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HERBERT WEINSTEIN

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

- 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.

- Responsible for legislation efforts for the fortification of wheat f101S and sugar,
in Peru, Ecuador, Honduras, Nicaragua, zambia and Bolivia. In this last
country, technical assistance was given to the adivities leading to enacting of a
comprehensive new Food law.

INDEPENDENT CONSULTANT.

1600 N. 0lIk st. SuiIIl725
A/IngIDn. VA 22209
Tel. 703 812 8513
Fu703 8129893

lHIIai HERBWEIN@aoLeom

- Participated in ASALT - QUALITY ASSURANCE WORKSHOPO - Atlanta,
Odober 96, where contributions relative to the private sector experience
were used as part of the final report. Adivities in this area continued ttlroust'
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 ControUQuality Assurance in
Fortification Processes@, using the milling school of ALIM - ESLAMO - as
focal point. It was finalized by implementing a regular course on QClQA and
fortification of flour that took place June 8 - 12, 1998. Spearheaded efforts in
organization, securing approvals and executing the project.

~ERlENCE

SEPT. 1998 - Present

Worldng on Projects for the University of Artcansas, SUSTAIN, MI (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.
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SEPT 1989 - JAN 1991 GRUPO QUAN (LARGEST ICE CREAM CO. IN MEXICO)

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

- Reorganized the Technical functions, streamlining and realigning
responsibilities in order to reduce personnel and improve efficiency

- Launched the annual new product line on time.

TECHNICAL DIRECTOR: Responsible for manufacturing, product development,
quality control, quality assurance, engineering, logistics including distribution and
purchasing.
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GENERAL FOODS CORPORATION. White Plains, NY

ANDERSON CLAYTON DE MEXICO
(UNILEVER ORGANIZATION)

-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 overall 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.

1991-1994

-Increased productiVity and reduced substantial 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.

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.

1972 - OCT.1989

MAR 19~ - OCT. 1996 INDEPENDENT CONSULTANT
LONG ISLAND UNIVERSITY - GRADUATE
MERCY COLLEGE - UNDERGRADUATE

Adjunct professor at the department(s) of business administration
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TECHNICAL VICE-PRESIDENT: General Foods de Mexico SA 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 govemment 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 line by $28OK in
two years.
-Developed and Implemented new quality assurance and vendor certification
programs which were adopted as models by the Mexican GoV8l1lm8lIl
-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 $2OOK in savings.
-Was responsible for the company's management in the absence of the General
Manager.

TECHNICAL DIRECTQR - Latin America & Wood Trade Division, 1981-1985
DIRECTOR OF TECHNICAL RESEARCH
Responsible for providing technical leadership to the research and operations f\n:tions
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 manufacI1n
powder beverages in five Latin American countries.
-Successfully launched Tang as a new product in Portugal, Yugoslavia and
Egypt.
-Obtained govemment 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)

SENIQR 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



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

PUBLICATIONS Original and review articles: Food Additives; New Products
Development Innovation in Foods; and many others of general

CONSULTANTING
PROJECTS Client information available upon request.

-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
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Mexico City, Mexico

TECHNICAL DIRECTOR Kibon SA, 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 resulted 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.

1966-1968 GRUPO AURRERA (now CIFRA GROUP)
NEW PROJECTS MANAGER
FOOD TECHNOLOGY MANAGER

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.



fROFESSIONAL AFFlLIATlQNS: Institute of Food Technologists: Councilor and
many committees; 1FT 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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EDUCATION

LANGUAGES:

interest related to the food industry.

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

Fluent in Spanish, English and Portuguese. Wor1dng knowledge of
French and German.



• September 12, 2000 @ 14:00
In the ALES Training Room, 12

P<?~~i.§~r~f3~L?th Floor

«@i11'if,,*",.
~~:

Dr, Herbert Weinstein

INSTRUCTOR
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REGISTRATION INFORMATION
EQUIPMENT PURCHASiNG

Title

6.gS1J.f.~§"""~M"m~m.""m

·Ilib~~~~~.~.;...~.~~.~:;.;;..~~~~.~~;.;;.;;.;.;.;.;~.~~~.~~;~.~~~:~~;.;~;';;';;'~~~~~;';;';;'~":«-.":*~:~:~~~".~"~,',' ,~,'.'~,'..

FAX

1;maH

ALES staff encowf.agu.s that atlend~B)$ pre~

reqisler .. Thuy HI-fly als(J fegiSh,'!f r-}(I·slte-. PltiaSfl
let w} hnvw if jDU plan tn~lt~~nd so Hv~t Viti Garl

plan appropliatmy-

There wHl be no registration fee for this program.
Registrants will receive a course notebook and
coffee break in the afternoon, pius a certificate
of participation when they submit their coul'$e
evaluation worksheets.

For further details, contact:
Agriculture Led Export Businesses (ALES)
12 Dokki Street
Dokkl, Cairo, EGYPT
TEL 202-348-0728/338-1445
FAX 202·348--0729

PURCHASING
EQ·UIPMENT:
TeCHNICAL &

ECONO,MIC
CONSIDERATIONS

A WORKSHOP
SPONSORED

BY THE
AGRICULTURE LED EX-PORT

BUSiNESSES PROJECT (ALES)
CAIROt EGYPT

USAlD Contract No, ~264

.. September 12, 2000 at 14:00
in the ALEB Trai,ning·Room
5th Floor, 12 Dokki street



~

_"0"" _'I" IIill'C"" _ml', _, _, _,' _' _, ."" .'Ill: .'0, ~~'"'''' -"'1 -, ,'" ..... _c" -",,' .. -,
", ". ~" " " t1. 1.1," • .. llIl', -.." ..;" _iWWii;, ."" .,~ ~; ~, •.:_"._.. ,~!

\""01..~I';;"'.!~~"
/<,

,,':f"'W,.t:' ~~,_,''"'_~_,~~_, .~~,,~,_ "N " __,,,....~_.._~__,,,,, .. , , ."' ,_ " " ",... .-

11 . Q? t .. J .. ;$lJ .1',, __ 1 J :I!! . • l_~·& 'eM w·········..······-··············,,·········w "¢y"MM:%:'

"THE BITTERNESS OF
POOR QUALITY LASTS

LONG AFTER THE
~~ ~WEETNESS OF LOW

~

~ Al ~RICE IS GONE!"
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PURCHASING EQUIPMENT
Technical and Economic

ConI&:,.
>"',~,; ..,f....

................. 0.-----

PURe.
·····:··,,"Xx':i':'::<:~~~~.'Si ~:\.

• DEFINITION: _....:..;;;-
- To obllin for _ or by ..,.......

- To obllin". ClllIl. "'--"or........
-To 8CqIiN bym_ ....
-....or.........

- The lICl of~

c.ERENCE lHATSHOU.D IE ex» tB'1ED:·..........,,.......NEW
II 2 • 5 Roo•...........ID,....... _pilceGf
.. os ......

~]

.. DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL 1
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EXAMPLE:

Chewing Gum Plant S-U,SP·EhzI

:."
. ... ". :.;.,...:,;,:.:,,,;~;.::::::;:;:<::::::::::::::=:::::=::;:::~;:M.:::i::f:~·

ABo, how does Ih. company's 80CCXlnting system
calculates depreciation. needs conskieration.

NEWINSTAl,.··

NEWINSTAL"~

BASIC CONSIDERATION:

The equip,.nt is ONtY a portion of the tolal
inve&tmenl, and as such it requires special
assessment of ita purchasing impact, as part
of a larger - total - investment peckage,

NEW PLANT - OLD EQ•.•·•.... . ... ··""""j;i;:k,-,
In these C8S8&, evalullting the "real coSts- of a total
investment might b8 inAJenced by "booIc value" and
"'transfer costs- of the assets.

NEW EQUIPMENT UNE:

Different need8 arise 'Nhen inslaJlng a COMPLETE NEW
UNE In an existing fllCllly.

- Space • Phy8ICIIl ndudlnt waNIlouMllg

• Services and Facilities - Energy, personnel,
deiYery, ele.

E~LE:

CatalJp Une in 8 Margarine pllnt ........ CIty

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL
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~~:r~~:'s~.~.~.~I~:,I.:~,~ll;~.
BECAUSE THEY ALL COST MONEYI

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

Many other costs impact on what a new

:~:J!g~~~r~~:::::":~.
Depreciation
Cost of maintenance - repairs
Cost of util~ies
SCrap valuelprlce

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

:~:DE::.~:,:,~:' ..",."",;;,,;.
a decrease In value of property through ......r,
deterioration,or Db&oIescence; and b} the
8Ibwance lT8de for this in book·keeplng,
accounlWlg, etc.

Piss. nole tt1at"'the albwence-can be tegUlated by
growmment 8S weiss bycompanypolicy.

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL
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HOW MUCH TIME IS THE (NEW or
OLD) EQUIPMENT GOING TO lAST?

HOW EFFICIENTlY WIll IT FUNCTION
WHILE IT lASTS?

TaK+IIN+C+NR-T- _

K- _ ..•

I-It.....'•• ""' __
N-Ulo _ <w-ol
C-__ClIIIaI__

NR-.......... tar ....... _ iU"''''=_

• DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL 5



N '" Sq. root 350 00011 833:11 13.85 years

Example:
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tfwe use the doate dTidN" 0 to find the
MINIMUM USEFUL LIFE SPAN,

Aprodudion Ina has an Inilal COlt of $ 350 000
and the INCREASE il annual repair and
mailtenanee coet i. $ 1 833. thus

N '" \Ji5O 00011 833.13.15 y.rt

Consider INVENTQRYCOST 0' !pIC! parts .

example:

A produdion lne has an IniUsl cost or S 350000
and the INCREASE In annual repair and
maintenance cost is S 1 833. thus

tfwe use the derivate dT/dN. 0 to find the
MINIMUM USEFUL LIFE SPAN, 'hen . "'.'.'<..

.~:;~~:;;,;:~:,,:,':M~.

Cost of Maintenance and.f.
Theae COlIs ,~~:~~>;;~:,==:t;:;:ll;:· ..
what they are: '. ':::::::~....':.

ExoeriBDC!

from previoua aNnenshii of such equipment

""'Of .......
supplier (manllfadurers)

guarantees (warranlees-wrillen)

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL
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ITIMY IE AWltOL£ NEW PlANT;" •.
'''.'

UNE ORJUSTONEPECE.IUT ...

_ DO WE__GOOD. OUR

W.E8iMENT?
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I DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL
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...................•................. ".."..,..""..'.'1'.~.,.•..•••.i.'
Experience is u&8ful, but the Supplie"~ .....:.
of the equipment should SPECIFY thistieSd ....,.....

SpecificaUons of equipment that do not show th..
needs are not adequate and should not be accepted.

A supplier Ihoukf be able to guarantee the
operational ranges of equipment they sel or supply.

11Ie ViMge 01 utMIH.tJ • monIfI~ buill c.n be wed as a
~me" to jIIdge ptDpW' petfOmI8IIC8 of"'. eq4ItJ_nt

Transportatjon costa should be negotia1ed from the
very beginning -If at aR possible make them be FOB
your location.

Scrap vaIU.",.
;.-.. :: :: ;:: .:::::',,::::::::,:,:::.,,:,:::;:,:::::;:::;:;:::,',:,:;::::~::=:'~::x:~.,::::::3·iI~;_ .

Even though thilihouid be 11"*,01' .. ':":'.;:.

dHiaIon rreldng process. iI is wise to be aware of
the possbAIie5 thai you hlW. at the end of the
usage period of the equipment.

Is It one ~ II kind? - no further use
Can it be refurbished?
Can It be u88d in II different process once

modified?
Can it be u88d for spare paris?
Etc" Etc,

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL
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BUT. JudlIo ........-?

PRICE-.YSIS

COST-'YSIS

GUIDELINES FOR EVALUATING

SU,!~~
... :_::::.:::,::",:_~:::_:~::~::::::~::::,;::::.;:;:;:~-~

VALUE-..YSIS

Wo'M1iii'Tfil"' .
........ aur ?'~·-·

......... _GGfl II ...,..·haw
___,...,gaiIlglo poyforo ..... oil

.. \ iiWtl ...I
I
I
I
I
I
I
I
I

VALUE

carac .. 'tb • n

AppIodIll........... Ii .'__10_..._ ...
........ _ .....fp L

9

c " ..poiIllo_ ......,__...,

oil .........
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PURCHASE A•.·'.. ...

". .""""""""";""""""'''''''H'''''"i~:i::;,"·: .
Detennlnes the llKlI&Onable "reBr ma'~:~Hc; for
the equipment that delivers what ha. been
designed and specified.

Referred as the "target price-; assists the buyer In
....8C1Ively evaluating supplier pricea: .Iao defines
what can reasonably b. expected to be paid
for the designed and specifted equipment.

Cunant pric:es of almlar equipment
Current competftion
PrevkNlS prtces paid
PrIcO>g Irend.
DesIgn and manufaduring pi' CII." for the equipment
Etc.

Utiiz_ a revklw lind breakdown 01 C:DIts to
evaluate the 80CUnICJ end l'8asonablenesa of the
specific elements of those costs used in IISIab6shing
• fair price for the -equipmenl to be acquired",

Infotmatlon Is .sualydltllcuJllO como by, but Is
/he bestnegoflatlng fNOUlCfI •..

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL
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; CDIta __ ..,.__.-be............... ,......., _ -
.... I tiIecIIiM NOT,.._.-.

ONLY READY10BEGIN

NE00IIA1ICI'ISl

-EVERYTHING IS NEGOTIABLE"

....-

Reality Check:._.....,...

new equip ,.t,...,. be. w •

......... ," ....... 01' .,-_1
lla....., ...OPERAlIVE '5 ", I...._...
_1NlI_NS. PIJRCItilSIIlG
~BE INVCI.VEDFROM1)£
VERVE NNO..

DR. HERBERT \/\/EINSTEIN, \/\/EINSl:EIN CONSULTING INTERNATIONAL 11



Pank:lpato actively in designing the EQUIPMENT
SPECIFICAl10NS and prepare the pc.lrchasing orders
with the assistance of technical personnel. (Ust '/OfR
apecllt:aIJDn.. do not copy thfr 0fJ..HIlt by the s//fJlJliN).

Tbe purchase order should be as speciIIc as poasI:».,
lnc::tuding need for drawings. how will changes (during
manufacturing) be agreed to, frequency of visits to
review advancement in the production of the equipment.
deivery time and penaltiee. etc.

AJoo. the puroh-u order ahould spec:iIy Ihingo

::;:::;:.::~::-
Guarantee for the supply of iIfJ'lr8 parls,if

possible, at cel1ain pricea. for certail periods oftlme.

""'Ich Items - for I"proper functioning of the
equipment - wiI be supplied by' the buyer, i... power
JInes, con&truction BUPPorts, water &ouren, .te.

HOW ARE WE GOING TO EVALUATE
OUR INVESTMENT?

We have to assess its RETURNI

DR. HERBERT WEINSTEIN, WEINSTEIN CONSULTING INTERNATIONAL
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BEST RETURN ON INVESTMENT.
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Investment Appraisal
A. Introduction

TIME VALUE OF MONEY

In particular it ia important that decisions involving aubatantiallnvastmant d funds

ara based on financial data which objactivaly compara the best estimal8a of the

coata and benaIits which rasult from tha various invastmanl IJRlIlClSlIIe put forwwd
- - -------- .-

for considaration.

Inevitably an organization's ability to undartake CAPITAlINVESTMENT

will be constrained by tha availability (or acarcily) offundll.

Various techniquas have bean devaloped to asaIst daclllOll makala

to rank competing projeclB In thalr ralatlve order d fillllna.J

atIrlIctiv_.

Informed decisions can then be mads which tab account d the mole

Intangible fedonI, auch as risk and senelllviIy to verlatione in

the underlying assumptions. which will form the commercial rran-tr.

d the Invastmant propoeal.

In particular projeclB ara only Hkaly to be eccapted If they

provide an adequate RATE OF RETURN unleea there are aubatantial

environmental or lIlnItegic benefttl.

1



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 evaluation or an investment proposal ~ 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 following examples it will become very dear

that the cash impact of a project is vitally more important than

its accounting treatment.

~
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It cannot be str.-ed stroniW e/lOll(/h Ih8t in poJec:t epprlliselthe

major emphasis must be placed on the capital outlay, i.e. the c:aeh

outftow, ( costs borne bV the Investing organization), as opposed to

the depreciation charge in the Financial Aa:ounts

In the evaluation of an Invastrnant proposal it is vital that the true

costs and beneIitB of the proposal are IdentifiBC1

The captal outlay gives rise to financing costs, Wher_ the

Depreciation Is marely a mechanism for BPfBacing th8 cost of a

CAPITAl ASSET over its U8efu1lif8ln acoordance~ IhB

MATCHING concept which underlies financial accounting Depreciation

is NOT a relevant cost for Inveslmenl decision making purpoees.

Relevent COS1IIsre thoee which arise from the decision to under1ake

s project compared to the comparelivBiy 1_ risky, but BIwsys

svalable OIltion, of doing nothing. In many Investmem propo8lIIa

it is the identillcation of relev8lll costs which is the mllBt

<ilIicuII part of the proposal preparation.

Let'a take a cIoeer look at this bV considering a number of questiona rell11ing

to a company caled Machine Umiled.

J



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 ofthe

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) utilize 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 evaluation is the

$5,000 cash inflow effectively forgone in doing the project

~
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Now, if the existing machine _ not Ide and colJld be UMd CO pnlduce

goods giving riBeCO a profit of $8,000, sho~d the company:

(a) UtiliZe the existing machine

(b) sell the old machine and purch_ the MW machine for the project?

Vee. the answer iI (a) .. the profit forgone it sliIll_ than tha

coat ofa new machine. The coat CO be UMd in project evaJualion Is now

$8,000, the OPPORTUNITYCOSTaIIectivaly fo!gone in dalng the projed.

The concept or OPPORTUNITY COSTiI one which haeCO be considered

frequently in inveetmenl appraisal where epeciIh: resources are SC8rat.

The true coat of lIle existing machine is not ila BOOK VALUE or ila

REPLACEIIENT COSTbut tha coat or not U81ng It 10 produce profiIa

elsewhera. Notice that the BOOK VALUE of the existing machine it

irrelevant 10 the -mn.

If it Ia _urnad thai the exIsling machine had an expected Ife or four years
When purchaaed and has been depreciated CO give a bookvalue or $10,000,

than It would be n-.ry for a book an1Jy CO be made 10 write off any

furlher alllOW1l if It _eCO be sold It below \hit llgure.

The need for this book en1Jy ahouId not have any Impec:l on the correct

decision which should be beaad purely on caah 110M. lIahoWd be noli8d that

management wII need CO be _re \hit tha book en1Jy wit be retlecteel in

the prolit and 1_ account .. a lose ariaIng from the Wliting down or the

value or tha machine.

5



C.Payback
Year Project A Project B

1 1,000 5,000

Consider these two mutually exclusive 2 2,000 4,000

projects. 3 3,000 2,000

4 4,000 2,000

Both have an initial capital outlay 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 highertotal cash inflow,

whereas 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 simplest ~ merely answers the question "How soon will the original

Investment money be recovered?" In the case of Project A ~ will take 4 years;

Project B - 2.5 years. B is therefore to be preferred since the initial capital outlay

is recovered more quickly.

The PAYBACK METHOD, by virtue of its simpli~, does have some

weaknesses, namely; ~ does not effectively take Into account risk and inflation

and ~ ignores cash-flows beyond the payback period.

For these reasons it cannot lead 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 e y...... time?

The answer ou~to be "Now" _ you could inv88t$100 malcingit-ut

more or pay a debl8llVing intal88t

However, if the question had been cllfarant otferlng $110 In a y...... time

you might begin to hava a few more doubls.

You accept the money now if you can use it during the coming year to m....

or save yourselfBt Ieaat 10%. So, given lhatyou can make 10%, $1101n a

yea~s time i. worth the same _ $100 now.

