the importer t0 follow good
commercial practice in soliciting quotations or offers in a uniform
manner from a reasonable number of prospective U.S. suppliers and
that all quotstions or offers received, wheather or not specifically
solicited, shall be given consideration before making san sward. A
reasonable response time must be given to potential suppliers. If an
importer obtains only one offer, the importer's request for financing
must include a letter stating the reasons that only one offer was
obtained. Justification for approving financing under these
circumstances must be based on one of the following reasons:

The importer is purchasing for resale or processing, ss the

{1)
supplier’s regularly authorized distributor or desler, a commodity

which, under the terms of the distributorship or dealer
agreement, the importer is precluded from buying from another
supplier. USAID/Cairo requires that the importer submit a valid
copy of the agency/dealer/distributorship agreement with the
request for financing. in addition, a statement is required from
the supplier that prices are net and do not include any

comrmissions.

{2) The importer is purchasing for resale a registered brand-name
comnodity from a supplier who is the exclusive distributor of
that commodity to the area of the importer.

{3) Proprietary procurement is justified and the necessary
equipment, materials, or spare parts are available from only one
source, taking into account any special requirements such as
the need for in-country service capability. Standardization on a
particular brand or proprietary procurement may be justified by

the importer obtaining:

-
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(a) Substantial benefits. such as economies in maintenance
of spare parts inventories, stronger local dealer
organization, better repair facilities, or greater.familiarity

by operating personnel; or
e — - {b) - compatibility with equipment on hand; or

{c}  specisl design or operational characteristics.

C. Each pro forma invoice submitted must show:
i the name and address of the importer;

the quantity, description and unit price of each item in sufficient

iil
detail for ready identification;

~ the U.S. Department of Commerce Schedule B Number
(Harmonized Number} for all items;

the delivery terms (FAS, FOB, CFR, CIF or CIP) and named

iv.

place of delivery, USAID willt not finance Ex Works
transactions;

V. U.S. source and origin;

vi. if the commodity is financed on a CFR, CIF or CIP basis, the

proforma invoice must:

{a)  state that transportation will be effected on a U.S. flag
carrier; '

(b}  state the FAS or FOB commodity cost at named U.S. port
offering regular liner service to named Egyptian port or
bulk cargo service to named Egyptian port as appropriate;

(c) state the estimated insurance cost for CIF or CIP
quotations;

{d)  state the estimated freight costs.

D. .A summary of offers, the importer’'s selection and basis of selection,
such as lower price, better delivery terms, etc.
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Transactions financed pursuant to this Circular are commercial transactions
between the importer and supplier. Thus, in case of any dissatisfaction or
dispute with the supplier, the importer’s remedies shall be solely its normal
commercial remedies with the supplier. In no case shail the importer have
any recourse to USAID or the Government of Egypt, nor do they bear any
responsibilities for the commercial transaction.

Participating Banks may open letters of credit without collecting any down
payment from the importer. The bank may extend to its clients the following
interest free grace periods foliowing the date of negotiation of documents
{the date paymant is made to the U.S. suppiier by the U.S. Correspondent
Bank). For the purpose of implementing the following interest free grace
periods, the definition of capital equipment is "equipment used in producing
commogdities or services.” Spare parts are to be considered as capital
equipment if they are imported with the capital equipment in the same
transaction; however if the spare parts are imported on their own, they must
be considered as non-capital equipment. Participating banks are not
authorized to issue letters of credit which allow for any portion of the letter
of credit value 1o be withheld for the purposes of final acceptance or local
inspection of the commodity as a performance guarantee, or any other

reason. _
A. _GBRACE PERIODS
A.1 END-USER:

up to 9 months if the importer is importing non-capital equipment
for the importer’s own use

up to 18 months if the importer is importing capital equipment for
the importer’s own use

A.1{1) END-USER OPERATING BUSINESSES IN UPPER EGYPT:

up to 12 months if the importer is importing non-capital equipment
for the importer’s own use in Upper Egypt

up to 24 months if the importer is importing capital equipment for-~
the importer’'s own use in Upper Egypt {for the purpose of
implementing the above incentives, businesses located in the
following Governorates in Upper Egypt are eligible for these terms:
El-Fayoum, Beni Suef, El-Menya, Assiut, Sohag, Qena, Aswan and

New Valley)
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END-USER HAVING AN INCREASE OF AT LEAST 10% IN EXPORT
SALES:

up to 12 months if the importer is importing non-capital equipment
for the importer’s own use

A.1{2)

up to 24 months if the imﬁorter is importing capital equipment for
the importer’'s own use

For the purpose of impiementing the above incentives, the importer
must submit with the application a detailed list indicating the total
- value of the importer’s exports during the 24 month period

immediately preceding the application date. The list must indicate the
vaiue, quantity, type of goods exported, and the foreign country of

- export. The importer will be eligible for the above incentives if the
presented list demonstrates an increase of 10%, by value, between
the total of the first 12 months and the total of the last 12 months.

END-USER IMPORTING ENVIRONMENTAL EQUIPMENT LISTED IN

A.1(3)
ATTACHMENT VIt OF THIS CIRCULAR:
* - upto 36 months
A.2. TRADER:. '

up to 6 months if the importer is importing non-capital equipment
for resale purposes _

up to 9 months if the importer is importing capital equipment for
resale purposes

8. REPAYMENT PERIODS:
Credits beyond the interest free grace period may be extended by the
Participati_ng- Bank up 10 a maxirmum period of:

- 6 months for an importer who is importing commodities for resale‘
purposes

18 months for an importer who is importing non-capital equipment
_for the importer's own use

8 yaars for an importer who is importing capital equipment for the
importer’'s own use
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12.

Banks shall charge a fixed interest rate on the outstanding balance beginning
the first working day after the expiration of the interest free grace period in
accordance with the prevailing interest rates specified by each Participating
Bank for similar transactions. The local currency amount of all repayments
for a specific transaction shall be calculated and fixed at the rate of
exchange specified in Article 20 of this Circular. The importer may pay up
to 100% of the transaction value up front in cash if desired.

Participating Banks shall request U.S. Correspondent Banks 10 advise them
without delay of the date that payment is effected to U.S. suppliers to allow
caiculation of the interest free grace period and the dates on which interest
and instaliments fall due. Participating Banks shall be entitied to collect from
importers the normal fees and commissions on transactions financed under
this program. In addition, Participating Banks are entitled to retain 2 points
of the charged interest rate earned for non-capital equipment transactions
and 4 points of the charged interest rate earned for capital equipment

transactions.

Participating Bank shall be indebted to the Central Bank of Egypt for {a) the
local currency equivalent of each Letter of Credit opened under this program,
caiculated and fixed at the rate of exchange specified in Article 20 of this
Circular, and (b) the interest charged {minus the interest it is permitted to
retain per Article. 10). Participating Banks shall pay immediately into a
special account at the Central Bank of Egypt all payments of principal and
interest due {regardiess of whether the amount is collected)} for transactions

financed under this program.

Participating Banks shall authorize the Centrai Bank to draw down their
account by the amount of interest and principal due on the funds advanced
under this program and to furnish the Ministry of Finance, Central
Administration for Financing and Loans, with a copy of the raquired

authorization.

Suppliers will be paid by the U.S. Correspondent Bank up to the CFR, CIF or
CIP quote amount against the actual invoiced insurance cost per the
insurance certificate; actual invoiced freight cost per the bill of lading: and

-

the FAS/FOB commodity cost per the supplier's invoice.
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15.

16.

17.

18.
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The Participating Bank shall not issue Letters of Credit to any party other
than the one named in the pro forma invoice, nor is the Participating Bank
authorized to amend any Letter of Credit in 8 manner contrary to the
contents of the pro forma invoice. All Letters of Credit must reference the

USAID/Cairo transaction number.

Completed transactions which have been approved by the Participating
Banks shall be forwarded to USAID/Cairo. Upon issuance of the
USAID/Cairo no-objection letter, an administrative reservation of funds will
be made and a transaction number assigned by USAID/Cairo. The importer
shall have 30 days from the date of the no-objection letter to open a Letter
of Credit to the named supplier. Extension of this time limit may be
considered on a case-by-case basis provided that the client’s written request
is forwarded to USAID/Cairo, through the Participating Bank, at least 10
working days prior to the deadline for establishing the Letter of Credit.

All U.S. banking charges, except extensions, amendments and confirmation
fees charged by the U.S. Correspondent Banks, shall be paid from the Letter
of Commitment issued to the U.S. Correspondent Banks. The Egyptian
importer shall not be required to pay the equivalent in iocal currency of such
fees and commissions. Participating Banks may not request their U.S. ,
Correspondent Banks to confirm the letters of credit opened under this

program.

Funds under this program shall not be used to finance consular fees,
including legalization fees. All Letters of Credit shall state that .
consuiar and legalization fees are not to be paid from USAID Letters of
Commitment. Consequently, if an importer desires legalization of
documents, legalization costs will be for the importer’s account.

USAID/Cairo will furnish 10 MIC, DEC/USA and the Ministry of Finance on a
monthly basis a report showing ail approved transactions. The report will be
prepared and sent not later than the 10th of the following month.

All Participating Banks shall provide the following information on a timely
basis. Any bank which repeatedly fails to meet these requirements may be

_'suspendeg or terminated from the program.

A, a copy of all relevant ddcuments related to each transaction
approved by the bank shall be forwarded to USAID/Cairo to be
received not iater than five business days after the bank’s approval;

M1
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B. a copy of all Letters of Credit issued under the program shall be
forwarded to USAID/Cairo, the Ministry of Finance and the Central
Bank of Egypt not later than five business days after the issuance of
the Letter of Credit. Each Letter of Credit shall be submitted with a
compieted Letter of Credit Form, shown as Attachment Il to this

Circular;

C. a copy of all amendments to Letters of Credit issued under the
program, shall be forwarded to USAID/Caira, the Ministry of Finance
and the Central Bank of Egypt attached with the Letter of Credit
amendment form shown as Attachment lll to this Circular not later
than five business days after the issuance of the amendment.