This concept of PRESENT VALUE Ie cen1raI to the cIKounting 18Chnlque

whim underpins the concept ofDISCOUNTED CASH FlOW

Given $100 nowla the nrne .. $110 In a V..,.. lime Iflhe ooet otcapiml ill

10% • what would you accept NOWinstead 01 $1 00 in a yea"" lima?

I would accept $ _

The ...-ria 91, caleulalledfrom the.um 100 x ,00",0 =91

The praeent vatue can be checked beck by adding 10% to ita VlIIue.

Thai is:

91 + (91 x 101100) = 100.1 or appraxImataly 100

7



In order to calculate the present value of $1 in two yea~s time you simply multiply

again by the factor 1001110. This gives the value - $0.83.

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

YEAR Discount Factor @ 20%

0 (TODAY) 1.0000

1 (1 x 1001120) 0.8333

2 (0.8333 x 100/120) 0.6944

3 (0.6944 x 100/120) 0.5787

4 (0.5787 x 100/120) 0.4823

5 (0.4823 x 100/120) 0.4019

Here we have a valuable method for converting 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 petfect 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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The figuree above wara used earlier and were for two mutu8lly

exclusive projects eaell involving a capllal outlay of$10,ooo.

Discounting lets us convert th_ future amounlB lID their preeant

values by applying the relevant cI8count ratII based on the company's

own cost 01 capital.

u
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E. Discounted Cash Flow
Vear

1

Let's now _ how the pr_nt velue 2

concept can be epplied to buBineaa 3

decisions. One 01 the problema when 4

examining the meritll of an invaatment 5

is to know whether the fulura money Tolal

aamed will justify the outlay.

Project A
1,000

2,000

3,000

4,000

5,000

15,000

Project B

5,000

4,000

2,000

2,000

1,000

14,000

I
I
I
I
1
I

Conelder project A The cash lIow

by year is 88 follows:

Vear Project A

0 -10000

1 + 1000

2 +2000

3 +3000

4 +4000

5 +5000

Net Caah Row + 5000

Vear Project A Project B

1 1,000 5,000

2 2,000 4,000

3 3,000 2,000

4 4,000 2,000

5 5,000 1,000

Total 15,000 14,000

9



Year Project A 10% Discount Factors

0 ·10000 1.0000

1 + 1000 0.9091

2 +2000 0.8264

3 + 3000 0.7513

4 + 4000 0.6830

5 + SOOO 0.6209

Net Cash Flow + 5000

Year Project A Project B

1 1,000 5,000

So, by now multiplying the cash flow 2 2,000 4,000

for each year by the discountfactor 3 3,000 2,000

you get the following present values 4 4,000 2,000

for each year and the resulting net 5 5,000 1,000

present value for the project: Total 15,000 14,000

Year Project A 10% Discount Factors Present Value

0 ·10000 1.0000 - 10000

1 + 1000 0.9091 + 909

2 + 2000 0.8264 + 1652

3 + 3000 0.7513 + 2254

4 + 4000 0.6830 + 2732

5 + 5000 0.6209 + 3104

Net Cash Flow + 5000 Net Present Value + 651

Working on a 10% interest rate, the

discount factors are:

Year Project A Project B

1 1,000 5,000

2 2,000 4,000

3 3,000 2,000

4 4,000 2,000

5 5,000 1,000

Total 15,000 14,000
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Year Project A 10% Discount FactoI8 Preaant Value

0 -10000 1.0000 -10000

1 + 10lKl 0.9091 + 909

2 + 20lKl 0.8264 + 1652

3 + 30lKl 0.7513 + 2254

4 + 4OCM) 0.6830 + 2732

5 + 50lKl 0.6209 + 3104

Net Ceah Flow + 50lKl Net Prwert Value + 651

I
I
I
I
I
I
I
I

Year 0 is used to repreaent \od8y'8

cesh ftOWll which ere convllfled et

1.0000 since they are elready In

locIay's terms,

Year Project A Project B

1 1,OlKl 5,OCM)

2 2,OlKl 4,OCM)

3 3,OCM) 2,OCM)

4 4,OlKl 2,OCM)

5 5,OCM) 1,OCM)

Total 15,OCM) 14,OlKl

II

+ 651

Pr_ntValue

-10000

+ 909

+ 1652

+ 2254

Year Project A Project B

1 1,OCM) 5,OCM)

2 2,OCM) 4,OCM)

3 3,OlKl 2,OCM)

4 4,OlKl 2,0CM)

5 5,000 1,OCM)

T_ 15,000 14,000

+ 2732

+ 3104

Net PreaenI Value

So, the reeult of the calculations

ehOWllthetet a cI8count rate of 10%

the project is viable _ $10,651 ill

received On pr-.nt value lerma)

from an ,....-af'10,OCM)~~

a poeitiYe pr_ntvalue af$651.

Year Project A 10% D1acountF_

o -10000 1.0000

1 + 10lKl 0.9091

2 + 20lKl 0.8264

3 + 30lKl 0.7513

4 + 4OCM) 0.6830

5 + 50lKl 0.6209

Net Caah Flow + 50lKl

;
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Year Project ,~ Project B

1,000 5000

Lefs now carry aut the sa,."e 2 2,000 4 000

calculations far Project B ,( ~rde' 3 3000 2000

to find the Net Present Value. 4 4,000 2000

5 5,000 1.000

Total 15,000 14,000

Year Project A 1(1'% PlsC!!U rnt FIctI>fs Present Value

0 -10()()(} 10000 . 10000

1 + 1000 a9091 + 909

2 + 2000 08264 + 1652

3 + 3000 07513 + 2254

4 +4000 06830 + 2732

5 +5000 1)5209 + 3104

Net Cash Flow + 5000 Net Present Value + 651

E. Discounted Cash Flow

a
J
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I
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Year Project A Project B

1 1,000 5,000

2 2,000 4,000

3 3,000 2,000

4 4,000 2,000

5 5,000 1,000

Total 15,000 14,000

Present Value

- 10000

+ 4545

+ 3306

+ 1503

+ 1366

+ 621

Net Present Value + 1341

10% Discount Factors

1.0000

0.9091

08264

0.7513

0.6830

0.6209

This project is also viable and with

a higher present value than project A

despite the fact that tt has a lower

cash flow before discounting. This is

as a result of tts better earlier

years being given more weight.

Vear Project B

o -10000

1 +5000

2 + 4000

3 + 2000

4 + 2000

5 + 1000

Net Cash Flow + 4000



I
I

I
I
I
I
I
I
I
,I
I

I
1
I
I

- ,
•

Year ProjeclA Project B

1 1,000 5,000

Project A auffered in that i1lI 2 2,000 4,000

bellsr years were later and 80 have 3 3,000 2,000

lower preaant value. Thia is • it 4 4,000 2,000

should be - the longer you have to 5 5,000 1,000

wait the 1_the money is worth in Tolal 15,000 14,000

today'll term..

Year ProjectB 10% Diaoount Factors Pr_Value

0 ·10000 1.0000 -10000

1 + 5000 0.9091 + 4545

2 +4000 0.8264 + 3306

3 +2000 0.7513 + 1503

4 +2000 0.6830 + 1366

5 + 1000 0.8209 + 821

Net Cesh Row + 4000 Net Preaent Value + 1341

Year Project A Project B

1 1,000 5,000

lMthout dsoounling it would have 2 2,000 4,000

been impoeeillle to know: 3 3,000 2,000

(a) it either inveetmenl wee viable; 4 4,000 2,000

fb) which wee the batler way of 5 5,000 1,000

inveeting the $10,000 availeble. Total 15,000 14,000

Year ProjectB 10% Diaoount Fac:tora Pr_IllValue

0 -10000 1.0000 -10000

1 +5000 0.9091 + 4S45

2 +4000 0.8264 + 33116

3 +2000 0.7513 + 1503

4 +2000 0.6830 + 1388

5 + 1000 0.8209 + 821

Nat Cesh Row + 4000 Net Preaenl Value + 1341

/3



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

is compared, for instance, to the degree of risk involved.

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

just seen, at an assumed cost of capital. It ~ves a "go/no go·

decision on a project.

Yea, Project A Project B

1 1,000 5,000

The,e are 3 different methods of 2 2,000 4,000

Discounted Cash Flow evaluation: 3 3,000 2,000

4 4,000 2,000

1. Net Present Value (or NPV) 5 5,000 1,000

Total 15,000 14,000

Year Project B 10% Discount Factors Present Value

0 -10000 1.0000 - 10000

1 + 5000 0.9091 + 4545

2 + 4000 0.8264 + 3306

3 + 2000 0.7513 + 1503

4 +2000 0.6830 + 1366

5 + 1000 0.6209 + 621

Net Cash Flow + 4000 Net Present Value + 1341
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Year Project A Project B

1 1,000 5,000

2 2,000 4,000

3 3,000 2,000

4 4,000 2,000

5 5,000 1,000

Total 15,000 14,000

Note l!lal it'l!lis exercise we chOU

a rate of 'hcounb ng of 10%. Had

the value been different, both

projects wc,uld have .'>Own different

results.



come in y.ar 4. This tim. m••ur. migIIt be perticUerty important to a

$646 i. needed in year 4 to recover the inv-.nteo break even would

pfOject involving high risk, ~lIIy a "BUdden death" one.

3. DCF Rate of Return

1S

- 10000

+~

+ 5455

+ 3306

+ 2149

+ 1503

+ 646

Inv-.nt

Year 1 Pres.nt Value

I~ng

V• ., 2 Present Value

'ellYing

Vear 3 Present Velue

lelIVing

Lel'1l alar! by tailing a look at1he figu_ for Prajed B again. this tima
compering the pf88ent veluea of each y.... cash lIow and 1he reNting net

pfIIlMln! value for cl8COUnl 181M of 10% 8nd 20%.

Thia third method Is pfObellly the moat common form d DCF 8VlIIuation

and is wldely uead within the food industry. It lnvolvee apf_dlrial

and .rrDr to find the rate which wli bring the net pf_nt velue 10 zero.

i.•.• wheAl $10.000 pf_nt value will be recoveted to axaclly cancel out

1hlIl amount d Iri1IeI outIIy.

2. Discounted Payback

This method involves the celcUlIlion

of the TIME taken to break ev.n In

pfes.nt value 1Ilnns. If we coll8ider

the figures from pfojec:t B. we get
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Year Cash Aow 10.0% OF Pres Val. 20.0 ." OF Pres.Val.

0 10000 10000 -10000 10000 -10000

1 5000 o llOll1 4545 0.8333 4167

2 4000 08264 3306 0.6944 2778

3 2000 0.7513 1503 0.5787 1157

4 2000 06130 1366 04823 965

5 1000 06209 621 04019 402

Net Present Value 1341 -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 Cash FlOW 15.6 %OF Pres.Val. 15.9%DF PresVal.

0 -10000 1.0000 -10000 1.0000 -10000

1 5000 08562 4281 0.8554 4277

2 4000 0.7330 2932 0.7318 2927

3 2000 0.6276 1255 0.6250 1252

4 2000 0.5373 1075 0.5355 1071

5 1000 0.4600 460 0.4581 458

Net Present Value 3 -15

As you can see from these figures, the DCF Rate of Return is close to 16.6%;

or 17% if you round the answer the answer to the nearest whole number.

SO, EVEN IF YOU BORROWED THE MONEY AT 17% YOU WOULD STILL
BREAK EVEN. THEREFORE YOU MUST BE MAKING 17% (BEFORE
INTEREST) ON THE PROJECT
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The DCF Rate of Retum or to give it i1B other common name. the DCF Yield,

is a very useful tool for:

- comparison of projedll

measurement of the risk in reaped of both the

project itaelt and the future cost of capital.

It is important to note that a higher rate would be r8qUlred from risky projects in

order to compensata for the higher level of risk.

Discounted Cash Flow is not a panacea whlch will malcll invastment dIIcisIons

neeesaarily more e1fective. It is merely a good, convenient way of llXpr-.ing

the finencial aspects of the decision by accounting for the time ""'ue d mOlltlY.

REMEMBER: the answers it produces are only .. good 88 the belie

8lI8lIlII1llione which are fed In.

"IS VJTAL THATONLYRELEVANTCASHFLOWS ARISINGFROfI THE

PROJECTARE CONSIDERED. The deciaIon must be taken on true cash

Inllows and outllows arising from the project, i.e only changaa 88 a result d the

decision to underl81c11 the project should be Included In the caIcuIaIlon.

FinallY. one pertlcularly lM8fU refinernant to thaae DCF measures is the ... d

SENSmVlTY ANALYSIS. TJia InvolY_the tasting of criIiclII_umptiOM e.g.,

how would the various measurea be effected by a change in eaIeS or costleY•.

17
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F. Sensitivity Analysis

Discounled Cash Row is only aa good aa the assumptions buiK inlo Ihe cash

flows on which it is calculated'

thus theee assumplione shoUd be realistic.

As a mailer of COUIM, whenw« ~ible alternative outcomes based

on changes in the undelfying ilSSUmptionS should always be evaluated.

This is where SENSITIVITY ANAlYSlS comes in; an approach to planning

which ties in well wi1h DeE it involvaa saying: What if?

What if the costs are higher than _umed?

What if the lite it; 4 end not 5 years?

What if prices are lower than assumed?

Sensitivity Analysis should be applied to all the key variables of a project - price,

volume, capital coa~ revenue cost, life, tax rale, etc. il enables the key elements

of risk to be identified so that the most sensitive assumptions can be reassessed.

Example:

A project has a DCF Rate of Raturn of 20%. Future analysis might show that

- A 2% decrease in the price assumption would caus. the DCF Rate of

Return to reduce to (say) 15%, and

- A 5% increase in the material coat 888umption would cause the

DCF Rate of Raturn to reduca to (say) 8%.

The assumptions about price and material COIls would need to be checked

carefully. The sensitivity of the project to theee assumptions could be a reason

for management being more cautious about giving the go-aheed.
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Though sensitivity calculations can be done manulllly. tt can be a long prllc.e

and the use of computar faci6tiee make such evlllualions much ....er_ TIley lIIso

enable the calculation of multiple eemoitivities - combinations of COllI, price, volume

888Umplione for example.

It is important that the resullls of sensitivity analyeie be induded .. pert of the

investment proposal. Thill is perticUarly usefUl when a number of projeds are

being evllluated. Decision mak818 can evaluate the sensitivity of a portfolio of

projecls to particular rieke - e.g. Foreign exchange movementll. This may make

certain combinations of projects more allnIctiva perticularly wIlerethere are

projecls which show a better ralum under the 88me concilions which would

cause the retum for other projects to_n.

19
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PURCHASING. TRANSPORTATION. AND D1STR1BUTJOl'\

TOP MANAGEMENT'S VIEWPOINT ON PURCHASING

The industrial purdluing function has e.olved Ihrough _y ph-. sina the
lUnI of the ceRlU.,. Two~rwa.... a Jong-u:nn depi . "'. and a number 01
business .e<asioclS and booms ha"" all made their imJl"Cl on the purchasin!
function and changed the manner in which it is pe. fur wed in the induauial busi
...,. world. The role of the purchasing individual roday is tIw of.......... RO'

agenL Whether the IIJaII:lger opentel effectnely in this DeW role depends pri.
mariIy on four facio...: management's attiwde toInlId and orpnizationaI ac.
knowledgment of the purdluing function; ability 10 IIJaII:lge a .......... rdatioD·
ship with supplie...; effectiveness in interacting with ocher1i.-moJ aras wilhir
the company; and ability 10 staff. organi..,. and develop effectne purdIuing per·
sonnel.

HialDrical OeftIGpaaeat of I'oarebasiDc
The responsibiIitie of the industrial purchasing people and their role in com
pany operations ha"" changed gready over the past 50 )'QIS- In the early days
the owner or chief '""""'ti"" of the company ga>eraIly bondIed important pur
chases. This may still be true roday in many comPanies where a purdwed ra.
material or product represents. to a large extent. the IinaI prod_ sold In tho
customer. The growth of business during the early 1900s craduaBy fCllUd man
..ment 10 delegate lOme of the buying of key goods and commoclitia to tho
purdwing department. It wu a slow and oeJec:moe procao. bo......,r. bea....
growth was minimal at best. particularly during the Dept . 0' of the 1950s.

T1te~ "...,..,.

In the early industrial organizatioD. the purchasing fuN1ion was not generall:
coruidered part of the internal operations of the company. The term "agal...
commonly used as the tide of the top purchasing person. signiIied an individua
who served the company as liaison with the supplier. The company made it
plans, generated i.. rcquiremenlS, and turned over 10 the "8'"Rt the liltofitems t.
be purdwed outside the company which were needed to IUpport(w -setYice-
the term generaDy applied 10 purchasing's operatioDsl the iatemol opeiatioDs 0

the company.
The World War II period saw the lint major c:lsaDae in the role of the indUf

trial purchaser. Shortages. priorities, rated orde.... and reIalI:d IIIlIIIaI made th
job ofdealing with suppliers a highly complex one. PIndsasiag~ beam
important. if only for their ability to ICOUr the country for raw -.iaIs ....
parts 10 meet the company's production lChedule. "Coot- was a word tIw .....
temporarily erased from the company's vocabulary. If pun:hasins indiYidual
cou1d get what ... needed-aial_ any price-the1 had. in _ caoes, don
their job 10 the satisfactioD of~L

The end of the war did not change the situation to any great exII!IIL A -.
somer market thai had cone without goods and seni<a for me yean was eage

.....~
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to buy and had the """"'Y to do JO. "The purchasing individual mntinual to br
viewed primarily as a developer of_rca ofsupply. and the word -QlOt" tontin·
ucd 10 br heard but IOldom. A oouplr of minor downtu..... in business did not
chanF the en¥ironment appreciably. and the Ko""", oonfticr. in the carly 1950s
merely brought bae~ most of the .....naga. priorUes. and other ind-nat tr0u

bles of World War II.
During this ""ti..., period. the tedtniqllCS and .apoo.....1jrjes of purchasing in·

dividuals changod .ery little. Their aaiwities fairly wdI rdIoauI the title of
"agent" ("one who rep...,.."U lIOIJIeOIJe ebeN) and the definition of the word
"pun:has!!>g" ("exchanging money for goods"). Someone • told them what to
buy. bow much to buy, and when to ba.e it ddMeml. In~. both they and
their management...,..., satisfied to Iea.e tbiDp Ibis way. "The purthouingactivity.
sitting in the a>mer and ltandIing paper. was~amsideredas a no ry
o.erhc:ad by management, while the manufactUring individual and the mP-r
thought of it as a function to br bypassed ..henc:ver poooible.

C..,~

"The lint indicalion of a chanF in the role of the industrial putdwing penon
brgan in the recessionary period which. for many ind.-ial <OIICft11l, began in
1957 and extended through 1962. For the lint time sintt the 193Os, IIIaI1lIlI'"'
menl became ..,riouoIy COD<leJ'Ded with COOL Profit DtaJ1IiDshepn to shrink in the
highly competitive marketplace as~ found~ for the lint time
in many yean. in the driYer', _L Management _ began to seriously ."pIo...,
ways of reducing the costs of production. In 10 doing, it l>aatne aware that the
purchased mn_ ofa product ...,p...,.."ted, in _ cuos. alleast 50 peroont of
the total product cost. A quick iinariciaI look at the alOIputy', business easily
showed that $1 saved in the pun:based QlOt would Ita.e the same dfect on profit
as a $10 or possible $15 inCl"l"U< io saIea. It-.n became appatent that the pur·
chased a>ntent of the product was ¥irgin trrrilOry for aMI reduction ifOM know
how to exploit it.

Iff rdittf~
Tbr enlightened purchasing agents reacted to tbr ......,"""F of... ~uction

and began to exputd their tUpolUibilitirs and deodop o:duIilJu"s which would
lead tbrm away from being an agent for tbr <omputy and make them tnarJatI'<I'S
of ouuide bwiness ...,latioosbips. "The chanF from agent In tnattaI"" did not
come eaJily. "The mortalily rate was high. A otudy of the ...... and women ap
pointed 10 top indllJlrial purchasingjolJo during this period would prnbably show
that at least half of them had nonpulCbasing backgrounds. Just what did this
chanF from agent to manaFr entail? fi.... it requi~ recx>gnition on the part of
company management that the purchasing ftutaion, beet_ of its tremendous
impact on <XlOt. had 10 become an integnl partofthe COIIIputy'S op....tion.. Onc:e
this had oa:urred. the purchasing individual was asUd to aa:q>t the resp0nsibil
ity for managing the total rdationship with supplien-a rc:spotISibiIit which in·
cluded far Il1O..., than just "exchanging money for p><>ds" and which, ifdfectMly
implemen...... would assist tbr computy in moeting ill bun-~ Sec·
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5-6 PURCHASING. TRANSPORTATION, AND D1STRIBUTlO~'1

ond. IM change from agent to manager required the recognition and acceptan""
of this ...... role by the pUTChasing people themselves.

Many companies in recent years have recognized the importance of the p~
chasing function within the company's total operations and have taken varia:
steps. organizational and otherwise. to indicate their recognition. Although tit
new attitude has cU3ted an environment in which purchasing can operate more
efftctively, the primary responsibility for the implementation of the manager; .~

role must fall directly upon the purchasing man or woman. J

IThe Pun:buing Organization

~F....m-

To fill mis role, the pUTChasing manager has to place particular emphasis uooi1
two arcal. First, it iii essential to develop proper suplXtrt to purchasing f;JI
other fuaetions, such as engineering. quality control, and production control,
whK:h havf': an impact on buying decisions. The directing of all of these functioi
including purchasing, toward rht support of the buying relationship represent""
relatively MW functional concept (originally introduced in government buyi
called procurement. Procurement expands the role of working with suppliers
from ont ofmerely exchanging money for goods (0 one of total responsibility ~','

acquiring goods. Second, it is necessary to develop a purchasing organizatiii
equipped with the skills and experience required to perform the purchasing re
sponsibilities at a high level of excellence.

I

In order to balance more effectively the many functions which affect the bUYI·
relationship and assure their continuing support, companies should consi
combining them organizationallY' to form a purchasing function. The functi
generally induded are manufacturing engineering (known as procurement engi
neering when it is related strictly to purchasing requirements), production CI
trol, quality assurance (not receiving and inspection in many instances, howev •
traffic, financial analysis, and estimating.

Although managemem opinion generally agrees that all these functions must
playa part in the supplier relationship, disagreement exists as to whether tl
should be grouped together organizationally 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, outside both purcl
ing and manufacturing, and providing services to both areas as required. Ex 
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. UsuallyI
manufacturing group's requirements are met first. This is only to be expect ,
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 oftenI
S<JIved if the manufacturing engineering manager fully accepts his or her con .
uing responsibilities to suppliers as well as to in-house functions and distribu es
personnel resources accordingly.

I
I



RESPONSRILITY AND AUTHORITY OF THE
PURCHASING DEPARTMENT

Consider the: situation of the: manager ofa large indtlSlrial manufaauring com
pany which produces a variery of products. As a profit-oric:nred business man
ager. he or she """'lfDi"" that purchasing a>mmitments control a significant
proportion of the: IOtaI operating budget; 50 pc:rcc:nt of the production costs are
for purchased mate:rials and services. Funhc:rmore. unplanned changes in the:
cost of purchased items could dramatically affect the: budget. No lack ofcontrol
or of information on the status of purd>ased materials COIlS or on progress ac
c:nmplished against Iong·range plans can be: toIc:rate:d. In fact. more: and better
controls and information are needc:d.

n.c, second problem, probably the: greater of the bOO. ariles when ... attitude
of "servU when requested" exisls in the manufaauring engineering area.

The real benefit 10 the procurement a>nc:qJl is the alablishment ofa continuo
ing. full-time suppon of purchasing on the pan of other functions-manufac·
turing engineering. for example. When manufaauring cnginc:c:rs an assigned
full·time: to outside nlationships. they d""",1op strong feelinlP of n:sponsibilit~,

toward the supplier nlationship. If the relationship is dfc:a;.." they feel that
the:y persoruolly helped make it so. TItis type: ofcontinuing rapoosibility~n
more than handling proble:ms on a oc:ni<e-as-req.-ed basis; it indudes the ini
tiation of such activities as tc:dtnical mst reduction programs, improoement in
the manufacturing pl'O<'C'55eS, and the introduction ofnew and improoed IOOling
programs. These are the sons of COIl reduaions purchasing individuals cannot
implement on their own; rather. they require the continuingStlpponof the man·
ufacturing enginc:c:r.

PurdMv, Exeen-
Rc:gardlc:ss of the organizatioruol approach .....t. the rc:sponp"'lity for mc:c:ting
the company's objectives ofcost. quality;de:l;""rr. and 5tIpp1ic:r relabons must re:
main with the purchasing depanmc:nL Only by handling all the areas e:ffective:I)'
can a lev'" of excc:Uent performance be achic:ve:d. Effeaive handling is reached
through no oneskill but rather through the use ofmany akiIIs applied in a profes
sional manner by purchasing personnel. Company management and the pur
chasing manager must recogni... that only through the proper marrying and bal·
ancing of the: sltills can e:xcc:Uc:nt performarJcc: be anainc:d.

Among the: more imponant s!tills that must be: de:oelopc:d are: prolic:ic:nc}' in
managing the various activitic:s that affect a purchasing d«ision and the Stlppl;"r
relationship, Rc:quired skills include the ability 10 conduct c:tTc:a;.., nc:gotiations.
to provide: suppon necessary for effectioe ncgu<iation. to unde:rstand and analy..,
all aspects of the business relationship ~th the supplier. and to reaell business
derisions which properly conside:r these aspects.

These: and all other required sltills in purchasing are primarily acquired
through continuing profe:ssional buyc:r training. 0 B""YJ. M_

5-7Rnponsibility and Authority of the Purdwing~t
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5-8 PURCHASING, TRANSPORTATION, AND DISTRIBUTIO:\ •

I

The traditional responsibility of purchasing to obtain a continuous and ade· U~

quate supply of raw materials at reasonable prices is nO longer adequate to meet .
company n~dl and must be expanded. The managers must be as well informed
on planned purchased materials costs as they would normally be on the compara-
th'f' L05ts of competitive manufacturing methods, distribution techniques. or tJ
mark~ting Slrategtr.l. Effective comrol of such costs can no longer be regarded as iI
a casual goal; it has become a vil,l! necessity.

Th.. I'aper-p~ingclerical function of purchasing is obviously not adequate
to mttt 11v company's information needs. What is needed is a single reliable r1
SOUK.f: of advance information on cost of purchased materials. availability, long~ iii
range market trends. alternate sources, teChnological developments, and a host
of othrr facton so that plans can be modified in time to prevent losses or take full I
advantage of possible gains. EquallY essential is solid evidence .that current and
known future requirem~ntswill be met by competitive and competent suppliers.

ero provide the expanded services r~uired of it, purchasing must become a
management function responsible for establishing goals. developing profit po- t~
tentiat, providing essential information to management, and exploiting and di~ iI
reeting market potential to achieve management objectives.

Characteristics, Functions, and Objectives of an Efficient
Pun:hasing Department

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

BrMld supplin- cunttu:l$. To facilitate locating unusual or unfamiliar items I
quickly.

Budgets of departmental costs and expenses. Should have management al'l'ro\'al
and be used for the contTol of operations, I

Supplier relDliomhips. Should be ethical, fair, and mutually profitable.
Communit:ations. Within the d..partment, with other department', and with

management should be unrestricted and productive.
Cunflias ofinterest. Should be strictly forbidden. Investment or involvement in a I

supplier's business will always compromise a buyer's interest and interfere with
his OT her judgment, and should be expressl.y prohibited.

Total cost ofa proo'U€t. Is a function of service and quality as well as price. Better I
quality and timely, reliable service may compensate for the payment of a higher
pri<e and still provide the lo~st final cost of acquisition.

Dfjinititm ofaccompliJammts. Cost improvements, cost reductions, and other sa\'~

ings should be defined and acknowledged. Credit should be given for initiative in I
the pursuit of improved value and profit contribution.

Crtal;iw thinking and plan1ting. 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- I
bining requirements for larger quantities or by making Jonger~term contracts.

I
I
I
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&<moooic:<mIn~. Should be calculated and folkJwed if appropriate.
DiIpuUs, " "hi lis...... daiau. Should be promptly 1"'" d in an orderly

manner.
Ejf_ Itd,J, .J4it>. Should be practiced to pin the loyalty, mnfidencr, and c0

operation of othen and to motiWIe and direct them toWard a predetermined
goal.
E~~. Should be established aflu _ltalion with manu

facturing and purchasing to be sure aD possible quality and <OIl a1ternatnes ha~
been considered. Specificatio... should be dear, and the buyer should be con""r
sant and knowledgable regarding them.

C«>J1eraIiqn. Should be a prime purchasing~.~ should be a mini
mum ofcomplaints orcontro~with other deplll1JllelllS or supplien. Use the
team approach to sol"" company problems.

FIaibiJitJ and d j1r"6iliI". To changing ClOIIditions and unexpected deoIeIop
ments should be coupled with a posiu.... attitude toWard changoe.

N,., itktu. For research and deoelopment ofmareriaIs, productS, p"'" s. and
equipment should be welcomed, solicited, and IOOgbt by purchasing.

)oIJ~ Should be in writing. and they should gWe purchasing person·
nel guidance in their responsibilities,~ and aambes.

MtW '"",.,. In..estigations should be a regular paaiox in the purchasing de
partment.

Ol>j«tivu andgooIs. Should be set and met. and they ....1d conform with o""r·
all company plans.

ProfessitmIIJ~ Should be an "tite of.,...,ry buyer and purchasing
manager.

C'-'J d4f11d f10litia andp'rJC '"..... Purchasing guiddines should be in writing
and should conform with the overall policies of the company. They should be
coordinated and compatible with those ofother departments.

1'w<JuJsmgr<sftJ7'th. A continuing program of research should be dnued to lo
eating and deveJoping cost-saving opponunities and propooing new malerials
and processes and more efficient methods.

Stm..du: ,. .'iv-. Purchasing should ha"" a major role in !WIdardization. Pr0
grams should be vigorously punued when better value is obtainable.

QrMJfi«J alImwJu _ ofmfIIIIJ. Especially for critical items, should be avail
able at aD times.

A#,opiialliewls ofIJUIIIiIJ. Materials and services must be adequate for manu
facturing n:quirernen1S and product demands. Aa:eprana: by aD other depan
ments of the quality recei~ is a major measure of the competence of the pur
chasing department.

1'n>;w <min 9"4"Hir Quantities requilitioned ofiea do .- c:orrespond with
s..ndard commerciaUy packaged amounts. Requirements should be questioned
when it is possible to take adwntage of buying economies. Quantities should be
adequate for current requirements plus proper in~tory levels.

QrMJfi«J1Jmo..wl. Are essential in purchasing. On-the-job training isa singular
responsibility of the purchasing manager.

Reamb--ev1'7fJtl tmd_. Rea>rds maintained by the purchasing depan-
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5-10 PURCHASING. TRANSPORTATION. AND DlSTRIBUTIO~

_nt should be current. andlhey should fulfill legal requirements as well as th~.

t>pt:'fational needs of purchasing and other departments. Accuracy is essential. rJl
R.".,1.l of -.agement. Should be regularly submitted to management by purl

fha5ing. Indudt'd in such reports may be economic forecasts, price trends. and
market conditions, as well as dep3rtmenr.aJ operating data and cost reduction an(i~'"

cost. Avoidance accomplishments. .
Consolidation qf requiremenLr. Items commonly used by various department

SMuid be coordinated and combined ;n order to minimize frequency ofordering
and to obtain lowest costs through quantity purchasing. J

ProptT Ju.ruUmg of rush r"'fUirlmUml>. Crash programs may be necessary to suP.
port mmpany objectives, and they should be handled enthusiastically and with
initiative by the purchasing department. Urgent demands, even if they resu}
from matten that are beyond the control of purchasing. must be met.

Expediting deliveries as required. Schedules should be met and deliveries shaul
amv<: on time in keeping with company requirements and minimum cost.

StaIi,ti<aI data. Information pertaining to daily activity and workload may "11
helpful in measuring purchasing performance, but it does not 'provide a vali_
t:valuation of proficiency.

Targets. For cost improvement should be realistically established, continuouslv.
and conscientiously pursued, and consistently achieved. I'

TeamJ.lJOT'l. Within the department and between departments should stimulat
coordination and participation in advance planning, development of schedules,
and the initiation of new requirements. J

Ttrhnical assisIana. And specialized services that are available from supplier
should be made known to toose concerned with such matters within the compan
and should be used when appropriate.

TAe law. As it pertains to purchasing contracts, commercial practices, Organize.
labor, and antitrust should be respected and strictly followed.

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

Use oftradt publimtions. Purchasing literature is an excellenl source of inform~
tion on new materials, products, proc<:sses, and ideas. Trade publications shoui_
be read regularly.

Trade Ttlations. And reciprocal matters should not involve unilateral deci:Sionl
by either purchasing or marketing, and they should serve the" best overall intere
of the company. They should not be detrimental to the cost or quality of the com
pany's products.

Sale ofscrap and surplus matmaIs. Scrap sales and the disposal of surplus equiPil
ment or materials are frequently assigned to purchasing because of that depar.
mem'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.

Varil1:nees 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 C01
tribution to profit.

I
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0Iancterisdc:s of an Effedive Buyer

Individual buyers, as weD .. purchasingdepanmmtl. Med eenain qualities to be
s\lCCCSllful. Effective buY"n need these pe.-.aI c:hanK:rJeri5lics:

AeufJt-u. 11Ie qualities that Ie:od '" one', being wnsidered a wotlhwhile indi
vidual by peen, subordina..... IUpavisors, and friends.

FIn:ibiIilJ. 11Ie ability to adjUSlto changing conditions and !he unexpected and
to evaluate !he actual wotlh of new information. A~ altitude toward
chan8'"

C....tivntas. 11Ieability to develop ftah and new approaches to poblcms and
to continually inquire into !he nature of!he prolJIem. "The ability todndop orig
inal ideas.

o.cisiunous. 11Ie ability to arri~at a decision quickly after obtaining !he __
sa'Y information and to live wilb !he decision after it boo been made.

E-r:t tmd driu<. "The capacity to act as a self-otarter and approech acIivilies and
problem, wilb energy. The urge to 8"llhings done and resisl disa>llrall"mcnL

1niboIive. The ability to take hold of a pobIcm imllll!CliaKly and to r«OlJDUe
and act on new opponunities.

/nt4I/iptta. "The ability to solve everyday problems. adapt to new situations, and
8'" along suttessfuUy in society.

Utulnsltip. The ability to gain !he confidence and loyally ofoIhen and to m0ti
vate and maDil8" !hem effectively toward a predetermined goal.
M~ "The desire to develop planned goals to fuIfiU one's individual needs,

and IbIlS to be realisticaJly ambitious and willing to assume inaased responsibil
ity to realize Ihese goals.

AIIUude. 11Ie buY"r fee" that his or herjob is important to !he"""ran oompany
operation and thal!he company is imponant to !hestandard of living in !he area.
The OOY"r', attitude is that of giving good service for tbe depanmmt and tbe
company.

Oral co: • an' ...... sAilb. 11Ie ability to transfer by spolia> word a thought or
cooccp to another individual with .it minimum or confusion. Such communica
tion includes aanmpanying facial expressions. "'*'" intollations, and 8""Ul'CS.

S,/f-<JIJj«tiviIJ. 11Ie ability to undentand and evaluate "",,'s own needs. pis.
and personality traits and to determine otber individuals" reactions to these.

Wriltrn " : ionIUm sAilb. 11Ie ability tI> transfer by tbe written word a faa or
concept lo anotber individual wilb a minimum ofoonfusioa. This indudes some
facility wiIh basic aentence structure, legible handwriting, and rorrea grammar
and 'peUing,
A~.......,. The buY"'" ability '" recaU incidents, names, and f""", should

satisfy requiremenrs of :he job. He or she readily recalls matlCn at least IUffi
ciently '" satisfy ra.onable n:quesu.
T.~ l«hniqtw. 11Ie OOY"r utili1rs telephone time efficiently and is familiar

wiIh tedmiques that save time and minimiu: equipment tie-ups. He or she also
recogni1rs tbe value of courteous, prompt handling ofcaDs.

P<ntnllll >It wu. The buY"r is neal and clean. dresses in Il""d taste, and
keeps personal grooming above reproach.
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S·12 PURCHASING, TRANSPORTATION, AND DlSTRIHUTIONI
AvtJil4.bilit1- 11le effective buyc:r is generally available when needed, leaves word

wlvre he or s.he can be reached, and specifies the circumstances under which in-l4
temJprions art acceptable. U

AptUudI. The buytT has the necessary aptitudes to grasp new information about
tM producu being purchased and about the company functions that products
would be expected £0 serve. I'

prr:rtlafivtrU$S. The huyer can persuade using departments to accept allernates~
(hat will do the job at lower cost. Is convincing in arguments and strives to effect
I."" hr.1. pouible buy for the company_ :II-

ElhUs. Business dealings touching purchasing are conducted on a high moral·
plane and avoid any situation that might place the buyer or the company uncle '
obligation or in an embanassing position. This applies to both buying transac-
tions and social functions whh suppliers. I·..·
l~t. A mt'mber of the purchasing department conducts work inde

~nd~ntly .and does not need constant guidance from supervisors; consolidates
those matl~n which require guidance for a daily or se-midaily interview with the
supervisor. J

PUfU:tuality.The buyer realizes the importance of being punctual on thejob an
in auending meetings; doesn't abuse lunch periods or coffee breaks.

In addition to having the personal characteristics described above, a bure)
.hould be able 1.0 perform efficiently in I.he following ways:

FollQWs dirtcnom and inst7"U€hons. The buyer follows directions and tales appro
priate action with the minimum amount of supervision. He or she should do this
promptly and efficiently and thereby require very HIde follow-up. J

Weighs problnns. The buyer ~cognizes the relative 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. I
Atcepts critit:i5ln. The buyer gracefulJy accepts constructive criticism, alter

methods to ta.ke advantage of the criticism, and is able to accept constructive crit
cism from supervisors, from persons in other departments, and from suppliers,

Organizes wcrk. The buyer organizes work efficiently so that a good bUYingjOI
can be done with a minimum of delay,

Coordinates adjustmmtf. The buyer coordinates the prompt and reasonable se[
t1ement of all adjustments and claims involved in supplier transactions.

Maintains SlantUJTds, The buyer maintains standards by reviewing reqUisition:!
items for conformance to company standards; also assists in the establishment
standards within the company and often achieves stock reductions as a result of

,hese efforts. t
Conducts interoiews. The buyer conducts interviews in a prompt and businessli

manner and encourages the development of pertinent information flow in bot
directions.

Deve1hps competi1i.tm. The buyer considers quality and seM"ice as well as price ani
maintains a competitive atmosphere by securing quotations from a reasonab
number of qualilied .upplier•.

Ke<fJs informed. The buyer i. con....ndy on I.he alert for new ideas, prOdUCl.a

I
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processes. and potential suppliers: regularly reada pun:haJingand rcchnical pub
lications and maintains contaCl wilh supplie.... "'"Ocia..... and indUSll')' and uade
"'"Ociations in punuit of this knowledge.

E......... liMo!J deIivtrJ. Through lite timely placement of orders wilh reliable
suppliers the buyer negotiates lirm deln.ery dates, and arranges for special han
dling and transpurlation when required.

DewIDps , .,., 1mowIetlp. TIle buyer maintains a knowledge of lite com·
modilies purchased as well as a knowledgte of any unique or special marketing
conditions penaininlllltemo.

1Mds amftmItG efflf:liw9. TIle buyer is able to c:oadua confeieilib effeaiw,I)'
and secure agreemenas lhat result in _rthwhile de<isions, uoes aood conference
tedmiques 10 adv.ultage. keeping meetings brief and to lhe point. and hokb
meetings only when necessary. 0 L••••nl A~ ".,..."