D. a copy of the bill of lading or air waybili and the supplier’'s invoice
. shall be forwarded to USAID and the Ministiy of Finance attached
with the completed "Statement of Principal and Interest Due" form
which is shown as Attachment IV to this Circulsr.

E. A copy of the authorization to the Central Bank of Egypt to draw
down the local bank account by the amount of principal and interest
due on the funds advanced under this program, shall be forwarded to
the Ministry of Finance as referred to in Article 11 above.

F. a8 monthly report on activity under the program to be sent to
USAID/Cairo, MIC, DEC/USA the Ministry of Finance and the Central
Bank of Egypt not later than the 10th of the following month. The

report format is shown as Attachment V to this Circular.

Participating Banks which issue Letters of Credit undet this program shall be
responsible for executing the rules and regulations contained in this
operating Circular without contravening applicable Egyptian import rules and
regulations. In all cases, the Participating Bank must ensure that esch
transaction is in conformance with USAID Regulation 1, the USAID

Commodity: Eligibility Listing, and this Circular.

Importers are responsible to ensure that proformas submitted to USAID
disclose all discounts and side payments whether paid in Egypt or overseas.

-
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In accordance with section 201.41 of USAID Regulation 1, banks and
importers shall establish and maintain accurate records concerning arrivals,
custom clearance and utilization of all commodities financed under this
program. These records and supporting documentation shall be kept
available for USAID’s review for three (3) years from the date of the last
disbursement by USAID. Copies of such records shall be provided by the
importers to USAID or its representative upon request. Site visits shall be
made by USAID or its representative to the importer’s location to examine
the receipt and utilization of commodities financed under the program.

in the event of a violation of any of the rules of the Circular, or applicable
USAID regulations, on the part of an Egyptian importer, agent, d:stnbutor, or

representative of a U S supplter

Such person or entity may be prohlbttad from participatmg in the
program for a specified period of time, and/or,

B. Such person or entity may be required to reimburse USAID in U.S.
dollars for the amount of funds advanced under the program.

In the event of a violation of USAID regulattonsvon the part of the U.S.
supplier, USAID may requara relmbursement of the U.S. dollar transaction

amount.

The exchange rate applicable to this program, referenced in Articies 10 and
11 above, shall be the daily average closing selling rate for transfers as
determined and published by the Free Market Central Chamber for the last
business day which immediately precedes the opening date of the Letter of

| Credit or the tast business day which lmmedlately precedes any increase to

an existing Letter of Credit. -

Amendments to this Circular shall be issued by MIC from time to time as
needed when MIC, DEC/USA and USAID/Cairo mutually agree.

Signed by,

g )
17/:.&‘\]"\ e I Tt | |

Dr. Hassan Selim

Administrator _
Department of Economic Cooperation with USA

" Ministry of International Cooperation




Transaction Form
Private Sector Commodity import Program

Transaction No.:

ink:
this transaction is being forwarded on behalf of another bank in accordance with Article 8
the Circular, please specify which bank:

importer's Name: _____ -
Address:
Governorate:
Phone No: Fax No.:
. Contact Person Name:

Address of Production Facility (Farm, Factory, etc.}, if different than No.1 above

Direct Phone No.:

Nature of establishment;
Sole proprietorship, Partnership, Limited liability stock company etc.

Provide name of principal, major partners or major stockholders:

(Commercial Law, 32, 43, 159, 230 etc.)

Established under Law:

Tax Card No.: Commercial Registry No.:
state if legally exempted)

Business Field: .
{e.g. hospital, farm, plastics factory, trading ect.)

Woman’'s Ownership Percentage ____

Paid in Capital:
Public Sector ownership:
Number of Employees:
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1.

12.

13.

14.

15.
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-2.

Information regarding United States businesses:

Does the importer or any owner of the importer or any business enterprise

A.

o affiliated with the importer or its owners, own or operate a business of any
kind which is located in the United States? Yes ___ No ___

B. If yes, does this busmess have a productlon faclllty or operatlon in the United
-States? Yes ____ No ___

C. iIf the answer to'B above is yes, describe the operations of this business in the

United States.

Has importer previously used this program? Yes No If yes, provide value
of all Letters of Credit opened for this importer under the program durlng this calendar

year, §
Is the importer operating a business for which the commodities being imported is
located in Upper Egypt as stipulated in the General Circular No.1 of 19997

Yes__ No —
If Yes, please indicate the name of the Governorate

Has the importer increased exports more than 10%.of sales during the most recent
12 month accounting period? Yes No

Commodity to be imported:
Is it a Capital Equipment? Yes No
Is it an Environmental Equipment listed in Attachment VII? Yes No

Purpose of importation: a) own use
b) reseliing
U.S. Departmgnt.of Commerce Schedule B No.{s) [Harmonized System No.(s)]

U.S. Supplier Name:
Address: - .

/s



By signing below, | hereby certify that to the best of my knowledge the information
provided above is accurate and true and that all pro forma offers submitted with this
transaction are true and accurate originals provided by the suppliers named therein or

true and accurate photocopies of originals.