Commi_ RapouibiIity Ulcl ADd'odt,

When pun:haJing is assigned the responsibility for control of unit <XlSlS for pur
chased material it must be given rommensu...", authority iO control rommit·
menas made by lite company. The more mmmitment authority placed ..ilh a sin
gle ,""urce. such as purchasing. lhe greater lhe rontrollhat management can
exercioe over aU cornmitmenas. Wilhout rontrolled commitment authority. is<>
lab'd commitmenas. whether made by several depanmenas or by management.
can "'nd to disrupt approved long-term plans. exceed doDar ¥DIume budgeta~·

limits on in",,"tory and forward commitments, and create quality and regulaiO~'

problems by circumventing an approved and in",gTa"'d rontrol system. Multiple
commitment autburity is inefficient beet...., it resulas in duplication ofeffort. di
lu.... lhe positive benefits ofconcentrab'd purcbasing strength. demoralizes pur
<:hasing personnel. and confuses rompany personnel and suppliers' representa
ti..,.. A management policy establishing purchasing as lhe source responsible for
roordinating and controlling all pu,dwe commitments. wilh designab'd excep
tions. would ensure a conm..,m and objective approach iO lhe ,eception. _
bly, and evaluation of proposals.

When purchasing is assigned lhe commitment authority commensurate wilh
responsibility for control ofcosts, rnanagtement should not require purchasing to
make unilateral decisions concerning lhe ability ofspeci6c supplien to meet min
imum specifications. Purchasing efforas in lhe decision·making process should
ceo",r on ensuring lhat all elements of lhe purchase are considen:d and maxi·
mum oaIue identified before final decisions are made.

Purchasing for multiple locations should be organiJled oolhat lhe commitment
responsibility and authority are used efficiendy. Su<:h techniques as national <011

tracts and blanket orders can be utiliJled to establish sp«ifications, sources..
prices. tenos, condition.. and commilmei1ts for consumable in-.tory and spec
cific and gteneraI items ofa repetitive nature. allowing usingdepartments or loca
tions to authorize delivery as required. rommensurate wilh lhe rommitment.
Purchasing would have itO furlher need for in""""'ment in day-to-<lay aransac-
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tions during the lif~ of the commitment unless the supplier fails to perform or it
is necessary to r~ncgotiate prices, terms, or conditions.

tn seek.ing positive a55urance that aU requirements for purchased materialfJ
and Sl!rvices will be met and that the costs of these items will be within the limir&l
available under the budget, mana~ment can consider making purchasing re·
'pon,ible for the development of .tandard unit prices for all major bUdgeteU~.

purchased malerials and services. just as production is required to develop an~

fOTK3.5t manufacturing unit costs. Standard unit purchase price forecasts cour
be incorporated into th" budgt't. and performance. like labor or other variable
cost" could he mea.urt'd by variance reports. Frequency of reports will vary b, f
bus;n",. and product. 0 B.... j. Bre.. J

Material Requiremeuta PllIDDing (MRP) I"

Mat"rial requi,..,ments planning (MRP) i, a formal method of production-inve
tory control that indicates to all levds of production and purchasing the net re
quirements for meeting the master production schwule. Although MRP Wi
originally a set of te<:hniques for production-inventory control, departments su
illS purchasing and materials managtment are finding 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 inforrr(l
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 <::1
cepts. the MRP system can be constructed.

Historical Ovenriew

One of the great steps forward in production-inventory control was the def
opment of the WillOn or Camp ordering rule, now known as the economic or 
quantity, or EOQ. rule. This rule. developea around 1913 and ,till in use today.
balances the ratio of order cost to inventory carrying cost for determining orl
lot sizes. Although the basic assumptions of the EOQ rule do nol really hold
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 compJ~)( and mass-production techniques were bel
ning to be implement"d. Again, the EOQ is a rather crude technique but rob I

in its ,",suits. and in 1913 it met to" needs of the times.
The development of computers with their ability to accurately maniPul

large volumes of data in a timely fashion. among other events, has led to the· .
urrec;tion 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 considercd unusual. Any·· t

tempt to implement an MRP system without using a computer would certainl:
produce lh" same dilemma faced by companies around 1913. •

I
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The basic conapu of MRP are simple and were probably oued by the first arti
san who had 10 make finished producu Crom more than one component pan.
The idea is 10 know (I) how many oC the md itenuor fioi5I>ed goods arein~
10 be made (master produaion schedule). (2) how many ofeach component pan
are necessary Cor one unit oC finished product (biD oCmaterials). and ($) how long
i.lates 10 make, lWeItIble, oracquire each item (\ead time). With this information
the planner can anticipate how many of each componen. pan be needs in order
to begin production. Knowing the lead times oC all items, he can aJculate when
each item should be started 10 aaomplislt the master produaion schedule on
time.

For example, an item 10 be manufactured by a wood produas firm is a IIlIaU
wooden box. The biD oC mal6ials Cor the bo" caIJs for one boaom, OM lOp. and
two hinges. The product profile of the bo" is depicled in FJgUre S-I. Figure S-2 is
a basic produaion schedule Cor the boxes and their component parts. For Figure
5-2 several simplifying assumptions have been made: there is DO in.-mtory at an}·
level, period I is the current period, and enough pans and products were or
dered in prt:Yious periods '0 keep the schedule up to date.

The "gross requirements" row oC each product is that number oC units that
must be made avilable to suppon the next higher level ofproduction oCJaB No
consideratinn oC available inventory. iC any. has yet been made. In period 5 oC
Figure S-2 there is a gross requiremmt Cor Pine boxes. Sin«: there is no intended
inventory these nine boxes win ha.., 10 be asoembled. Becaute there is a one
period lead time, the assembly period should show these nine boxes being started
one period earlier than needed, acmrding to a planned order release in period.c.

Fipre 5-1. Prod_ pn>61e of. cedar box.
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Time periods

Box, lead time 1 1 2 3 4 5 6

I
I
I
I
I
I

6

6

6

54

7 ® 5
7 9 5

2
2

3

10
10

3
3

2 7 5

2 3 5

2 7 9 5
2

~
5

7 9 5

2 3 4 5

2 7 9 5
2 7 9 5

5

3
3

4
4

3

3
3

2

1

7

14

14 ,

~10

Gross requirements

Planned order receipts

On h.nd inventory

Planned order release

Hinges, lead time 1

Bottom, lead time 1

Gross requirements

Pf.nned ordlr receipts

On h.nd inventory
PI.nned order release

Gross requirements
Planned order receipts
On hand inventory

Planned order release

Top, lead time 2

Gross requirements
Planned order recei pts

On hand inventory
Planned order relea..

If the schedule goes as planned these nine boxes will be received by period 5 and I
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 SlaMed in period 2. As for the hinges. since two are needed for I
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 ]8 hinges must be started in period 1.

Other important aspects of an MRP system are illustrated in Figure 5-2. The I
time frame shown of six periods is the planning time horizon, which must be at
least as &emg as the total offset lead times of the product and component parts. I~
this case the total offset lead time is five periods. and the master production I·
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

I
-----------1

I



~.ofMRP

The grearest disadvantages of MRP are its implementation and operating costs.

Many of the MRP implementation fa~ures seem to derive from the traditional
problem areas of production-inventory control.ysrems. such as lad of informa
tion. It:ad limes. inventory and bills of marerial. masrer production schedule time
horizon. mas1er production schedule changes. safety stock, and the application of
"ABC" inventory analysis rechniques. (l1Je ABC sys1em involves classifying in
ventory irem. aexording to their monetary value and then buying the more ex-
pensive ones in smaller quantities.) .

Cleaning up a traditional production-inventory SysleM with all the atreodant
problems stemming from years of inertia. the need to reeducare the peopIt: in the
.ysrem. and the _thing dilliculties of implementing a new program can cau*,

scheduling and inventory scheduling problems at the lower Ievds. Also. a change
in 6nished gooda in period 5 will have to be aexomplishcd immedialdy bectuse
the hinge department will stan on the 18 hinges immedialdy. In other words. to
have a workable schedule the requirements for box assembly will ha.., to be
"fmred.in" for the next 6.., time period•. The lot sizing rule being used for this
example is lot for lot. that is. order exactly what is needed what needed. Other
lot sizing rules are viable but any that combines more than one period" require
ments will relt:scope the total offset lead time requirements.

B-.JiU ofMRP

The implementation of an MRP sys1em offen a number of benefits. In most
companies new method. or improvements are not .,..". mnsidered until the old
methods are in such rerriblt: .hape that they em DO ....ger be ignored. Oftm the
production-inventory control sys1em has been allowed to limp aklng so many
years without managerial consideration and effon that any effon at all will show
benefits. Thu. the managerial at1ention and effon focusc:d on the production
inventory 'ysleM in order to implement an MRP SysleM will cause improwoment
over the old sys1em or method•.

In addition to inventory carrying coSts and other obvious COltS, there are addi
tional hidden costs that are attributable to the production-infttltory .ystem. Most
of these hidden costs .tem from the inberent inaa:uracil:s in the traditional pro
duction .ysrerns. The implementation ofan MRP SysleM .houJd It:ad to smoother
functioning with fewer inremal $lOCkouts and thus It:ss expediting. Moren..,r.
with the guesswork taken out of the production schedule. the correct irems are
manufactured at the correct time. alleviating both the probIt:m of storing excess
inventory and the problem of the commitred manufactUring capacity that such
inventory represents.

Another advantage ofan MRP .ystem is that it formally rep,eknts the produc
tion-purchasing-inventory plan for the immediare future for all con<:erned to see.
Thu•• each department can derermine what actually is required of it and ofother
departments to suppon the masrer production schedule. That is, the MRP .)....
rem em be a large and very useful pan ofthe management information 'ysleM of
the company. It is one of the most integraliwo concepts to be advana:d in recent
times in tbe area of production-inventory managemenL

.. r•
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monumental problems and costs. Installation costs of from $2.5 million to $3 mil·t~

hon have been estimated, and a time frame of t.wo to three years is not unusuall
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
f~rms. went back. to the traditional meth~sof ~Toduction-inventorycontr~l. Be-Itt
fore Implementmg an MRP system and mcurrIng the very large cost entailed, a.
company should balance the visible cost of the MRP system against the hidden
but Vt'ry ~I and large costs of the traditional system of production-inventory r;:!,"

(:ontrol. ..

Suita6ilily ofMRP

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 siiing rule for mini~

mizing the ratio lxtween order costs .and carrying costs. Since its inception thereI
have been many additions to .and variations of the original formula to adapt it to
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. 0 Joseph R. Biggs I
Guidelines for Supplier Prices

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

Value anaIysi.. A technique usually applied at the design or engineering
stage to systematically evaluate the materials and services that must be purchased
and to determine the lowest overall cost that must be paid to have a useful func
tion or senrice performed reliably (best value). This technique generally is ap·1
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-,
sian appears later in the subsection on techniques and procedures.

Purchase .....y.i.. A technique generally applied after a product is designed,
but before materials or components for manufacturing it are purchased. This
technique endeavors to determine a reasonable current market price for the ma-I
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 I
can reasonably be expected to be paid in the current marketplace by estimating
the manufacturing processes and materials costs of an efficient producer includ-

I
I
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Infletjon CoDtrol

One of the chronic problems facing most purchasing departments lOday is ho..
to offset _ or all of Ih< inHation impact on pun:baa<d IIIXleriaIs. l1Ie lint SlCp
is for purchasing managers to undentand lOme of Ih< options avaiIabIc to avoid
inflation. Such options include changing designs and if' 'Iio .oions and improv
ing the produaivity of the company and of its suppliers. Strp two invoI¥cs be
coming an expert in Ih< statistics of inHation. l1Ie U.s. Go¥Cmmcnt's Produc:rr
Pri<r lode" has 15 subdivisions. Of Ihcac. 15 arc for indusuial commodities, and
many of Ihcrn do not apply to a specific company's n«ds. Tbcrcfore. a specific
purchase inHation profile can be caleulaled for a company. permitling Ih< pur
chasing manager to focus better 00 infIalion avoidan<e and produaiYity aam
lies. A typical company's Produc:rr Price Index is shown in Table 5-1.

C.M • U"F-m.,
Important as it is to maintain current ClOIltrol of pun.hasal malCrials costs

wilhin the budget. il is equaJly imponantto be fuDy aware ofoutside tee:hnoIogi
cal de:velopments and changing market rondirions that may affect future aJSU.

particularly ifsuch information can be aocuralely foreast and mcasurc:d agains.

ing a rcasonabIe profit factor. l1Ie maintenanoe and milinlion of kry informa
tion and dala on~r commodities involved is an important adjunct to uli6za
lion of Ibis tee:hnique.

Price.-I)'Iia. A tee:hnique lhat utiliJrs buyer ""p<ri<nce and knowledge '0
facilila<e choosing Ih< best price by c:onsidering such factors as cu.......t P"""o of
similar i<ems available. cu.......t competition. previous P""'" paid for Ih< sam< or
similar i<e..... pricing trends, and Ih< age ofdesign and manufacturing prOCLG:'
to be utilized.

Coot.-IJIla. A tee:hnique lhat uliliJrs a T<Yiew and a brakcJ<n,n ofsu~
c:osu 00 evalua<e the aocuracy and reaoonabIencao ofIh< sp«ific demcnb of lhoR
costs in <stablishing a fair price for wlue 00 be lec:eited. This tee:hnique is gen
erally utilized prior 00 en<ering into price negoIiariona.

Many suppliers maintain expen tedmicaI penonnclto assist CUSlOJJICTS or po
<enlia! customers in working out aaxptablc MIIulions to production cquipmcru
problems. Normally, Ih<re is no charge or obliption for such service and. prop
erly handled. it <:an be effectively utilized. Howner. aaiYitics associaled wilb or
immedia<ely fo1lowing such arrangements <:an easily lead 00 CXlensivc and un
planned purchase commitments. Of<en. the potenlial C1JSIOJJJcn are unaware
until af<er Ih< faetlha.1hcy haoe led Ih< supplirr to beIie¥C lhat he has ...... au
Iborizcd 00 furnish ma<erials or extra services. Obviously.~tappnwal
for commitment of Ih< funds would not be ""'aincd in advaJJ<l<. Perhaps such
problems could be avoided by establishing rclati¥Cly simple controls that would
limit supplier _ 00 the plants and clearly dcfinr the aulbority to make com
mitments. Under such conditions, purchasing would be idcaUy silualed 00 serve
as the principal contact and primary control agoency for such projects.

o o.-JtlB.H~a4J""J.1L Ph II
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Table 5-1. Producer price index (industrial commodities).

IWeight

''''''''' lhseriptimt PPI ABC Company

WPI03 Textiles 7.5% -% I
WPI04 Hides and skins 1.0
WPI05 Fuel and power 13.5 0.1
WPI06 Chemicals 9.3 0.1 IWPI07 Rubber and plastic 3.6 13.8
WPI08 Lumber and wood 2.8
WPI09 Pulp and paper 6.9 0.3 IWPIIO Metals 16.4 46.3
WPI II Machinery and equipment 15.4 38.1
WPI12 Furniture and durables 4.4
WPI13 Nonmetallic minerals 3.6 1.3 IWPI14 Transportation equipment 11.1
WPI15 Miscellaneous 4.5

Tocal 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 maintenanCI
of commodity profiles on major purchased items. there should be available
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 actioll
can be initiated before the forecast event actually octurs.

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 sales
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 processesI
and long-term production plans. purchasing can reasonably be expected to rec
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<tl
and directed to achieve company objectives. With purchasing assigned the re
sponsibility for recording each such opportunity as it occurs, the basis can be e)
tablished for a careful review and evaluation by the using department and othe
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. Will
provide a quick summary forecast of profit improvement.

I
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R40'1a., Prit:e V,.riaJoea
If purchasing is to be responsible for the deoelopment of slandard unit mots

for purchased marerials, and if these standards an: incorporated in the budget.
the result will be an aa:eptable basis for reporting the aetuaI COR experience
against the slandards. Only mots that dniare subotantiaDy from the standard will
need to be reviewed. (A minimum reportable dnialion can be established 10

avoid~g repons on minor discrepancies.) Such reports will automatically
ideotify any existing problem areas. Ranking the plUblems in order of intpor
IanOe be<omes a simple malttr of listing dollar amounls in declining" order.

Reporting purchase-price: variana:o is one of the _ fundamental means by
which purchasing can track ilS own perfCll'tllllllCe and thai of its suppliers. Pur
chase-price variances can be calculated from ..,..,.... starting points, including
current prier venus the following: previous buy prier,lWIdard a>ot. daign engi
neering target. purchase engineer estintate, annual purchase plan. ll"""'raI mar
ket indicator, general inllalion rare, specific rommocltty inllalion rate, previous
dutylinsuran<:elfreighl charges, previous foreign curreucy rate, or purchase
order ~nus invoice price.

~

Purchasing and ilS supplien can be one of the pi illdpa! contributon to the
productivity ofa rompany. A typical purchasing department can mc:ourage and
manage _raI aspetts ofpurchased materials that wiD lead to increased produc
tivity through outrighl cosl reduclion or COR and inllalion avoidance. One rom·
pany describes ilS multifaceted productivity in the chan shown in Figure 5-S.

CMt·Prit:e A-',yris

The purchasing function should. on a seleaiw: basis, conlinuaUy anaJrzr sup
plier costs and price>. This is necessary in order 10 accurately determine wbetber
or not the company is paying fair and compa...Iiloe prica for essential items. In
this context. the rerms used can be defined as follows: price: analysis-a rompara
ti"" technique to fadlitate choosing the best pricc:, with or without oompeUIiloe
quotations; cost analysis-the process of developing a breakdown of supplier
costs, verifying il, evaluating specific elemmls of cost against value to the com
pany. and projeaing these data to determine the probable effect on price. The
application of this technique is difficult and time-<OllSUDling. lis use is normally
resisted by purchasing people. but il isjustified and in fact ... ry on a selective
basis. 0 e.,t.rd E. P««Il

Purt:bubIr of CapiD' l1"""w.
II should be lbe. practice of the purchasing department to _rage <on1aCC be·
tween the ~tioneror user and the supplier or potential supplier. The lrans
mission of info,"!,,"lion. particularly of a tedmicaI nature, is mucb more reliable
when gM:n directJy from the supplier or poteIItiaI supplier to the individual re
sponsible for writing lbe specificalions. However. purchasing must make ar-

,
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ABC/supplier partnership
Multinational suppliers
Preferred supplier list
Optimum supplier base size
National materials policy

Multiplant centralization
Single sourcing
Family contracting
Stock less pu rchasing
Commonality/standardization
A-B-C-D resource allocation- - ----

Figure 5·5. ABC Company'. l1UI!rrial. productivity program.

COMPETITIVE MATERIALS COST/COMPETITIVE INVENTORY LEVELS/
COMPETITIVE MATERIALS OVERHEAD",

""""
~-----=---':----'7'fCompetitive performance benchmarks Supplier ABC competitive designs .

Quality B80e Value engineeringNalue analysIs
Deliverv Manogement Early supplier involvement

1nventory Competitive component comparisons
Lead time Supplier Supplier Target price tracking

New product support Performance Technology Commonality/standardization
Current product support ABC _

- - - - -.- -:--. Supplier Buyer Supplier/ ABC inventory structure
Target price estlmatong . . ABC ABC systems. . . . ProductIVIty

CompetItIve pricing Environment ABC supply/demand
Production inflation offset ABC common measurements

Preproduction inflation offset Supplier ABC supplier quality assurance
Supplier automation Volume Government regulations,

Supplier process control guidelines, and controls
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Responsibility and Authority of the Purchasing Department

rangemenlS for such rontact and "" p...,....,t at any prdiminary meetings with
suppliers. Purchasing must also "" pramt when any mmtnitment is discusoed.

It is the raponsibility of organizations other than purchasing 10 d<cilk what
thep~ specifications will "" for aU cJasoes of mal£rial purchaRd. Specifica
tion> should "" given to purchasing as t«hnical or performana: specifications.
not as brand preferen<rs. If an individual or department authoriJled 10 specif)'
materials, supplies. or equipment honestly bdie¥es that a particular brand is best
for the application. purchasingshould want 10 buy only this sugguu:d brand. But
it must "" given to purchasing on the basis ofhonest bdiefande~experi
ence and 1nting on the part of the requiaitioner or uoer. and not as a result of a
recent limited inlleSligation. In such iml3nces. the requisitioncr should pnnoide a
written single SOUltt justilication. outlining in some detaiJ why only one product
will meet the required specifications.

PIIreIuuiaf'.~.
WlJene¥er a request is made of purchasing <:oo<eming supplier conlKl

(whether requesting information or samples). the IIIeIIIb<r of the purchasing de
panment who has been requested to~ this contact mUll do 10 promplly.
1Rere should "" no such thing as being "100 busy" to perform this ..."n. In
such imtanoes, the purchasing department is being extended a high c\egfte of
cooperation. and this cooperation can "" fostrred only if purchasing promplly
and ably performs this portion of ilS responsibility.

On aU basic items of capital equipment and tools such as Iarhes, p_and
other equipment with which purchasing is quire familiar. an appropriare num""r
of prospective souras shoukI be sel«retl. 1bese ooun:es should "" oonlaCled by
purchasing by telephone to derermine whether or not they produce equipment
or materials that purchasing is likely 10 be inrerested in buying. Whm this list has
been reduced to a suitable number. and ""fore the formal inquiry is issued. the
remaining firms should "" visited to determine whether they ha.., producu that
purchasing will be interested in buying. It is agreeable (III faa. in many cases it is
desirable) that the requisitioner or usingdepartment"" a party In the phone calls
and 10 the visilS to the prospecti.., suppliers. but purchasingsInIld make the se
lection of SOUlttS. and purchasing should make the tdepl...", calls and arrange
for the visits. Phone calls and visits sInIld cover any prospeui.., SOUlttS sug
gested by the requisitioner, provided such suggestions are made as a result ofhis
or her prior knowledge. experieoce. and resting.

Every request for proposal should be acoompanied by amm~ set of..,.ali
cations. If this cannot"" supplied readily by the requisitioner prior 10 the inlleSli
gation outlined above. it will be necessary that the buyer make certain the mm
pJete set of specificatiom is preporc:d before any formal imiIations to bid are
issued. In some cases. it may DOl be poaible to complete the spocificalions until
after the visits are concluded.

A sugguu:d checklist 10 assist the buyer in determining if thek specifications
are romplete enough to procure the product will be found at the end ofthis pres
entation. A review of the specifications sInIld not be limited to this checklist,
which should "" used merely to make certain that the specifications are complde.
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It was prepared tD cover inquiries for capital equipment only, but the same PJlJi.
dples apply to the purchase of other materials and supplies, I

I n order to avoid delays. it is extremely important that all requisitioners:
purchasing u much notice as possible prior to issuing requisitions. Needs for ma
chine tools and ou,.,r capital equipment can he called to the attention of purc,_;,
ins: no later than the time the requisitioning department enters this item in ,: s
proposed budget for the coming year, In most organizations, the submission 0 a
proposed budget item precedes the requisition of it by a substantial periodqL
time. Purchasing can then proceed with its research action. as outlined abof if.
weIll in advance of a requisition and thus frequently he in a position to place ""
order immediately upon receipt of a requisition.

When any requisitioners or persons authorized to prepare specifications knt-i.
they need or will ultimately need to requisition a given product, they should"
required by the company procedures to make that need or potential need kno
to purchasing hefore making any contact with suppliers or potential suppliers.
Purchasing should discuss with the requisitioner his or her suggested sourceI
suggest additional sources it knows to be qualified in this particular field. Whe I

is determined that contact made by other than purchasing people has resulted In

correspondence. copies of correspondence must be secured and put in the PI
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 SUPPII',
should be arranged by purchasing. In most cases, it will be necessary and de 
able that purchasing accompany the using department's representative on s
visits.

Request. for QuDmtiDn I
On all capital equipment and certain other materials and supplies such as pro

duction assemblies, purchasing should include the following statements in theI'
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 issuinE
the order, the buyer should ind.icate the frequency of the progress reportI·
other specific and detailed information required. Progress reports should .
erally contain such information as (I) when the designs will be complete; (2) wner
the supplier's processing plans will have firmed up; (3) when all the SUPPII'r',
purchase orders have heen issued; (4) completion of tool designs, whether t ,
will he built in supplier's tool room or purchased from an outside tool shop, .
when promised; (5) promised dates on all raw materials and purchased pan:
required for assembly; and (6) build progress and the estimated COmPle['-r
dates.

• A statement specifically defining the requirements for any drawings to
furnished. This should he required on all special tooling, gauges, and fixture,
required for the job. Approval of the supplier's tool drawings must be secullc
from purchasing before the supplier proceeds to manufacture the toolin.,
~uipment.The purchasing company's own manufacturing engineers can revie\\

I
I
I
I
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- such drawings, and frequendy they wiD disco_ that cenain modest changes wiD
make the tooling adaptable to in-plant equipmenL OlmousIy.to dioco~rthis he
fore the special tooling is built is very much to the comJl'll'y's advanllll!".

• Arranl!"menlS for procurement of spare parts..
• A statement oudining the field training requircmenlS and/or supplier insIaI

laoons and training responsibilities on ClOmpany property, and in detail what ex
pen.... if any. such as travel, meals. hotel, and the lite. are allowable.

• Warran<y and serva requirements.
• Late delivery penaI<y ronsideralion.

ClNdJiltfor Spet:iJictltitnu

To assist purchaJing in making a better prequote raoan:h effort in the ma
chine tool and special equipment industry, the requisitioner ohould furnish al
the pertinent data available as early as it is koown that capital equipment is
needed. This informalion may not nea:ssarily be complete. ADd lad of informa
lion will be re<tiIied by purchasing through channds of..-arch and inftStiga
oon. Below are listed some of the import1nt gmeraJ specifications which shouJd
p.-eeede. or at least accompany, the requisition. T1Ie3o 8f'lI<:ral speci6ca1ions
should be ronfined to th_ wanted and ohould not include ropies of spe<i6ca
lions from a supplier's catalog.

11Je following items represent the kinds of things in which pun:hasing shouJd
be interested, but by no means are they intended to limit the requisilioner in the
roDection of prequote information. n.e requisilioner should supply:

a Part drawings and procas sheers of the iIrms this machine will manufac
ture.

a General approximate dimensiom of the machine or equipment should he
stated (these sizes shouJd he rompatible with floor spea: allotment and other
installation information).

o Weight ranI!" or maximum weight (for floor Ioeding wnsideralions).
o Critical dimensions such as outside and inside dimensions, door dimensions,

and other informalion regarding l)'pe ofdoors. table traVel. other effective
working area dimensions. and so forth.

a Tbe spe<ilic requiremenlS of kinds of metals, u:mperamres to he obtained,
safe<y features, operating features, special requirements, and SO forth.

o A<XU....te information on the available cIecuic Olrrent in the planL
o Feeds and speeds on all machine IDOls.
o Det1iled descriptions of the accuraeies required and the methods that wiD he

used to check these aa:uraeies.
o CooJants-kinds and volume needed_
o Vertical or horizontal mac:hines.
o Angular capacities.
o Description of l1IOIors required (eltplooion-prooC and other fmturrs. voIt

al!". speeds).
o Traverse. ronventional or rapid. Hand-ope....ted screw or hydraulially

driven mechanism or both. Detailed description of requirements. simulta
neous actuation. and the lib:.
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o Detailed description of attachments, indicating horsepower capacity and

special features required.

: ~~:;:a~~ts for tracer control. U
D Kind of programming.
c Requirements for tape/numerical control and associated equipment. I'
eSpecial charamristics such as hardened ways, cast iron or steel fabrication, ,-

spindle tapers, pendant control, optical equipment, and so on. Any special
requirements for rigidity should be defined. .

D Information regarding characteristics to be fabricated. ~
o Kenneth A. Cruise.

RecorcU IJJId Forms D
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 informal
lion to describe the specific purchase. Quantity, description. price. deliver>
schedule, and transportation responsibility are included. And general terms and
conditions which apply to most purchases are usually printed on the reverse Sid)
Legal counsel should be sought fOT 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 5upplier use its own aCknowll
edgment fonn, 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 revens to the buyer. Often the acknowledgment is sent only for orderl
amounting to $500 or more. Internal copies are available for purchasing follow
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 fOI
buying action), change notices to revise a purchase contract, and price history fo
each item repetitively purchased.

Adequate records and forms should be utilized and retained to ensure effec
tive purchasing administration and to facilitate financial control and audit ofI
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 manu)'
filing, sorting, and summarizing. 0 John F. Doyle ~

InYelltol'y Control ,

The inventory control function performed by purchasing is usually limited J
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"
quantities.

I
----.....--~-------I
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Quality Cootrol

Purchasing managers ought to be familiar with quaJity cootrol. Tbey art: fre
quendy called upon to assist in aso<:ssing a supplitt"s qtWity wntrol program. to
aso<:ss the quality of suppliers during supplier ewIuations, and ID inlrraCt ....th

. quality wntrol people within their oWn organization. This doc:s not imply that
they should be expens in the area, but it does require a _ding knowledge.
More imponant. purchasing peoplc: need to have a level ofqtWitywntrol under
standing so that they may eff.,ro..,ly rommunicale and inlrraCt with quality con
trol departnJmts.

I. is .....tiaI that, as quaJity is defined. a purchasing ItIaDlIg<I' uocIerstand the
significance of wntro!. This imponant managematt funaian, whik applied '0
many areas. ronoists of three often misunderstood 1'" far·readring and signifi·
cant stq>s. F"tnt. it is imponant that quality SWIdards be~. Such stan
dards may be hao<:d on stitches per oquare inch for clothing. the percental'" of
defects in a lot, or even the appearanc:e ofan item. Sec:ond. quality performance
needs to be measured. A viable prooedure or proc:ess needs to be dewloped to
asoenain or gather data and information for a ing pttfurmanc:e. II is impor.

-
If materials inventories are kept at the proper Ic:>d. oneraJ benefits ....II br

deri-'. by the organization. Production wiD be able to a¥Did coody intenuptions
due to a lack ofmateriaJs. This elimina..,. idle tiJne for workers and machinn and
maintains high utilization ra"" of costly "'Iuiptnent. thus reducing production
costs per unit. By using materials inventories. production can be Ie>ded. thus
eliminating hiring and firing of production workers from one period to the next.
If purchasing orders the proper quantities of marerials. then e<:onOIIlic lot sizes.
both purchased lots and production lots, can be used. In addition. pun:hasing
may be ablc: to rake advantage ofquantity dilcounl3, if the savings due to the dis
<ount art: not offset by the iDereall! in in\lelltory _rage QlOU.

To maintain the proper in_tory"""'''' purchasingm_be aware ofproduc
tion needs (demand), the cost of placing orde.... the cost ofcanying inventory.
and the cost due to a shortage of in_tory (stockout). Demand may be a forecast
of production needs made by purchasingor production. or both. or it may deri"",
from the linn's material requirements planning system. Order cost is simpl)' any
cost that can be allributed dim:dy to the placement of an order. Such things as
the labor and materials cost asoociated with writing the order. the cost ofDqIOtia
tion for that order. and follow-up costs asoociated with the order should be in
cluded. Carrying cost incIuda any motS related to holding in_tory and <O\-er5

such things as materials handling alSt5, insul'lltKe. piIfaase. obooIrw """". dam
age, and opportunity cost. The opportunity cost is equallD the amount of",pira!
in~ in inventory that rould haw beenin~~ ebe; thus, many
linns uo<: their cost ofcapira! as a basis for figuring canyinga>sts. Stockout <OIlS

are the costs related to being shon of material. For purt:hao<:d materials, produc·
tion shutdowns will rep..-nt the major ponion of stocko"t a>sts.

The cItarge of purchasing in the area of inW<:11tory wntrol is to buy materials in
such a way that demand is satisfied at the lowest toeaI cost ofordering. ~"ng
inventory, and Slockouts, 0 ~ E. C'••R"",__
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rant that this JleP does not become a paperwork ex.erciseo • Lasl. as performance ~Ur.
measured and compared to the standard, carrecUve action may be necessary 1;
unwanted trends develop or if quality exceeds the standard.

Clutoriftg lift Impectitm Program .

The maintenance and measurement of quality control are generally based all
an inspection program. There are three potential alternatives available: (I) zero
inspection, (2) 100 percent inspection, and (3) sampling. Zero or no inspectio\, ..
may be uaed for items where uniformity and consistency are not importa~ I
and/or if the item being evaluated is insignificant in cost. One hundred perce....
inspection may be used where high quality is important andlor when zero defects
is a paramount goal. such as with life-saving equipment. However, the cost of thD'"
latter alternative may be prohibitive. and in other instances quality assessmerf
may result in the destruction of the item. Therefore, sampling may be a viab
alternative.

There are _tially two types of sampling plans-sampling by variables an.
sampling by attributes. Variable sampling requires that an actual measuremerl
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

lno 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 tlie
sampling plan determined, samples are continually drawn and compared t03
standard. If necessary. corrective action may be taken. This discussion has
limited to single sampling methods, but the purchasing manager should beeo
familiar with other techniques, such as double sampling and sequential sampling.

Each inspection program (zero, 100 percent, sampling) has distinct advantal
and disadvantages. However, the implementation of each rests on the evaluati
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 pial
a quantitative value on detecting quality problems. The imponant issue, cost
p~venting failures, is often overlooked and is an area where purchasing may
have an imponant impact. That is, it is important for purchasing, once qua)'
problems are detected, to find out why there are problems. Has quality been 
fectivcly 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 manul
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 beeause tt
enables the buyer to determine the best ultimate cost from suppliers on the bj.
of quality, service, and price.

I
I
I
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ltet:eiYiDc
Recemng should beo~ expeditiowly and effici<ndy to remve, identify,
generally inspect, and munl material as il rc:ac:hc:s lh< company. Unless damage
prior to r<ceipt and quantity accuracy are determined promptly upon n:<:cipt, il
is diflicuIt to prove that th< problem existed prior to rea:ipt.
~g should be provided with a ropyof lh< data wed to order, usuaUy lh<

Oooe. f..,OOly, and courteous cooperation sJ-a1d c:xiIl bctw<eil the buy<r·.
company penonnel and lh< suppliers al all times in order to meet 1M ol!jeaives
rell"rding qualilY standards. Managen 100II realizI< that while quality control is
gen<raUy r<cognizltd as an obj<aive or quantitali¥< process. lbe real problem is
"",,,pic:. Variations in human perfonnana: and attitudes calli< more quality con
lJ'OJ problems tb;m any other sing!< source. II is imperali¥< thai supplien. as
people. are provided th< proper ina:nli¥< and are mc>liwted to mainGlin and
conlrol 1M proper level. of qualilY needed by purdJasing.

C~willa fltuIlit1.u.-
'The quality assu"""", and purchasing funaions will need to work as a team

ifbodt functions are to meel their ol!j<clives ruDy. Purchasing decisions sJ-a1d
a\"ways be made on th< basis of quality. serviao. and pritr. EsllIbIishing appn>
priate quality levels is imperative. MainGlining quality levels may not always result
in the 10_ materials prices. but if the quality IeveJ bas been properly ott. il
should conlribute to JoWlr o..,raIl <:ooU and improved prolils. When a new sup
plitr is being """uated. purchasing and quality engineering penonnel sbouId
visit the p1an1 together and observe quality asouran<:r aetiviti<s, including inspec
tion and tat procedures, standards ~lelJanceand proc:a;I control aetiviti<s,
and the tole:rances and Jinishes routinely obtaintd. 10 general. lh< team wiD
ascertain the quality level thai may rc:a1isticaUy be exp«:l<d from the supplier.
This d<termiilalion plays an importanl roIc: in """uating lbequalifications ofthe
supplier.

Coopenolioo b<rw<c:n purchasing and quality lISlIUTllIICle should abo eliminate
...- of the CTOSS-puq>OlIe activity thai may otherwise oa:ur. for example. pur
chasing may overprotect a supply source while, al the..- time. qualitycontrol is
overinspecling th< supplier'. product to emphasizl< lh< c:><ist<nc:e ofquality prob
Ic:m..

Naturally. il may take more penonnelto do a comprehensive purcbasingjob
tb;m to do an incomplete or routine one. bul thai will not nec<sArily lead to an
increas< in rorporate expenses. When lh< indir<ct <OO1S related to shop Ioss<s.
customer complainlS, and lost sales are taken into aaowu.lh< enlarged purchas
ing funaion will usually be found to be QJOt efficic:nL

In all lh<se castS. highly risible: top-managemenl support will be .-...sary if
potc:nlials are to be realilJed. Placing lh< purc:basiDg funaion al a meaningful
level in the 0TS"Dizalion otrueture is one way of doing this, and it will g;..e lh<
purchasing oTS"Dizalion the _ ry aac:ss to other functions on terms of
greater equality. 0 WiIlicIM G. E__.Jr~ ..........W. JiI....,
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Reports to Top Mana~ent
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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. purchasing. ~_~

and the using department's information. The ordering information should also W
indicate instructions for rapid internal processing to the point of storage 0[" use.
This function is involved in both physical control of materials and financial
accountability for I"'yment to suppliers. T~king advan~ge of cash discounts 1!
depends upon the timely verlficauon of receipt of matenals or eqUipment. U

Salvage aDd Scnp Disposal : .!

Industrial firms want to minimize the items or materials which are left over, but it W1
is inhcerent in most manufacturing processes that some surplus materials. obso
lete pam, "trimming," and rejects are generated. Effective disposal can be a sig-I
nificant source of revenue. Since sale of such items or materials dosely parallels
the pUl"Chasing process and often involves the same companies, the responsibility
for disposal is generally placed in purchasing.

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

o Jolm F. DOYk

l
Effective purchasing reports, knowledgeably written, are an important facet 01
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: (I) repol"tW
which provide needed information, aiding in controlling present operations an~
in necessary future planning for greater effectivenessj (2) and reports which in~

form top management of purchasing's contribution to the total corporate struc~

ture. I
R6/JOrl FrefJ1U"C)J a"d COfItent

One type of repon (sometimes issued weekly but more often issued monthlY_
should emphasize certain information of specific value and importance to th
corporate chain ofcommand. Purchasing data includes diverse items that ineJud
but are not limited to: price, changes in major items purchased. a review of new
or enlarged departmental problems, general price trends. required importanl"'
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, considerii
from the pr~rementperspective all conditions currently impacting on the to
corporate picture.

I
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V.n........t by~Ye8 (MBO)

In a survey ofmiddle managen it was found that a "IipiIicmt number of man
agen an: dissatisfied with their job silUalions. More titan thr«-fourtlts say they
want other positions that offer greater responsibilities • . • 67 pen%Dt say they
do DOl have regular progreu reviews with their m-s. ADd 57 pc:rum Ita"., not
set specilic, delailed work goals with their '-oes, while 41 pen:ent say their jobs
do not challenge them to make fuB use of their CIlpabilities . . ."

It is DOl difficult to underslaDd these negative auiludes ifmanagers do DOl reg
ularly have an opportunity to participate in the goal ling proc:eu. monitor
their progreu. and review their acwmplishmenlS with their immediate manag
en. Management by objecti-. while not a _ conc:ept, CIlJJ be of substantial
help in meeting these needs.

-Another type of report, issued on a regular basis. diffen sr-Jy in"""""" and
approach. This type of report is a~, faetuallWDmary of intrmal considera
tions of val.... to top managemenL Specificllly, it rcvfts major CIltegories of in
temal considerations with emphasis on penormel and rdared IDattrn. ~ra1
departmenlal aetiYitic:s, problems, _ me<hods, acwmplishmenlS, and inler
naJly generated profit improwoment and related J'I"O""'Iures.