All attached pro forma offers are bonafide and have been requested publicly or
directly by me or an official of my company and received directly by me or an official
of my company from the U.S. suppliers or their official agents. None of the suppliers
has had any involvement in obtaining offers from any other suppiier.

Banks and USAID reserve the right to contact any or all potential suppliers to verify
the authenticity and accuracy of the pro forma offers.

i have read and agree to comply with item #19 of General Circuiat No.1 of 1993 |

which includes the requirement that transaction records and supporting
documentation be kept by the importer for USAID’s or its authorizedrepresentative’s

review for three (3} years from the date of the last disbursement by USAID, and
allows USAID or its representative to make site visits to examine the receipt and

utilization of commodities financed under the program.

importer’'s Name:
Signature:
Title:

We find this transaction valued at $ , in compliance with Genaral Circular
No. 1 of 1999, and USAID regulations, and request USAID/Cairo concurrence to

finance the transaction.

Signature of Authorized Date
Bank Official

1




[ —

N o o

ol

s -

Local Bank Name:

Letter of Commitment No.: -

Transaction Number:

Letter of Credit No.:

Letter of Credit amount:

Letter of Credit issuance date:

Rate of exchange applicable to

L.E./$

this Letter of Credit: -

Down payment:

a) amount in L.E.

b) date collected

¢) date transferred to Central Bank of Egypt

Repayment period for balance:

Signature of Authorized Bank Official

Date

153



Local Bank Name:

Letter of Commitment No.:
Transaction No.:

Letter of Credit No.:
Letter of Credit Amount:

Dear Sirs:

With respect to the L/C referenced above please find enclosed herswith copy of our
telex/letter dated regarding the following amendment(s) marked(*®):

exchange rate

- Increase value of the L/C by §

. exchange rate

- Decrease value of the L/C by §

- Cancel unutilized balance of § exchange rate

The new L/C balance is §

- Extend validity of the L/C until
- Shipment condition to be FOB/FAS/CFR/CIF/CIP

- Other amendments:

Signature of Authorized Bank Official Date



%

Local Bank Nama:

Letter of Commitment No.:

Transaction No.

Exchange Rate $/L.E.:

T —
~ Letter of Credit

“_I

interest Rate:

Installents (..)

No.

Principal Interest " Total

Due Date

-

Note; If the balance. was paid in cash, local bank is required to provide the following information:
: 1. Value paid in L.LE.

2. Negotiation date (date of

payment to the U.S. supplier)

3. Date transferred to
Central Bank of Egypt

Signature of Authorized Bank Official | Date




g5l

Local Bank Nmnu:_______ e,
Latter of Commiineng Nu.:

Bank Monthiv Bepory |

USAIQ -~ importar - Commodity Type ¥ L/C Disbursed L/C L/C
Transaction Nume {Raw Materlal/Spare No., Amount .| Amount Issuance | Expiry
No. Parts/Capital Equip.) Date Date
Signature of Autlorized Bunk Otficisd Date
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Attachment No. VI
List of Particioating Ban|

1. AlWatany Bank of Egypt
2. American Express Bank
3. Arab African Intarnational Bank
4. Arab Bank :
5. Bank of Alexandria
6. Bank of Commerce and. Development
7. Banque du Caire
8. Banque du Caire Barclays international
9. Bank Misr

10. Commercial International Bank

‘11. CitiBank

12. Credit Internationaie d’Egypte

13. Delta international bank

14. Egypt Arab African Bank

-15. Egyptian American Bank

16. Egyptian British 8ank .

17. Egyptian Commercial 8ank

18. Egyptian Guif Bank

19. Export Development Bank

20. Industrial Development Bank of Egypt

21. Misr American International Bank

22. Misr Exterior Bank

23. Misr International Bank

24, Misr Iran Development Bank

25. Mohandes Bank -

26. National Bank of Abu Dhabi

27. National Bank ot Egypt

28. National Bank for Development
~ 29. National Societe General Bank

30. Suez Canal Bank

31. United Bank of Egypt

Other banks, whose charter/suthorization enables them to transact business in a manner
compatible with the provisions of this program, may work through the above specified
Participating Banks. For more information contact:

Ministry of International Cooperation
Department for Economic Cooperation with U.S.A.

48-50 Ahdel Khaiek Sarwat Street, 5th floor, Cairo
Tel: (202‘ 390-5100, 390-51285, 390-8124 and 391 -0278, Fax: (202) 393 8187

United States Agency for International Development, Office of Commodlty Management
Zahraa El Maadi, Cairo, Tel: (202) 516-5505, Ext. 2143, Fax: (202) 516-4652

Umted States Agency for Internationat Development .
36 Beni EI Abbas street, Alexandria, Tel: (203) 482-9301, Fax: (203! 482-9301

To obtain copies of A.l.D. Regulation 1, please contact the above listed USAID offices.
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tta No.
Environmental Cguipment

liem | Equipment Description Usage Schedule B
Nea. Ne.