"The report format and specific CO¥erage within each part may differ greatly,
but the following are indicati>e of K<:tions and ronlmL

SMiIljrwJ "- A recapping of basic statistical information for !he prriod
covered, with or without period comparisons and trend indicdon, to kep man
agement informed of the variety of a<:tMty c:arril:d 00 within the dqlartmmL
Dala pmented may be as specific as neededor~. Infom>ation pnnided
includes purdlasedollar volume, average employee productivitydetermined by a
fair and aca:plable Slandard, and supplier-related information.

hoU'...... Candid and comprehensive c:ommmt on specific problooms
and on~tand employee <011«..... New de.dopments and new pr0b
lem areas should be highlighted and dioa In 1. A positive aailude should be
Iaken, with emphaJis on potential or aauaI remedial and/or COrrutM: measures
Iaken or projected and on the positiveeff«lS of IUdt acbon.

a-rch ecd.idea. Divene information ranging from rcscarch...riented sav
ings as a result of_Iy applied metltodology to ongoing rcscarch potenliaJJyof
fering measurable and worthwhile aoings. In either CIllegOry. the reported or
estimated saoings may be shown as a pel'ClORlage of IOIaI pun:baIes or as a dollar
amount witlt incrcmenlal units shown.

'l1te future. Clear statements ofantici.-ted needs. including additional per
sonnel, necessary equipment, and added facilities to .-grca_ than expected
future demands upon the purchasing area. Emphasis in future planning should
be on any needed cooperative or coordinaled actions.

Clear, concise, correct, and complele communialtions ohouJd always be em
phasized in purdwing reports. Only esoential and 0fIII'0PI iate information
should be prepared for top manall"DJeRL When appropriate. arefuUy selec:ted
visual aids are helpful for clarity of pmenlation, JDUimum eITeai..,.-. and
polential value to the recipienL 0 .....D. B....._
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For an MBO program to be most effective, it should be applied throughout the
orpnization. from the chief executive down to and induding first·line superviJ,l
sion. MBO provides an excellent means for communicating company goals (as.
define'd in the CEO's objectives) as management at each successive level estab
lishes targets and ",",urnes responsibilities that relate back to oompany goals.

lt is significant that purchasing managers led the list ofdissatisfied managers irt;'
tht survey. Perhaps pan of the cause stems from purchasing's low profile itfl
many finnsand lack of upward communication. A good MBO program can help
to remedy this situation.

Attitude.

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 t~
improve management attitudes. Purchasing people should want to be measured.
as measurement provides a basis for better recognition of their contributions. Re
sponsible individual. who reach the realistic goals they have helped set can be ap-.
propriarely rewarded.

GofIl SdIinf

Ol!jectives define the direction toward which an individual or group wishes tl
move; and goals, or targets, specify the levels of accomplishment that have bee
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 Objective.
and goal., it has the goals and objectives developed at the next higher level fo
guidance. And a. each level of management develops its objectives and goals, it
adds the details and specifics that will implement the more general goals and 0tw
jectives of higher management. In this way a meaningful and coherent set 01
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 campanl
Typical company (and CEO) objectives relate to profitability, growth, asset uti!"
latioo, personnel development. new~productdevelopment. capital expenditures.
marketing effectiveness. productivity improvement. social responsibilities. e~
ergy conservation, and quaJity 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, J
increase the corporate share in the market by 15 percent over five years. or t

reduce energy oonsumed by 5 percent. In preparation for setting these obje 
tives, the CEO may have tapped a variety of sources, including industry studies,
evaluation of corporate operations by an outside consulting organization, anl~:.
consultations within the organization.

Each corporate objective must be broken down into its components. and objec
tives, goals, and plans developed to the point where attainment of the ObjectivJ'.o
seems assured. With respect to profitability, for example, two major factors a ~

the costs of goods sold and the income from sales. Since purchased items usual

I
I
Ii
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Policies mel PlOeedures

Policies and pro<edures are a necessary pan of ....a ..safoJ purchasing activity.
Policies are corpora,e ordepanmcntal guidelines that define the scope and intrnt
of the purcbaaing function. Procrdures ddail the........." and """ of the

No management function is performed roday without IllIIIt element ofcontrol.
Go""mment regulation.. corporate ltiuauring. and IDaJIall'<1D""t Jlbik-phy ",.
their 'ft:fY nawre impose lOme degree of regulation 011 the function being per
formed. The procurement runction does not escape "'- rauictions.

The real question '0 be considered is lhc degree of mntmI. OvereontJ'Olling
this function imposes on lhc upper lewels of purchasing IDaJIall'<1D""t a morass of
paperwork, whilr undercontrolling may result in a '""Y loose and ineJTeaive 0p

eration. Purchasing maDagmtent has to strike a fine baJance between "'- two
extremes.

repreRllt a major portion of lhc roots ofgoods ooId. purchasing effect;,eiiess has
a direct bearingon profitability. After reviewing~ and goals set by upper
managmtent, purdluing manall"n will dewelop their own~ guaIs. and
plans, c:onsiIlent with those of their superiors.

The p....- of setting objecti_ and goals and lhc associatrd planning. de
scribed here in simplified fonn. may in aetual p'aaio:e require more than one sct
of up-and-down communicatiom within lhc company. GenrraIIy speaking. goal
setting IIows downward in lhc organization. and planningllows upward. Plan
ning and goal setting interact, ... that ifgoab ba"" been set too low in relation to
pIanncd performarta. lhcy can be revised upward. If lhcy ba'ft: been lOt higher
thao planning will support, and lhc planning oumot be imJll'Oftd. the goal can
be adjllllted downward. By this kind or iteratnoe procas. plans and pis are
brought into realistic alignment, 0 &Ipr B. W:I"ifm

5-99Controls in the Purchasing Operation

AIltboriDtioa lJmita

The cona:pt ofauthorization limits has many advantap to a pun:hasingaaml}·.
Fint, the review of limitations is useful for Iong-ferm commitments. Also, the
limitations protttt a buyer when upper management maks cIecisions that affect
the purclwe without the knowledll" of the buyer (for example, design changes).
Finally, authorization limits may he useful in " c:entraliaed function with lhc total
corporate coot information readily available to detrnnine UlCaI COIl impact.

The amount of authorization limit and the JDaJIlIll'"ID<Dt pbiIooophy behind
lhc cona:pl varies with cadi company. It is _mended that the pun:hasing
manager. knowing the responsibility of lhc buyer, ..,Iett a limit that will coincide
with the buyer'. compensation IneI and will fanlitatr a buyer'. job to preven,
major fuwre coot penalties. The limits should not be ror.side.ed restri<:ti1le. bu,
rather informative and bene6cial.

I;
I

U
l~

it

I
I
I
I
I t'

I
I
I
I
I
I
I
-- a

"- ..~

W

I
g•



U
5-34 PURCHASING, TRANSPORTATION, AND DISTRIBUTION

- ~buying function. Because the purchasing activity inherently affects personal rei .
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. J

The effectiveness of the policies and procedures depends on the systemati' .
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 whic ..
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~
tionaI situations. The safeguards before implementation are careful review an~

cautious evaluation.
Policies and procedures should reflect an evolution that works to the benefit 0_

the purchasing operations by allowing for buyer initiative, systematic purchasin
growth, and a common understanding for implementation. Policies and proce
dures should be recognized as a constant and necessary function giving continu
ity, cohesiveneos, integrity, and clear guidelines for the benefit of the purchasinl
aaiv;ty and the entire organization.

Centralbed venus Decentralized Purchasing I
With changing economies, exchange rates. materials. and worldwide sourcing,
centralized purchasing function can be advantageous. Some objectives ofcentral
ized purchasing are to reduce materials and manpower costs, prevent scarci
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 fact0rtl!
need serious consideration. First, the most important factor is the need for tOp·
management support for the concept. Next, extensive consultation with divisionI
is needed to determine the nature and structure of a centralized purchasin
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 adaptation is essential for most efficient adjustment of personnel, equipI
ment, and work factors. The development of buying teams can be useful wher
appropriate to help efficiency. Finally, revision of monetary, promotion reward
policies for the centralized function should be recognized and adjusted when the
concept is being implemented. I

There is potential resistance to centralized purchasing because certain individ
uals perceive a loss ofdirect control of the purchasing function in a decentralized
profit<enter management philosophy. Also, there is the probability that commu-

1nicalion problems and disruption of purchasing relations with plants will occur.
People generally resist a major change, and initial confusion may occur when
changing personnel and systems; personnel may feel insecure and threatened.

I
I
I
I
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Pea...'" Selection. DeftL" OEDt, lUlCI E...........

A professional purchasing sraff is essential if a company is to realize maximum
effectiveness in a department frequently respoasible for committing ooer halfof
the company's expenditures. Organizational~ operational guidelines.
and clear. concise job descriptions should be written, communicated. and under
stood. The possibility of sucxessful personnel selection can be greatly enhant:ed
when teams of skilled interviewen from prrsonnel and purcbasing woo are fa
miliar with the depanment's requirements are inW>lved ill the entry process. Se
lected fonnalized training for entry level through the eucutive level combined
with a weD-planned work expel ience program can contribute significmtly
roward the development of a weD-baIanced professional pun:basiDg organiza
tion.

n.e following are specific selection and traiDiDg recommendations for suc
cessful purcbasing functions. FJI'st, there m_ be CODSlant recruiting, with a reg
ular awareness ofany potential purchasing professional. Second, c1asses for pur
chasing personnel need to include ropics related to o/l aspeas of the product
(engineering, marketing, financial. illtemational, among others). CIasoes should
also be held 011 future trends in purchasing. One-year -extra information- pro
grams IhouId be provided for """'Y new purchasing prrIOD (\e<:tures, reading.
seminan, on-line information, and !he like) to help the individual assimilate the

However. manall"'"ent can effcaively deal with these cona:ms by planning
ahead and being very sensitive to employee thoughts and fedings. Fmally. the
regionaIization concept. which is a compromise betwee" decentralization and
centralization. may be more aa:eptable for achieving a cohesive purchasing activ
ity.

Centralized purchasing is as good and as effcaive as the feedback from the de
centralized activity. It is mandatory that divisions share price, quality, and deliv
ery concerns with the centraliJrd function. n.e corporalr beadquartrrs need
flexibility for meeting diviaional needs and eucution of supplier agreements.
Contracts for services, supplies. and components m_ be continuaDy evaIuaIed
on the basis of informtion Je<:eived from divisions as weD as the corporate plan
ning level. Significant effcaive effort, sophisticated computer systems, and com
munication codes are necessary to do the right job. If implemented, centralized
purchasing can show numerous cost-reduction advan13ges.

In summary. !he centralized purchasing function may be ""'Y advantageous
and create significant cost savings. However, the decentraliJrd concept also main
cains advancages. For example, there are short. direct communication lines be
tween usen and purchasen. This is especiaDy advantageous wbere quality. reli
ability, and durability of highly kdmicaI. CU!lOIIl-designed parts is a factor.

OveraD. each organization m_ identify its company's Ioag- and Ihon-urm
goals. the scope of the purcbasing activity in the company, and the major needs
of !he depanmenL Once these are identified, they can be evaluated and a deci
sion can be made on which purcbasing concept is moot applicable and effcaive.

o ItoWrf B. S-
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purchasing culture more quickly. Finally. the assessment center concept could btl
applied in selection of purchasing professionals; this is a consideration for futurtil
dev~topmentin purchasing selection techniques.

In summa~~ ~he selection and t~aining of ~urchasing profes.sionals is CriticaL~,.. ,._.
The responsiblhty of any purchasmg professIOnal demands h.ghly competen~ •.
ethical, and conscientious individuals.

ProfeaillltGllHveloflmtmt and Training IIJ
The purchasing function is constantly changing and dealing with both internal

and external sources. Therefore, the purchasing professional must be aware of
current concepts and future t.rends which could provide the most efficiency an~
effectiveness for the job function and the organization. Professional developmen
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: I

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

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

a Participation in professional purchasing organizations and their activities...
a Attendance at purchasing training programs as' well as classes that coul~

help the. discipline/organization in the future.
o Institution of formal performance appraisal systems for purchasing individ-

uals as we)) as suppliers. I
a Recognition for activities purchasing individuals perform internally and ex

temally to help the organization and the purchasing discipline.
D Active contribution to education for better preparation of future purchasingI

professionals (papers, lectures, visits, and the like).

Training Programs

The primary objective of any buyer-training program is to provide the buyerl
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. I

More and more colieges and universities are offering relevant formal courses
in both degre<' and certification programs. Further, professional programs (sem
inan, 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 inI
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.•

I
I
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Through these subjects, and olhen, buyo:rs in their new role as manager of a
business relationJltip gain the capability of evaluating all factors that can affect
the buying...,Uing drrision. This type of training supports a fairly new c:onc:ept
that the buyer and the saIes~nonare not in direa c:onllia. each attempting to
outdo the olher. The buyer aarpts a role of manager and attempts to develop a
relationship utilizing the strengths and minimizing the weaknesoo:s of both the
buyer and the s<:Uer in a IOtaI business relationship.

The industrial purchasing ~1"IOIlof today should playa basic pan in the c:om
pany's operations. Such ~l"IOIls can, through their skills and knowledge, c:ontrib
utr in a nuYor way to the sua:ess of the c:ompany.

Profrm-l~frw~M...gA.

Qualified individuals in purchasing or materiaJs management now have an
opportunity to move to a new level of profes1ionalism as c:rnified purchasing
managers (C.P.M.s). The ttnification program of the National Association of
Purchasing Management (NAPM) esrablishes standards ofc:ompetrilc:r and pr0
ficiency in purchasing and matrri3Js~t, and provides for c:rnification
of those who meet the standards.

The NAPM standards repres<:nt minimum re.ds of formal education. experi-
. enc:r, and professional c:ontributions required for ttnificatioo for a li¥e-year pe

riod, aftrr which rettnification is required. The standards thus s<:rve as a goaJ
that can be reached through study, training, and passing the required examina
tion.. The significance of the C.P.M. designation, however. goes far beyond the
esrablished minimums. Attainment of C.P.M.:

o Is evidentt to employers that a penon has spent time and effort in prepar
ing to render a professional standard of c:ompetentt.

• Highlights a willingness and ability to stay abreast of developments in pur
chasing and matrriaJs managemenL

• Indicarrs to management that really effective purchasing and marerials
management ~nonneJ can relatr their aamlies ro organUationaJ goaJs.
This implies awareness ofthe intrrre1ationJltips of the fuDctionaI areas of the
c:ompany or c:orporation and the major strategic problems it faces, such as
c:ompdition.

Participation in the NAPM c:rnification program is preparation for a broader
role in managemenL Cenification should not be viewed as a purdy sp«iaIiJed
achievement that would trnd ro limit OIle'S sphere of knowledge and ex~.
The c:rnification program is a c:oo~rative effort ro ad_ the statUI of pur
chasing in the business c:ommunity. Examinations are given twitt each year and
administrred in all 50 statrl.

Cenification is open to all engaged in purchasing or _rials management,
NAPM members and nonmembers aIikr. The only prerequisitr for eligibility is a
minimum of five yean of experience in purchasing or _riaJS management or
a degree from a rec:ognized four-year c:ollege plus three yean of related expni
entt. In addition, applicants for c:rnificatioo are evaluatrd on the basis of results
of four examinations, ex~rienc:e. and c:ontnbutions ro the purchasing pro-
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fession. They earn points for specific accomplishments in each of these categ"lil
nes, and must accumulate a minimum total of 70 points to qualify for certific3JI
tion, 35 of which must be earned by passing the four examinations.

Euluclion ofSwffPnformance ~,

It is imperative that purchasing managers develop fair and candid evaluatiorll
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'il
more effective motivation. However, if evaluation is treated as simply a routioll
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 und
dcntanding and attitude with semiannual reviews. Ii

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; del
pendability and willingness to cooperate; ethical conduct; leadership abilities·
and the success in meeting quantified goals and objectives with established com-
pletion dates. ,.

It is most important that employees know at all times 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 veri
seriously. Purchasing managers should consider how they would like to be evalu
at~ by their own supervisors and treat their own people in like manner.
o CluJrle, L. BEw, Flayd D. Hedrklt, William G. E"I«,jr., and Robert B. StaR)

Fmancial Control

Good financial control is essential to any business operation. and purchasin.
people need a good, basic understanding ofcosts and their components. A buye1l
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, il
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, mal
terials substitutions, and the development of new sources. In times of generally
escalating costs this kind ofcollaboration 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 expensesl
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 fOI-1
lowing are basic steps in developing the budgeting strategy: (I) Know the objec
tives of the purchasing activity. (2) define the organizational structure needed to

I
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Analysis and Planning in Purchasing

meet the objc:ctives. (5) determine pel'lOllDd positions, and (4) identify budget
"'tegories to aa:omplish the pis of peI'IlJIUI"I pooitions (fariJiries. equipment.
supplies, professional development. reauiting. mod. periodicals. and ... on).

A budget i& alto a reponing mechanism of monthly performancr against an
nual expenditu..... The aiticaJ point. upon implementation. is detrrmining ClOD

trols for expenditu.... and who will monitor the aJIItroIs.~ this is d_r
mined. the budll"t will be u..,ful only if management -t'ltlI"" UIC of <be
controls as a guide. hgular review of budget prottdures maintains an effeaj..,
budget. 0 L.....nl A.r-0Jtd......, •. S-

ANALYSIS AND PLANNING IN PURalASlNG

Analysis and planning _ management tools !hat keep a COIIlpllDy competilM
and aensiti¥e to changing needs of is e:tJSlODlen. To make JD<:aDingfui contribu
tioos to the spedfic goals and ol!j<ai>es of !he company it aenes, purcbasing
must be proficient in iu UIC of lheae toob. The fundion ofpIa_ing is to ddiber
arely seek Wllfa ofadvancing <be errceti.."..,.. of purchasing; and planning i_If
mult. of c:oune. be booed on ",,,,ful atiaI,.is.

The experience of molt large companies indicares !hat an orpnizalion VOUP
reporting to <be director of purchasing is needltd to emu",!hat planning is >c.
complislt<:d. This VOUP functions as <be genenJ staff does in <be military for
planning operations. Men or women in Ibis aaiYity should be >nc:cI and expe
rien<ed purchasing people who ha.., ~IopedconYittions cor....,t lting methods
of realizing more effceti.., performancr.

Whether or not a company can jwtify a fuJkime pun:hasiog analyst or plan
ning group. <be principles are <be same. Manam in any function who '"fail 10
plan-plan 10 fail." Tune must be budgrred for Ibis purpooe. particularly for a
function such as purchaaing in which an a"""'gr of 50 pera:nt of the rnalue
dollar is probably being expendltd.

The focus of the purchaaing analysis and planning effort sbouJd be on the
management decisions needltd to imFO"" perfOl1llaDlle. Such issues as purchas
ing policy. organization. pro<edures. controls. inlen.DOti with nthcr functions,
more ad\'lUlCed techniques of decision making. staffatppon in _tiaI materi·
aIs decisions. training. and personnel planning sbouId be thoroughly studied.
From this error(. specific plans of benelil to the particular company should
evolve.

The P1e.am. Pia E.
The planning process is~Iopm by the managrr. who ddegata specific -'
ysis and planning tasks to the staff. The manager sees !hat the staff knows and
understands the objecti>es and needs of the ""rerpriae. PIan:hiosing plans are
then prepared which support corporate ol!jecriYes and programs. Planning is
~rati¥e_ back and forth aeries of thrusts toward acue~. Purcbasing
should provide short-term and Iong-.enn forccaltS of unit prioes and availability
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of principal purchased items. The forecast prices become elements of product
line b~nea plans, which in tum go into busine,ss unit consolidations..FinJ~.I
there IS gathered a proposed corporate plan for general management review,;"
approval. Usually the final corporate plan, somewhat modified from the
p>sal. is released with some stated priorities and with allocation of resources. Thi
corporate direction enables purchasing people to complete or modify proclf
ment programs for specific items, as well as to plan departmental operation..

Even at this stage, plans are not static nor are an business units in an orgamza
tion at the same stage of development. The purchasing manager must keel\1Jl
formed on current and forecast sales, inventories, product mix, and operall
rates. Changes in capital or maintenance programs, along with probable acqlli
tions andloT divestitures should also be known. With this knowledge as well as
good sense of the outside supply environment, purchasing plans can be adjul·•
to suit currrnt conditlons.

Involvement of department members is important and helpful in developm
and re";"wing policies, plans, and procedures for purchasing. Similarly, busine,
unit people should be enlisted to participate in developing supply plans. Suda
~rs, too, should be asked for their thoughts on supply program improvem.