A MONITORING EQUIPMENT — _

1 Conductivity Meters Water Quality 9027.20.3200

Permanent Installations or portable
Plant Di
2 PH Meters Water Quality 9027.80.3200
Plast Discharge
Permancnt Installations or —
3 Water Sampling Kits Water Quality 9027.90.3200
] Porteble for field testing

4| Spectrometer Water Quality 9027.30.4040
5 Ambient Air Analyzer Low jevel desection of registrar 9027.10.0000

pollm. such as SO;. NO-NO,, 0, ad

6 Stack Monitoring System for Source Mmkwudwpamu 9077.10.0000

Pollution €O, opacity, and flue gas flow
7 Total Dissolved Solids (TDS) Meter Waer Quality 9027.10.0000
_ Permanent instalistions or portable

8 Waser Flow Meters _Wster Quality 9026.10.5000
9| Gas Chuomatographs _ Air Quality | 9027.30.2000
10 iqui Water Quality $027.20.5000
11 Gas Analyzer Air Quality 9027.10.0000

_. Plant emissions

B TREATMENT OF PLANT

DISCHARGES '
1 Oil Water Separators Water Quality $421.21.0015
2 Filers Water Quality £421.21.0000
3 Baghouses Air Qualicy 8421399015
Suck Discharge, Removal of Solids
Industries such as seel, lead. power

4 Filters for Baghouses Replace existing filers $421.99.00450
Air Quality
Stack Discharge. Removal of Solids
mm as sacel. iead. power

5 Scrubbers Air Quality $421.39.3030
Stack Discharge, Removal of solids -
Industries sach a5 steel. lead, power

— - generation

6 Electrostatic Precipitators Air Quality 8421.19.3020
Stack Effluent
Industries such as steel, lead. power




7 Cooling Towers (Evaporative) Reduce Plant Discharge Water 8419.89.5040
' Temperatures . .
‘ — Reduces Water Intake :
8 Cooling Towers (Dry) Eliminaies Hot Water Discharges and 2419.89.5040
Minimizes Water Intake.
9 Neutralization Basins or tanks Water Quality 7309.00.0030
Treat Caustic or Acidic discharges pnor
to discharge.
Basins are civil construction.
10 Air Filters Air Quality $421.39.8030
11 Automatic Industrial Process Control | Air Quality 9032.81.6030
S complete Water Quality _
12 ‘Automatic Control for Feed Viscosity | Starch | Starch & Glucose industry 9032.81.0040
13 Automatic Control for Cooling or A:;-& Water Quality 9032.89.6020
ing Systems
4 Chemical Injection Systems Neutralization of discharges - 8421.21.0000
| Water, Stack Gases
c WASTEWATER TREATMENT
' AND SLUDGE MANAGEMENT
SYSTEMS —
1 Screens Water Clarifying 8479.82.0080
2 Dissolved Air Flotation Pretreatment of Wastewater 8421.21.0000
_ __| Water Clarifving
3 Vacuum Filter | Water Clarifving £421.21.0000
o Dewatering
4 _Gravity Belt Thickener Thicken wasie 8421.21.0000
3 Filter Press Water Clarifving 8421.21.0000
— Dewatering _
6 Belt Filter Press Dewatering 8421.21.0000
7 Paddle Dryer Dewatering £121.21.0000
— Drying ‘
[ Clarifiers Water Clarifving $421.21.0000
9 Sand Filters Water Filtering 8421.21.0000
10 Carbon Filters : Removal of pollutants 8421.21.0000
11 Positive Displacement Pumps Process pump for sludge. slurry., scum 8413.60.0090
Rotary or Reciprocating 8413.50.0090
12 Submersible Waste Water Pumps $413.70.2004
ln VEHICLES !
1 Catalyvtic Converters Air Qualiry 8421.39.4000
Removal of contaminants. )
£706.00.1040

Bus and trucks chassis. Complete
with fuel supply (natural gas. electric
and /or other alternative fuels).
engines. iransmission, brakes &
sieering system

P City mnsporrauon. tourism. company
uansponanon

(%]
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3 Bus and trucks complete unit powered | City ransponation, tourism, compasy £707.90.5040
by (natural gas, electric and /or other transportation.
aliernative fuels)
3 CNG Fueling Station City transpontation, tourism, $414.30.2055
Including: fueling dispensers, Company transportation
Hoses & nozzles, fueling dispenser.-
ASME mmuh m
frames, compressor station
| wicompressor, drivers & controls and
assembly hardware.

5 Engine Analyzer Vehicle engine tune-up-cmissions $479.89.9060

reduction )

6 Automotive Engine Maintenance Provide routine and other vehicle 8479.89.9060

Equipment maintcnance
E SOIL CONTAMINATION
PREVENTION AND CLEAN-TP —
1 Regenerative Thermal Oxddizer Volatile Organic Compound Removal $421.39.9030
Soil Vapor, Groundwater
2 In Situ Groundwater Flow Sensors Monitoring groundwater during 9026.26.5000
remediation in landfills.
F ENVIRONMENTAL Usad for analysis of waste samples.
LABORATORYGONSIS‘I‘INGOF This would be & Iab for hire to provide
environmental services. -

] g!iMetes -] 9027.80.3200
2 Water Baths 9027.80.3200
3 COD Instruments 9027.90.31200
4 BOD Instruments 9027.90.3200
5 Gas Chromatograph/Mass 9027.20.9000

Spectrometer —
6 Gas Chromatograpley $027.20.2000
7. i 9027.20.5000
8 Water Tester (DO, Turbidity, 9027.90.3200
19 Potentiometers w/ lon Selective 9027.90.3200
Electrodes

10 $ 9027.30.4040
11 Fluorimeters 9027.80.3200
12 Total Organic Carbon (TOC) 9027.30.3200

1 Measurement Instruments -
13 | Flame Photometer 9027.50.5050
14§ UV/Visible Spectrophotometers 9027.30.4040
13 Mercury Anahzer 9027803200
16 Gas Anahzer - 9027.10.0000
17 Amo Analyzer for Inorganic 9027.30.8000
X Nonmetals N
18 Drving Ovens 8417.80.0000 "
19 Muffle Fumaces i 8417.80.0000
20 De-ionized Water Production Siation i £421.21.0000
350 UVhr)
: 3] Turbidity Meters (Bench Top) T 9027.80. 3200
i 22 Conductivity Meters (Bench Top) ! 9027.80.3200




| residues (rice husks. peanut shells. straw,

! cottonseed hulls, wood waste, etc.

23 Oxvgen Meter (Bench T 9027.80.3200
24 CO/NHy/SO,/NO/HCN/CI; Detectors 9027.80.3200
25 _Noise Meter 9027.30.4030
26 Flow Meter 9026, 10.5000
27 Vacuum Pump 8414.10.0000
28 Atomic Absorption Spectrometer 9027.30.4040
{AAS) :
29 Bench-Top Centrifuge 8421.19.0000
30 Ultrasonic Processor (Homogenizer) 9027.80.8000
31 Rotary Evaporation $421.21.0000
32 Moisture Analvzer 9027.80.3500
13 Water Purification (By UV) 8421.21.0000
34 Solid State Flow Meter 9028.20.0000
35 Total Nitrogen Analvzer 9027.10.0000
36 Qil Content Analyzer 9027.80.3500
G ALTERNATIVE ENERGY
SYSTEMS ] ‘ '
1 Tracking photo-voltaic concentrators | Convert sunlight directly to clectricity 8541.40.6020.
(parabotlic trough or point focus) Create mini-utilities as altemative power
2 Solar-theral power module (for Convert sunlight to steam or electricity | 8402.19.0000
electric power or industrial steam using a water/oil management system and
generation) a steam engine
3 Solar tracker system (suppant Operation of photo-voltaic concentrator 9032.81.0030
structure, instrumentation, and systems
controis)
4 Photo-voltaic modules (solar panels) Conven sunlight directly to electricity 8541.40.6020
: Alternstive power source
5 Solar cells (not assembled into Convent sunlight directly to electricity 8541.40.6030
modules) - Alternative power source
[ Wind Turbines (electric) Alternative power source for generation 8412.80.9000
. of electricity :
7 Windmills (mechanical), windmill Alternative power source (mechamcal) 1 8413.81.0030
for water e1e.
8 Solar batieries (multi-cycle, deep Storage medium for solar and wind 8507.80.0000
discharge) electric svstems
9 Multi-fuel boiters (using refuse- Hot water and/or steam generation 8402.19.0000
derived fuel, wood, municipal solid
waste. or agricuimral waste) ' : :
10 Waste-to-energy incineration system | Generation of heat from bumning a wide £403.10.0000
range of materials. such as rubber tires.
Aux. Equipment (including materials | municipal solid wastc. biomass (wood)
-handling systems) and agricaltural residues. 8404.10.0050
11 Fluidized-bed combustion systems Generation of heat from burning a wide 8403.10.0060
: range of materials. such as rubber tires,
| municipal solid waste. biomass (wood) -
Aux. Equipment ! and agricultural residues. 8404.10.0050
12 Gasification/combustion systemn with [ Generation of process steam, heat and 8402.19.0000
nurbine generator eiecmc power by burning agricultural '