Sharing of completed plans for purchasing department operations with mar
agers of other functional groups as well as with business unit managers andl'
plrate management is recommended. In this way they are provided informa
on objectives and programmed activities, and concurrence, albeit tacit at tim .:
obtained for the steps to be taken in the planning period.

One of the prime responsibilities of purchasing is to fulfill general manl
ment's urgent need for advance information concerning both short-term
long-tenn aspects of the cost of purchased materials, availability, market tren ,
new processes or materials, and the like, Effective planning must be precede¥
selective analysis of worthwhile opportunities. Some of the major sources 0

required infonnation should therefore be reviewed.

Sources of Information I
Many progressive companies commit their forward plans to writing one, flv ,
even ten years ahead of anticipated events. These plans and the resultant C3I'e
and expense budgets should be made available for careful study and analys
purchasing operations, Under ideal circumstances, purchasing should contr' ,_ I

to the fonnulation of these planning documents, particularly in view of the eve
rising percentage of the revenue dollar that leaves the average manufaetl'..
company by way of the purchasing function.

Purchasing must stay abreast of the forward plans of principal suppliers 0

terials, supplies, and equipment essential to the continued profitability of tt
company. This information is readily attainable through effective commul
lion with the suppliers' general management, sales personnel, marketing an ~

and research groups, as well as government, trade journals, and local pr e
sional purchasing associations. It must not only be sought; it must be careful
analyzed and thoughtfully interpreted in terms of the company's special of

I
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Thus, purchasing can be a valuable SOUItt ofrommen:ial inldigen<r to !he per
sonnel of a company by furnishing information .... what !he firm's competiton
are doing in terms of new materials and manufacturing prrc.-IOC....S.

Another SOUItt of information is a eamuUy recorded history of !he past pur
chases of a rompany. However, analysis of tile past is only imponan. if coupled
with a realistic viewpoint of the future.

InteDigen. use of aD three major SOUItt areas by purchasing is need~. Just as
in any other managm.en. activity, meaningful data m.... be anaIyJaI, wonhwhile
opportunities selected and p1an~ out, and plans commitud to writing 10 mal

!hey can be carefully evaluated by knowledgeable people from many functions.
Purchasing should be req~ to opmm in this manner.

Systems sbouId be drvrloped for rompreheruM: quarterly or annual repons
of money spent for purchased materials and services, by e:ategory, location, and
supp!;"r. Similar information on eotimated fu.ure needs ofkry items should also
be developed. For cost analyses, data are need~on depu1men'operatiolls from
period to period, monthly expenses for personnel, benefits, reDt, telephones,
.ravel, memberships, supplies, and postal!"'. Informabon on number of traruae
lions, savings, personnel numben, and the like is used for analysis of buying unit
operations.

B1lyiDc Respouibi1ities

Specific areas that must be analyzed and plan~if a company's purchasing func
tion is to be effective wiD be obvious from the quaaions that follow:

FIDw of~~. How is your rompany'slROD<)' being spent """.?
C~inInat~.What reasoning should be adYlll1ttd on the methods

of sele<:ting materials of rorporale interest? In a particular business. which spe
cific materials should have the stronp rorporate focus? Which materiaJs a~
better purchased a' the local level? Is sufficient attention being paid to these es
sential items by ll"'Rerai manall"meflt?

Ffilvn 1UOds. What are these needs? What systems a~ need~ to enable man
al!"'meDt to make irnaginativr decisions regarding future material requirements
sufficiendy far in advance?

Marlds. Is purchasing alen and sensitive to mukers in which it buys, SO that it
can make better decisions than its rompetiton? Will essential items be available in
the right quality, quantity, and placr-and at !he right price-one, three, or In..,
yean from now? Is the technology changing? Will new materials or equipment
lessen or heighten the company" competitive thrust? What is happening to !he
SUpplieR' markers for raw materials? Should the company shift ito policy to make
rathl:r than to buy? When is the best time.o buy? Purchasing should a<>Jui.... suf
6cien. knowledge in this area to accurately predict !he future direction of kel
markets.

"tJhu doririort.. How can purchasing make mo~ effean.: val... d«isions be
yond die arranll"meDts of supply at a certain prier? Gener2I mana~t can
help in at least two ways. First, it can enoourage!he panicipation of purchasing as
a team member in planning the developJnell' of new products; and _d, it can
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insist that purchasing make judicious use of the various analytical techniques 31

its disposal. that is, value analysis, purchase analysis, price analysis. and c~ ~

analysis, U
SOUTe,. dewlopmml. Does management consider purchasing as a link betweer

the company's needs and an endless variety of outside resources? PUTchasin~

should be expected to ferret out suppliers who are leaders in new ideas. new pi 1f
cesses, new materials, and averalJ management. ...

NegotWion. Is negotiation preceded by considerable analysis and planning;
(This subject is covered in detail in the subsection titled "Techniques and Prot I
dures in Purchasing.") W

Supplin" seledion. 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, ma~ "
gerial, innovative, technical, process, logistic, and geographic factors as tl1wt
apply to the company's precise short-range and long-range needs.

P1anDing Specific Purchases I
Important continuing purchases deserve periodic written procurement plam
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, ant
in an epilogue evaluate supplier performance. J

Plans can be developed for individual raw materials, fuels, components, cia
of packaging, maintenance services. project material requirements, and sup
for maintenance, repair, and operating. This periodic planning technique fa
cuses the purchasing manager's analysis on a specific requirement. SpeCial'
menu of such plans might be value analysis, cost analysis, standardization, d
ery lead times, make versus buy, lease versus buy, quality control, inbounl
transportation, and terms of payment. Procurement plans are also used fori'
nifican[ nonrecurring needs such as machinery, major repair programs, and
struction of new facilities. Plans are usually reviewed and approved by pure
ing and financial management.

This type of planning can be implemented by having each purchasing manl
prepare an annual written plan for the most important items purchased.
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 (ime (0 study each need carefully every ti~
occurs. Concentrating on time period requirements of a significant item or e
of items permits the purchasing manager to review plans of previous periods, ar;
alyze alternatives carefully, counsel with management, and construct a fav0r.jW
supply program. This style of buying operation places attention where it coul:

Nonbuying Responsibilities

Purchasing generally requires staff people specifically assigned to nOnbUYinl
sponsibilities; otherwise, these planning activities of a general but essential na

I
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Analysis and Planning in Pun:hasing

are done poorly or not at aU. Individuals <are£ully seleacd. bigbIy trained. and
motivated toWard ntrllence are. of coune. the kq to the "lrimatr suc:<:ess of a
rompany's purchasing operation.. To achie-.oe this suaess requires <are£ul anal·
ysis and planning effort within =tain broad areas which. again. will be: obvious
from the: questions that follow:

PoIiq d«isimu. What gmc:raJ~ should 'pun:basing have for the com
pany? What specific poIic:y decisions will be:lp rorporate "",as and purdJasing
penonnel in darntralu..d operations make bc:ttc:r decisiotls in the future?

Pm .... What proa:duraJ changa;an, needed to simplify the: flow of paper
work?

COflltDls. What rontrols are Meded to atisfy internal auditing oec:ds and assure
top managmtent that needed. dc:<:entralu..d cIedsions ;an, being properly made?
~ What plan should be: made to design the: orpniDtion to ensure

that the: gmc:raJ objectivc:s of purchasing are realu..d and tbatc:mpbasis with re
gard to company nc:c:ds is cornet?

PnJIIRIUl-. What specialist .kiIIs ;an, nc:c:dc:d?
Truining. What training will be: effective in dc:w:Iopiag the .pc:cific skills

nc:c:dc:d?
D.IcUimJ~ What tedutique:s and specific staff support will lead to more

rompelitiw: decision. on c:soential materiaIo?
l1tImIditm witA oI!JIfrftmcIUms. What plans can be: made to c:ffect bc:ttc:r inter

action with owr groups in decision making. especially in the: marerials design
.tage?

MItISVRS offlnftmllimU. What measures of pc:rfOrmatltle can be: cJemed to pro
vide top management with purpoocful opts to purcbasiag results?

Management should expect its purchasing function to identify problems that
limit optimum purchasing perfOI'Jl1llJla! and to crc:are plans and programs that
will convert wc:aknc:sses into strengths. Effeaiw:~tofpun:basing de
serw:s the: same careful attention as is normaUy giw:n ID otbc:r functions that are
dircctc:d toward profit. Purchasing should be:~ as an activity that can be: used
by planning to develop business decision tIllIUn-an idc:aI training ground for
general managemenL VirtuaUy every decision made by purcbasing is a dollar de·
cision. and these dollars should be: wisely invested to inc:tasr the: capital amiable
for profit-seeking opportunities.

a-Itaof plannln,

The: principal measure of effectiveness in planning is the genc:raI c:ompctitiw:
edge of purchasing performance:. Realistic measures may be: m1uction in the unit
coots of essential pun:hased materillIs. standard COltS lower than projected for
nc:w products, or 1o_m1 costs of products from an a<quirc:d facility. More im
portant may be: the: confidence of top management and. as a resuh, the: panicipa
tion of purdJasing in top-management decisions.

Amimg the: outpUts of planning may be: the following: dc:IiaabIe poIic:y and
gmc:ra1~ve statements from the director of purchasing; <are£~Dy thcuP!
out controls in a variety of forms; analyses of the: IIow of pwdIasing expendl'
tures, with recommendation. for management action; the P''!i''ctioD of future
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needs for essential materials; staff support in essential materials deciSions;,.
and market studies ofessential materials; suggestions for improved organiza .
and definition of training objectives and advancement of specific programs.

Materials Management U
Materials management is a concept which seeks to centralize under one managt
the various functions ofa business concerned with the flow of materials from_.(
termination of requirements to delivery at the production line. Some of t ,:
functions are planning, scheduling, purchasing. receiving. stores. w3rehou
inventory control. production control, traffic, and distribl1 tion, among other
TIlis idea creates a new layer of administrative effort in the corporate SU-UCI

Considerable difficulty has been experienced by many companies in fin
people who have adequate knowledge of all the subfunctions being centrah
and who are capable of managing them effectively. Managers have been chose
from such areas as purchasing, production. and traffic as wen as others in ~:J

materiab flow cycle. ..
The advantage sought by this centralization is better coordination of the vari

ous functions involved in the lotal materials Row process. In most cases. howel
the centralization has not changed any of the individual operations of the dep t
menu involved or their interrelationships. It has merely removed them one J

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 positl
tends to set into motion political power plays capable of disrupting an entire
ganization.

For details on the materials management concept, see Section 4 of this HaJ
book, on manufacturing.
o CluJrk, L, Blue, AlbertJ. D'Arcy, Leonard A. Larson, and Donald L, Mu :

TECHNIQUES AND PROCEDURES IN PURCHASING I

I

The manner in which technical details of procurement are handled must bel
termined from an established course ofaction 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 an<
future actions. 1-

The development and establishment of purchasing policies is the responsib :
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 c't'i
patible with the company's operations for meaningful procurement It..
farmance. •

Implementation of these policies should be carried out in the specific mannel
set forth in applicable procedure or instructions developed to direct procl·
ment activity. This leaves room for sound individual judgment and direction 1

encourages reference to supervision of any questions of interpretation, dari .
tion. or applicability to an individual case.

I
I
I
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I Techniques and Procedures in Purchasing

Value Aaalyaia

Value analysis, a proven cmt-m1uaion tedtnique. is one ofdte IOOIs a c:ompele1lt
buyer uses. Value analysis can be as simple as a "study of v.I1uc" to~ lower
costs. But it is not solely cost m1uaion. In dte striaat oemc, it is an organizrd
approach to study value and cost relationships (sometimes termed Yllluc engi
neering) with an objective to improve perfonnanc:r. Valuc analysis provides dte
same or bcttcr quality but at m1ured c:ost.

In simplified tenns, dte lint step of valuc analysis is to identify dte basic func
tion of dte item under scrutiny. preferably with juIt two words. For example. a
pencil "makes marks." Step two involves a opcodative or bnimIonn approach.
AU ideas that would do dte same "Illakes marb" func:bon would be listed. Step
three is analyzing those alternatives. or as lOme would oay. "blast and refine" dte
suggestions analyzing associated costs. Step four is deciding on an altemative _y
to provide the function but at lower c:ost. Finally, step five is implementation of
dte new design. method. manufacturing process. pacbging or shipment
method. The transition from the decision, step four. to implementation. step
five, usuaRy is most difficult in practice. Many companies have shown a cmt re
duction of 25 to 55 percent and IIl9re resulting from a formal v.I1ueanal
ysislvalue engineering team approach.

Key elements ofa sua:essful approach to vaIuc analysis arc: wide ICOpe of in
fonnation coDected. costs well identified, functions defined and cv.I1uated effec
tively. TItcse elements must be augmented with top RJaIIaI'"IIICRt's fuD suppon.
In larger organizations, a separate value analysis oeaion may exist. but usuaRy
only one perlOn is responsible for the program. Teuus consisting of personnel
from such departments as produa engineering, purchasing. production, and
manufacturing engineering undertake dte study. n.c coordinator's role is to
ocrecn new projects, assign them, sec that teams meet. and rcpon results to man
agemcnL

Ii> the course of value analysis many cham are de.doped. and component dis
plays and supplier panicipation are encouraged. A creative variety of visuaJ pres
entations can help promote effective v.I1ue1enginecring analysis.

Whereas cost reduction in most companies is a pan-iimc aaiYity ofmany indi
viduals, v.I1ue analysis is an intense approach by specific people using value anal
ysis techniques, thus bringing new and coUaborative information into dte deci
sion process. Value analysis evolved from simple valudaJot studies into a distina.
disciplined team approach. Various functions work cooperuiveIy to eliminate
unnecessary costs, resulting in cost reductions that need not Ieaen quality-ac
tually it is often improved. The study ofcost. price. and value and the relation
ship between them may bring about insights leading to desired change. Studiesof
these relationships are the essenoe of value analysis.

MUe or Buy?

The choice to make or buy rests with top management, since manufacturing in
volves usc of dte plant's capital equipment and its manpower availability. The
purchasing department must be able to evaluate dte facton in a makc-or-buy
decision and furnish such infonnation to managemcnL
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I

The quantities of materials and parts required and their time needs are essel
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)
carefully weighed to overcome either plant or purchasing pressures. r

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

Components should be purchased (I) when the component requires an exteJ
sive investment in new plant or equipment, which is contrary to corporate fina
cial objectives; (2) when current facilities can be more economically applied t
other corporate use (for example. although the company can machine nuts and
bolts, the machine tools that would do these jobs are producing more intriCatJ
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. I

Conversely, a company should manufacture its own components when it ca
produce them more economically and with better quality than it can purchase
lhem. Special care must be exercised to ensure that all costs art:: considered. TJ
company should also manufacture when its manpower and facilities are availabl
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 specializ4
pans whose suppliers find it uneconomical to produce the component in thl
quantities required or to the specifications needed by the customer.

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

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 revision of prior economics is in order.

Competitive Bidding

I

Recognizing a wholesome and active bid policy not only is fundamental to cost
reduction and control, but also provides discipline and stimulus to the mark1l
and serves to attract new supplier capability. Purchasing policy should establisw
the necessity to competitively bid every requirement to be purchased. Anyexcep
tions .i? actual practice, under analysis, must meet one or more of the fOllOWin}
conditIons: "

• Single-source item (according to the specification drawing) when it is n .
considered practical, desirable, or JX>ssible to establish a new source at the time.

• Schedule does not permit sufficient time for quotations.

I
I
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Techniq~ and Procedures in PurdJasing

• Quantity involved1s so sman that possible savings through IJidding would br
offset by expense of bidding, moving tooling. qualification tating, or starting
costs.

• Published price lists are available or scandard prita are CJUOb'd; they are the
same throughout the market for the itrm or mareriol (0 br pun:baJl:d.

• Tooling is in existeooe and in use on other orden, ochedule considerations
make its movement impossible, and cost c:onsiderations make its duplication un
eoonomic:aI.

• Very recent bids have already established a kIp:aI CXJlIne of aaioo.
• n.e mmmodity (0 br bought usu~ to a ddiuitiwe policy or pattern of

pun:base designed to ensure maximum price ad........ without compem;..e
bids.

• The pun:base is spare components of supplior I"opt'iewy iIema where pro
duaion procurement bas already established the -.me of supply.

• Purebase order is pIa<ed under terms of a antral~l,..... pntatr
wide, or negotiated contract that was competiti¥ely bid by the ..m- qucMabons
on which the contraet was based.

Any exceptions should brsu~,where apI'''.... iale, to • altDpetitive sam
pling of the market sufficiendy of_ to·.....re that the maximum prier adYllD
tage bas been obtained. 0 Williao B. B_ , ....... ,..."

Vidor B. Pooler, a>td l r I. A.'-

NepCiation

NegOOation is the art of bargaining with suppliers to oblain the.-wlue possi
ble for the pric:e. In arriving at the -most wlue" one remsni- that nIueo are
relative and must br weighed against each other. Quality, oeni<r, perfonnaDCle,
busine<s relation.. reputation, ethics, costs, profits-these are ooone of the wlues
of consideration. NegOOation is the buyer's prime means not only to arm., at the
lowest competitive cost but aho to proc«t the financial interests of the company.

O~d."". ill Neptitslima

Before every meaningful negOOation objectives shouJd br estaNished and
priorities established for their accomplishment. It isessemiaItockmmine what is
important in a gi.en environment, such as performancr guaranties, quality,
pric:e, delivery, technical service, cash Dow, liabilities, and warranties. n.e most
important objectives to the buyer are counter to those of the!Clkr. 1Dey sbouId
br realistic and in keeping with the supplier's ability (0 perfonn.

Equally important is establishing oI!jec:tives for what not to give up during the
bargaining process. They should br in keeping with the business conditions of
the day-the boyer sbouId know whether it is a boyer's or oeI\er's market for
each objective.

WAea to N.".,.
NegOOation uused when the potential wlues to be obtained warrant the time

and effon of negOOation. I'ritt is only the most obvious of oegotiabIe """-
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Often more important are considerations such as warranties, time, performance:
technical service, warehousing. quality. insurance, time payments, innovaft
ideas, and assurance of supply. iii

Negotiation is normally not warranted for routine purchases of commodity
trpe ~tem$on whic~ competition limits c~sts a~d profits to a logical level. NegOBV,'
uon IS usually deSirable when the specifications are not clear, when the llSJ
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. ,: t

Ii
Negotiations of low value potential or of little scope can be handled off·1

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. Ifconfusion 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',
supplier lead. Following are several guidelines for buyers: .

Attempt. to keep discussion on. the issues important to the buyer. Hold to t

plan, bringing issues to the table in their planned sequence. Convert SUPPI,',
issues to venians of the buyer's issues, watch supplier for reactions, and keep
russian under emotional control-change subject or call recess if necessary.
sure issues are clearly defined and understood. While there are disagreements 0

strong objections let the discussion run. Don't beat a dead horse-make YI
point and then go on. If stymied on an issue, leave it, go on to a new issue, I

come back later. Sparingly give in on the minor issues in order to gain on a m
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 del
the disagreement-it may be beneficial to write this down also.

Negotiation or bargaining techniques and tactics are numerous. Professiom
negotiators are well versed in the art and usually know what the other is dOiOI
that "gamesmanship" is usually fruitless. However, there comes a time to c
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 andI
tialed by both parties-at least by the writer.