el



13 Stirling cvcle heat engines (bio-mass- | Generate electricity from heat resulting $102.19.0000
fucled. external combustion) from burning wood, wood pellets.
sawdust, rice husks, peanut shelis. and i
_ coffee bulls
H. SOLAR SYSTEMS
1 -Solar water heater (storage tank, Commercial hot warer $419.19.0040
piping and controller) Indostrisl process hest
2 Sund-alonephow-volmchm Street lighting or security lighting. hazard | 8513.10.0000
: system (PV panels, flucrescent bulbs, | wariing lights, remote residential or
ingtruments)
3 Solar-powered refrigeration system Remote refrigeration $418.10.0090
(P\I_pmeh.bmyhuk.moller.
4 Solar waler pumping sysiem - PV (PV | Water puanping for irrigation, domestic or | $413.831.0040
: storage tanks)
s Solar water pumping system - Wind | Water pumping for irrigation. domestic or | 8413.81.0030
Electric (wind tarbine, batteries, commnercial use, or use with Nvessock
controller, piping, surface or -
submersible pump, water storage
tanks) i .
6 Solar oven Cooking or boiling water for sterilization | 8417.80.0000
i OTHER ALTERNATIVE —
UIPMENT OR SYSTEMS
1 Anacrobic digester Biogas generation. treatment of agro- $403.10.0000
industrial wastewater
2 Environmental data collection systems | Measurement of wind characteristics and | 9026.50.0000
(anemometcrs, wind vanes. solar radiation
data eic.) . —_—
3 DC/AC imventer, switchgear, and load | Coavert direct carrent from PV paselsto | 3548.00.0000
distribution transfer switches slternating cwrent and distribute joads
4 Bio-mass material handling sysiems Handling of biomass feedstock for $428%.90.0006
screens. feeders and cutolf saws)
5 Pyrometers Measure semperature and hest content 9023.19.35000
6 Barometers Measure atmospheric pressure 9025.20.0000
7 Thermometers Measure temperamre 9025.11.4000
3 Psvchromeser Measure wet buib temperature 9025.80.0000
J RED SEA ENVIRONMENTAL
EQUIPMENT
| Mooring Bouys and instalision £907.90.0030
equipment 8905.20.0000
3430 41,0000 .-
2 Anchors for Mooring Bouvs i Low impact category 7316.00.0000
3 Sewage Holding Tanks Boats - 3925.10.000
i Greater than 80 liters A

i



American Express Bank

- Mr. Emad El Gindy

Manager, Bills Department

4, Syria Street, Mohandessin, Giza, Egypt

Tel: (20-2)361-1882

Arab Bank PLC
Mr. Amr Hafez

L/C Dept.
28, Talaat Harb st., Cairo
Tel: (20~2)574-62138

Arab African International Bank

Ms. Heba Sedki

L/C Department
44, .Abdel Khalek Tharwat St., Cairo

Tel: (20-2)391-1309

Bank of Alexandria

Ms. Bahiga Hashim

Assistant General Manager

49 Kasr El Nil Street, Cairo

Tel: (20-2)391-0481

- Banque du Caira'Barclayl Bank PLC
- Mg. Samia Naim Ayad

Manager
Letter of Credit Department .
12 Midan El Sheikh Youssef St., Garden City, Cairo

Tel: (20-2)361-1882

Banque Du Caire
Mrs. Soheir Gad

" . Deputy General Manager

22 Adly Street, Cairo
Tel: (20-2)392-8920

Bank of Commerce and Development

Ms. Maha Habib
Manager, Letter of Credit Department

Midan Sphinx, Mohandessin, Cairo
Tel: (20-2)347-2056

w3



Bank Misr
Ms. Nehad Ezzel Din El Sayed

Manager
Letter of Credit Department
151 Mohamed Parid St., Cairo
Tel: (20-2)357-1125 '

Commercial International Bank

Mr. Mounir Yassin
Peputy General Manager .
Investment & cOrrespondent Bauking

Nile Tower 21-23, Giza Street
Tel: (20-2)570-1949

Delta Int'l Bank
Mr. Ahmed Salama

Branch Manager
Annex Nile Hilton, Tahrir Square, Cairo

Tel: (20-2)778-166

Egyptian American Bank

Mr. Amr Abbas

Manager

Marketing Department

4 Hassan Sabri St., Zamalek
Tel: (20-~2)339-1546

Egypt Arab African Bank

' Mrs. Nadia M. Fahmy
Deputy General Manager
‘5 Midan Al Saray Al Koubra, Garden City, Cairo

Tel: (20-2)355-4624

Egyptian Commercial Bank
Mr. Ashraf Naim Zaki
Assistant Manager
Foreign Department .

110 Kasr El Eini Street

Garden City
Tel: (20-2)355-3998

Egyptian Gulf Bank

Mr. Mostafa Galal

Manager

Letter of Credit Department
El-Orman Plaza Building

8 Ahmed Nessim Street

Giza, Egypt



Export Development Bank
Mr. Mokhtar El Gamal
General Manager

Credit Department

10 Talaat Harb Street
Tel: (202)57409655

Misr American International Bank
Mr. Zaki El Guiziri

Branch Manager
73 El1 Horreya Strest, Alexandria

Tel: (20~3)492-2900

Misr Exterior Bank

Mr. Helmy El Shayeb

Deputy General Manager
International Department
Cornish El Nil Street, cCairo
Tel: (20-2)574-4189

Misr Iran Development Bank

Ms. Hoda Shoukry

Assistant General Manager
Letter of Credit Department
Nile Tower 21-23, Giza St., Giza
Tel: (20-2)572-7311

Misr International Bank

Mr. Refaat Mohamed E1l OIda
Manager .

Letter of Credit Department
‘14, El Alfy St., cCairo

Tel: (20-2)349-4424

National Bank For Development
Mr. Abdel Fattah Salen
General Manager

Foreign Department
‘5, Bl Borsa El Gedida Street

Tel: (20-2)356-3056

National Bank ot'Egypt
Ms. Laila Abdel Kader

Manager
Letter of Credit Department

24 Sherif Street
Tel: (20-2)393-4204

National Bank of Abu Dhabi

Mr. Magdy Aziz Kamel

Regional Credit & Marketing Manager
Nile Tower Bldg., 21-23

Giza Street, Giza

Tel: (20-~2)5737~331



INELIGIBLE COMMODITIES
PRIVATE SECTOR COMMODITY IMPORT PROGRAM 1

1- EQUIPMENT :
« MILITARY EQUIPMENT: SURVEILLANCE EQUIPMENT: COMMODITIES

FOR SUPPORT OF THE POLICE AND OTHER LAW ENFORCEMENT
ACTIVITIES.
. ABORTION EQUIPMENT AND SERVICES LUXURY GOODS AND
"~ GAMBLING EQUIPMENT: WEATHER MODIFICATION EQUIPMENT:
AND. IN GENERAL. CONSUMER GOODS .

« SPACECRAFT AND PARTS THEREOF .
« ARMS AND AMMUNITION: PARTS AND ACCESSOR.IES THEREOF .

» USED OR RECONDITIONED GOODS .
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2- WOVEN FABRICS & TEXTILES:

« SILK.
« CARPETS AND OTHER TEXTILE FLOOR COVERINGS .

« SPECIAL WOVEN FABRICS: TUFTED TEXTILE FABRICS: LACE:
TAPESTRIES: TRIMMINGS: EMBROIDERY .

« KNITTED OR CROCHETED FABRICS .
. ARTICLES OF APPAREL AND CLOTHING ACCESSORIES. KNOTTED OR

CROCHETED.
« ARTICLES OF APPAREL AND CLOTHING ACCESSORIES. NOT KNITTED

OR CROCHETED. :
« OTHER MADE-UP TEXTILE ARTICLES.

3 FOOD PRODUCTS :
« MEAT AND EDIBLE MEAT OFFAL .

.« FISHAND CRUSTACEANS .
PREPARATIONS OF MEAT, OF FISH OR OF CRUSTACEANS; MOLLUSKS -

OR OTHER AQUATIC INVERTEBRATES.
EDIBLE FRUITS AND NUTS; PEEL OF CITRUS FRUIT OR MELONS .

COFFEE. TEA. MATE. SPICES AND COCOA & COCOA PREPARATIONS .
PREPARATIONS OF CEREALS. FLOUR, STARCH OR MILK .
PREPARATIONS OF VEGETABLES. FRUITS, NUTS OR OTHER PARTS OF
PLANTS. ,

BEVERAGES. SPIRITS AND VINEGAR .

BAKER'S WARES . -



A- AGRICULTURAL PRODUCTS:
. LIVE TREES AND OTHER PLANTS: BULBS. ROOTS AND THE LIKE: CUT

 FLOWERS AND ORNAMENTAL FOLIAGE .
» VEGETABLE PLAITING MATERIALS .
« RESIDUES AND WASTE FROM THE FOOD INDUSTRIES:

" PREPARED ANIMAL FEED ( FODDER ).
- TOBAC CO AND MANUFACTURED TOBACCO SUBSTITUTES .

5- LEATHER PRODUCTS : |
+ ARTICLES OF LEATHER SADDLERY AND HARNESS: ARTICLES OF

ANIMALS GUT .
« FURSKINS AND ARTIFICIAL FUR; MANUFACTURES THEREOF .

« FOOTWEAR. GAITERS AND THE LIKE .
« SEAT STICKS: WHIPS; RIDING CROPS AND PARTS THEREOF .

G- HISCELLANEOUS :
« MUSICAL INSTRUMENTS, PARTS AND ACCESSORJES OF SUCH

ARTICLES.
» TOYS. GAMES, AND SPORTS EQUIPMENT. PARTS AND

' ACCESSORIES THEREOF .

. EXPLOSIVES. PYROTECHNIC PRODUCTS: MATCHES:
PYROPHORIC ALLOYS: CERTAIN COMBUSTIBLE
PREPARATIONS . ~

. HEADGEAR AND PARTS THEREOF .

. UMBRELLAS; WALKING STICKS . .

. PREPARED FEATHER AND DOWN AND ARTICLES MADE OF
FEATHERS OR OF DOWN; ARTIFICIAL FLOWERS. ARTICLES OF

HUMAN HAIR .
+ NATURAL OR CULTURAL PEARLS: PRECIOUS OR SEMI-PRECIOUS

STONES; PRECIOUS METALS; METALS CLAD WITH PRECIOUS METAL.

AND ARTICLES THEREOF; IMITATION JEWELRY: COINS .
« WORKS OF ART; COLLECTORS PIECES AND ANTIQUES .

NOTE:

A commodity iransaction may be eligible or ineligible for USAID financing based not

-
only on the nature of the commodity but also based on its source, end use, price,

supplier, etc... . Please see your participating bank or this office to discuss matters

concerning commodity eligibility .
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