Etlak. ofNegotiation

What u ethical or not ethical lends itself to personal interpretation, butJ
geoerally accepted that in a negotiation the parties are expected to be tru,hf 1

what they say. However, negotiators are not expected to tell all they know'l
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
anee with the company's ethical guidelines. The ethical code as adopted by th
National Association of Purchasing Management is a good example of a pr"lf

~~~ I
i
I
I
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Teclmiquennd I'rocedures in PI1n:1wing

p 1M" '- .'_';_1:-•.'''''.1_ ".,--
A simple negociaIiDn in a commodity item martel may !aU IittJe J'ftparation.

For example. a negotiation OD mimeograph paper for a quantity dioaJunt. heav
ier weight. or better 6nish does not warrant a thorouch lbIdy ofthe marke<. pr0

duction oosts, cub flows, ensinecring studies, and the like-hut a $10 miUion
purchase ofelectrical equipment _Id. TIle amount of J>ftparalion for a neg0
tiation depends upon the knowled&" ofthe ""Il"'liato.... the mmplexity ofthe ne
gotiation. and the scope of lite irem to be boughL

In a comperitive market the buyer m'" know lite pn>cl-. Ihc: markeu, Ihc:
supplien. the advantages and disadvanlall"S of romperitive producu, the ta:h
nology. whether the markets are _gor ""ft, what usoaI lImnS are. wbat ......
pliers are giving on tenDS, how business is, wbat back!ogs there are. how badly
suppliers need this business. whether Ihc:re is JJIIIJIlIll'CIIt prasure. whetherany
are in a financial bind. and so on. and OD. For a negotiation ofa oigni6cmt pur
cIwe. lite buyer must do his or her homework-it is imJlC"S'"b'e to know 100
much.

For almplex negotiations, strategy and taaics should be de>duped and should
be fully undentood by ;oil participants."A scbeduk ofplanned ",og'_ is advis
able. and each participant should know what he or she an or 0lIUMK say. The
penon in cha'll" of lite negotiations sbould have signals "lI""'d upon to rommu
nkate chanll"" in the plan. Potential positions to be tUm by a supplier shou\d be
reviewed. and in very serious negotiations, role playing may be advantageous. It
is of utmost importan<:e that ;oil team members know lite specific ol!jeaives of Ihc:
negotiation. but it is equally important to know wbat Ihc: faJblck positions are
and to know those key positions beyond whidt Ihc:re is to be no mmpromR. The
tactics of rornpromising on preplanned points of issue should be _;"-.1.

Soarce DeveL. me aDd Sel IliaD

Any company requiring materials as a pan of its business needs bas a very keen
intereat in supplie.... This is true whelhcr Ihc: need is for new materials, partially
plOccSkd components, completed axnpooents, a lOIa1 prod-. or machines.
The skill by whidt those suppliers are oelect<:d and de.dopuI wiD do much to
determine Ihc: degree of suc:cess of Ihc: uoer mmpany. The availability ofsuppli
ers for any particular need may Yilt")' from surplus to ocarcity. There is no reason
to believe that a surplus supplier condition means any less allrDtion to the selec
tion p_ than a mona&" of supplie.... Each condition brings different pr0b
lems and opportunities to lite professional buyer.

Gerwral 06julilJU ofSotora SeIIm-

There is universal comensus that most of the responsibiIitie of purchasing can
be summed up within the supply. price. and oerviccc:aregories. Tothese might be
added supplier relations to becertain that purchasing bas.....1JOIover Ihc: buyer
seller relationship in an area where oeveraI other funaiom also ba"" ongoing
supplier rontacL Thus lite objectives of purchasing are to (I) maintain a conlin-
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uous Row of material needs in quantities and at times specified by-the requl·
m"nts of th" company (2) at a price competitive with the industry (3) and ,
specified quality. The first two objectives are the direct responsibility of purchas·
ing with support from other functions. Purchasing receives direction from otr~

functions regarding quality but its role in supplier selection is the start of the cU·
tioual quality assurance surveillance process that includes consistent supplier
monitoring..

It is a prim<: responsibility of a purchasing manager to obtain the lowest pod.
ble price, and ofa salesman to obtain the price established by his or her compa•.
It is the responsibility of both to know the laws that affect pricing and to conducl
thdr negotiations accordingly. Buyers should keep within their ethical posil'
when discussing competitive prices. A buyer is not obligated to quote any c ' .
petitive price to a supplier, and of course a supplier is not obligated to meet y
competitive situation or a buyer's demands. Each has a right to buy or sell or nOI
to do so. That is the way it is and should be understood by both parties. II

o Ralph C. Ph.

SuPJllMr EvahuJtUm and Selection Criteria

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

In order to assure and affirm the capability of major suppliers to fulfill all e
requirements associated with the purchases of significant value and comPlexit,'t
is desirable to conduct a pre-award survey_ Where possible, such surveys sho
be conducted with representatives of the following organizations:

A.uditing. To assure that the supplier's policies, systems, methods, and philoso
phies for the accumulation, recording, and control of costs are in keeping t
the purchasing requirements.

Quality controL To assure that quality control policies, instructions, practices, 
ganization, and performance are in accordance with industry-approved stan
dards and criteria. 1

Enginuring. To evaluate desigo experience, problem-solving versatility, or .
nization, control, capability, and value engineering activity as they apply to the
equipment, parts, and systems to be designed and produced. i

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

Production wntrol and/or scheduling. To review the suppliers' scheduling 1
production control methods; determine that they are realistically suitable to
control and accomplishment of the proposed program; determine that they are
within the required time span; and consider other, parallel programs. _

Fina1lU. To assure the suppliers' financial ability to assimilate the propol
program in light of their other commitments.

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

I
I
I
I
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have been properly invatigatal; 10 review the suppliers' pun:baling and subcon
tracting policies and praaices for a=pcability; and 10 .....,.. genenI manase
ment apabi\ity. at1iIIIde. and interest.

Supplier aclcction aiteria are oudined in the following guidelines:
• Do businc:Io with supplien who are qualified and apable ofperforming the

work 10 be done at the proper levels ofquality, in the desired quantity, in keeping
with the functional requirements. and at prices properly i ep",...uing the val....
receiw:d.

• Bale the oeIcction of IUpplien upon coosideraUoo of the maximum a_·
able pel Iinent ioformalioD and knowledge. Deodop and maintain a listing of
consideration eIemeots or evaluaUoo factoR. or both. that may be mKIi1y
referencm as a basis to formulate the particular acloclion.

• SeIea supplien for major itrms of equipment by mmminee aclion to per
mil maximum c:ontribuJioo 10 the decision by aU Itnowledgeable. inte.-ed. and
affected organizations and individuals.

• SeIea 1OUn:es from among suppliers of proven pelf", iiilIiltt. promising
new supplien who have been wdI invatigatal beforehand. and previously aver
age suppliers who are eager 10 atone for put failures and can sbow~ .,.;..
dence of ability to do 10.

• Limit acleaion to those suppliers with wbom the .......... may be pIao<d
with reuonable coo/idenc:e. and who pass your criteria for """"J'i'ibiI.

• Wherever rasonable to do 10. limit acleaion to four bidders in order 10
keep down the atJeDdant clerical, recording, and follow-up ....... It is recognixd
that the number of bidders mUSi depend upon the individual caoe, bul in any
0lSC. the number and type of bidders aclected mlllt assure adequaJe and .ad
compelilion.

• Where there is a particularly attraeJive requiremc:nt for a InuodIy compe1i
live item, expand the list of bidders for the sake of fairness and maintaining mar
krt interest 10 indua: the most fa...rabIe pm and other moditioos of purchase.

• SeIea bidders in an open-minded and unbiaoed manner.
• Where there are a number of eligible suppliers for a gi-. a>mmodity. at

least putiaUy ........, selection of bidders for each new requi~
• Take particular are 10 seIoct suppliers with capabililirs known 10 be suitable

to the application being bid 10 CDlUre that resulliog quotations or proposals wiD
be representative and comparable; assure adequate and vipous con.petilioJL

• Permit the inc:umhent and any rom-- suppliers to bid on foIJow-oo requite
ments. similar items, replaoement ........ or i....... with similar applicatioN.

The use ofeound and impartialjudRJDCDt. adbe_ 10 ethical principles. and
clooe control 0..,.. the handling and doc:umcntalion of bids are COKiuiol to the
a>mpany'. characJer and procurement reputalion in the indUSJry.

o .....,lI.hfIl

TooIrftw s"",", Sow« StkcIiM

Buyers should be equipped with certain informalional IOlIIs that. if properly
underslOOd and used. will gready assist them in oekaing their SOUIUS wisely.
These lOlIIsinclude but are not~ limited to (I). geoer.oI 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-m
application of the product or service to be procured; (4) possession of hislorio
records of previous purchases from suppliers; and (5) a knowledge of and Cami
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
materials under their control. What materials are used in the manufacture of t
product purchased? Which aTe of major importance or of minor importance
Are these freely available in the marketplace or not? What lead times will yo~

supplier face? Can the product be stored? Is it perishable? Is there a futures m~
ket? Is the product easily transponed? What other in~ustries 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? I
labor-intensified or does it lend itself to high automation? What key commoditif
are used in the manufacturing process but are not a part of the end prodU]
What energy demands are created in the manufacturing process?

Specificadon data. Formal, well-written specifications for material requin
ments, dearly 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. T
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 Pi
chase contract. They are a prime determinant of the value received when de
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. I
End-use knowledge. Buyers must know functional requirements ofmareri

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 numbe]
end uses. This knowledge is primarily useful in the continuing search by
buyer to find a better material or a better shape or bettel"" or less costly mate
or a source of greater supply, or anything to lower cost or improve quality c
efficiency. This knowledge and this search are very important in supplier S)
tion because buyers want those suppliers who share their innovative objectiv

Purchase history records. The development of sophisticated electronic
processing applications for purchasing use creates a valuable resource that ~

dudes data applicable to supplier selection. When confronted with supplier sel'
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 ott,
supplier listings. c'

For the more important repetitive items this record will provide good price tI
tory. It may allow for the elimination of some suppliers and a more efficient <:

proach to final supplier selection. This historical record certainly should ioel'

•
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'lei')' important oupplier ~orman<rdata such as a fuD c:o>engr 01 price. deliv
ery perfOrman<le, quality. reliability, and ability to meet peak demands.

Not a part 01 the usuaIoupplier history but relaled to il is a supplier manual.
prepared and maintained by each bu~. In this manual buyers record not only
much of the historical information IOIlChed on here but. in addition. all the: data
the bu,.,r has aa:umulaled on each material or mmmodity under his or her re
sponsibility-price history. volume requirements, appro>ed supplien, industry
capacity. individual supplier capacity.~t requirements, nnironmen
tal issues, and every factor relating to the objec:liwe ofeach buyer induding sup
ply. price, and oervice.

ltDnrIedp vi _I I It , Each market of goocIa (."M••lilies machines,
and so on) is different. The bu,.,r mUJI re<f>lIDde this and know whal these dif
ferenc:ea are and what e!Tea they wiD ha.., on his or her ability to negotiate mm
petili.., pri<aand supply ......1'lU>a'. Is it a commodity market, thaI is, one where
there is no discernible difference~n the productofwmpeting suppliers? Is
it a market dominaled by one or two suppliers who let pri<a that odJen follow?
Is it a market where t«hnoJocyd~?Are there unusual rqulations that
influence the .. 01 aoods? Are long-term contraelS aYailable? Are these coo
tracts firm price or escalation types? Is the industry cIomiDated by~ pro
ducen or is there a mix of Ia'll" and smaD? Can the bu,.,r rec:ognizIe when there
may be advanraga with either?

~~: Tie F-.8tqe Me11te4

There may be unusual reaoons and conditions dictating the need to ....rd> out
and qualify supplirn. The two basic demands are. lint, the teIec:tiot. 01 the oriBi
naI soulttofsupplywhen the: need is for a new product. From Ihis_n. the need
for sufficienl'IOlJT<eI of supply the:n becomes a·-.md phaoe 01 the ....rd>.

Frequently, wben ..,lecting the original supplier the buyer may find the ilrlD to
be purchased is stiU in the design or formulation stage. Sporifications may be in
complete. Volume requirements may only be rough estima.a. usuaUy the: 0rigi
nal supplier search is conducted by a team thaI includes reooarch and dndop
men.. quality .....ranoo. engineering, and crnainIy pur<hasing. O<lter funcUons
may also be .epica.uled, but in that cue. IUd> or one of the I«bnicaI .epl 1

tali..,. may make the final supplier seJeaion, and purchasing ....... be salislied
that the supplier aelec:ted can meet prodUClion and cost requirements. It is im
portant that pun:hasing be included in the deoelopment team early in tbe pm<esI
10 avoid aeating unnecessary problems for a supplier who hu liuIe cbantt of
meeting the: supply and eeonomia demands.

After an initial supplier is approved. it is tbe responsibility of purchasing 10
obWn additional oources. with ani·taDOO, as noee<led. by other fwIctions.. The ac
tual process of ooun:e seJeaion can be diffi<uIt andli~g.bul tbe ef
foncan be..,ry rewardinglOthe buyerand his or hercompany. Moreooer. modi
of the work bee omes automatic after constanl practice by experienced pun:hao
ing penonneL

NormaUy. good suura:.....1ecIion techniques foUow a series of basic SIepS or
phases which can be classified in four general catqories. Tlteae are tbe phases of
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preliminary exploration, inquiry or solicitation. analysis and selection. and revie.\I
and reevaluation. Every purchasing transaction, however routine, passes thrau'
one or more of these phases. The more sophisticated transactions pass thrau.
all of them, and the careful and efficient buyer proceeds deftly through eacl
step. ,

Preliminary exploration. This phase begins as soon as the need for the col:;;
modity or service has been determined and conveyed to the buyer. The buyJM
first step is to review available resources, which are generally found in two bro3c
categories-published sources and personal experience. "

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

The seasoned buyer or purchasing manager will probably draw heavily on~
sonaI experience in initial consideration of potential sources. Recollection
previous transactions of a similar nature may provide immediate direction to
situation at hand. Personal experience may be enhanced through regularI
change of information with associates, both inside and outside the compa
Great value in this regard is attached to membership in professional associatio
attendance at trade shows, frequent visits to suppliers' plants, and similar outsidl
activities. One of the most prolific sources of information comes from the bUYl'
many interviews wilh sales representatives-an activity of inestimable value
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 suchI
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 iI
question. It is at this stage of the procedure that knowledge ofcommodity. s~'
fication information, knowledge of marketplace. and end-use knowledge co
most prominently into play.

Inquiry or soIidmtion. Once the list of potential suppliers is available the se
lection process begins. This can be accomplished by interview or by a SOlicita'l'
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 requ .
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 tl
may be difficult through correspondence, and make an early assessment of
supplier's personnel and plant facilities. A second reason for choosing the inter
view route is that the project requiring the material may be confidential. J'.'
meeting provides an opponunity to present confidential disdosure document ~

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 frl
the potential supplier a wide range of important data that will influence y

I
I
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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 CXIIDponeIlb prod"""', location of
the supplier's facilities, a list of current customets, samples of work (or pictures
and technical data), R&D e/fon, price position, and pricing history. Is the sup
plier basic in any of the commodities or materials? Are tedmicaI senic:es avail
able? What are its quality control facilities and standards? Company bac\qp"ound,
labor affiIiarion and experience, and patent position on products sought should
be checked. What is its raw materials supply poIicy-does it haoe long-term con
tracts on tight or critical materials? What are its lead times? Capacity, traDIpOna
tion data, soun:r of power including baclwp. _ and condirim.. conlladUal
possibilities, and F.O.B. point should be determined. Where appIirabIe, !he....
of any tools, dies or orher special equipment should be aaJei taiJoed.

The importance of a visit to the potential supplier cannot be ooeJ'"lima!rd.
Many materials, devices, and kinds ofequipment are critical &om !he standpoint
ofhuman safety. Tbis is in addition to expec!rd normal qua\ity staneIardL When
the use of the material is directly rda!rd 10 human safety (for example, food use,
airplane pans) !he plant visit is essential. Many firms wiD not 3fIIIIO>e a supplier
until their own quality assuranc:e or other tedmicaI peiWMii1d h:noe inspec!rd !he
potential supplier's facilities and given lheir appnmJl.

AuIysia ..... ..I,m.. When aU the projlClGIs haoe been itaioed, !hey
should be analr-! in detail 10 determine which is most fa¥Unl* 10 !he sitiiation
at hand so that a selection can be made. Tbis I'b- is undoub!rdly!he ...difIi..
cult and delicate in the entire process of soun:r deoeJopment; it requires IOUIId
judgment, a good sense ofvalues, and the reIJlOIISibiIit 10 enoure !he beol possi
ble acquisition for the purchaser. In some of !he more sopbistM ...... sjriiations
buying military hardware or aerospaoc:e requirements-the UJaIysis of bids is so
complex as to require the use ofcomputen 10 decermine !he beol jAopwaI. H_
eoer, in the vast majority ofcases, this analysis is nonnaUy condu<lled by !he buyer
or someone else in a staff function.

In the process of bid analysis, many faeron mlUt be ....sidered. Among !he
more imponant are !he supplier's ll"OlP"pbic \ocation, financial considenJtions.
quality of supplier's managanent, labor facton, and legal considenJtions.

Geographic location affects !he modes and .... of traDIpOnation, atIlI:IS 10

supplier penonnel and facilities, and availability of rep\a<rment puts.
Financial considerations. in addirim to !he aauaI price CJUO'IOll, are oWiiCE"",or"iII",..td

with such maJten as terms of payment, c:asb discounts. appIirabIe ....~
tooling costs (n any). preparation and/or installation COltS, and, for orden re
quiring long-tenn delivery, applicable policies on price protection or CIOOt exa
Iarion.

Evaluation of the prospectM supplier's rnanaganmt in""""'" 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 10weigh !he sup
plier's capabilities in !he areas of research. engineering...... design ~-how
and experience. The profitability record of !he potential supplier is a good mea
sure of its managanent acumen and a significant I<ey to its dependability as a
good supplier.
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Labor factors take into consideration such matters as available labor suppl)
type and repulation of the bargaining unit (if any). and the relationship betwJ
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 pertaininJ
to patents; applicable insurance considerations; and a full understanding of"'
potential reciprocal arrangements. •

Depending upon the type of commodities being purchased. additional factor
may be considered in the bid analysis. Such factors may include the sUPPlier'sl
pacity; an evaluation of its production equipment; its purchasing capabil
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 0

its sales.and technical staff; and its likely attitude on cost-price analysis an1
renegotiatlon.

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 res
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 sUbseqUI
award of the order.

At this critical point in source selection, the objectives of quality, service, an(
price must be most carefully and seriously considered, because the source that i
finally selected must assure their attainment well enough to satisfy the best int
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. SUPPI
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. I

Tbe critical materials list has become an important part of supplier selecti
and it is a continual reevaluation process. Starting in the early 19705 our countr:
suddenly found that the availability ofall materials was no longer aUlomatiC-j
had depleted our domestic supply of many critical materials. We also found t
fo~ign countries could now compete with the United States for critical mate
and were able to outbid us. if necessary. This situation has brought about at leas
two procedures for supplier selection: The buyer must maintain an UP-tol
critical malerials list, and the buyer must know much more than the immed ,
sourcing of these critical materials. The buyer must k.now and monitor the co
plete chain ofsources 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 sut
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 protectinl
their supply of any critical materials. This is an added dimension to supplierI
lection and will remain an extremely important responsibility. .

o Frankli.. H. M
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o c.r, D. CC~""''''iaia

Material can sometimes be purchased at grearer adWOIage from foreign
SOUKes. but such purchasing tends to be more complex than domestic purchas
ing. For example. longer a<XJuisition qdes may call for an adjustment in inven
tory levels. On the other hand. the possibilities ofair freight deliveries, .....might
from almost anywhere in the world. may make it pouibIe to cut inventories. Al
though in many respects offshore and domestic purchasing are much the same,
there are differen<:es for which the buyer should be prepared:

• Questions concerning manufacturing capability and control can be even
more important than in the caoe ofdomestic purchasing. because ofgrea_ diffi
culty in securing adjustments. Where the amount in....ved warrants it. a visit to
the supplier's plant may provide cheap insurance apinst the J>OS"'''i1ilies of poor
perfOI"l1WlCe.

• Particularly under present conditions of /Io;Wng exchanF rates, some con
sideration should be given to the currency in which the contract is pricrd. mndi
tions under which adjustments to prices may be made. and the period for which
the contract is to run.

• As communications oftro suffer in.transIation,..-;aJ can: should be exer
cised to see that all drawings. specifications, instructions, and ......-. are dear to
the supplier.

• Care should be exercised to see that the purchue '"Il'"",ment wiD have the
same legal effect in buth countries. Implied warranties, for example. can be dif
ferent under different legal systems. It goes without saying that the "lliament
should be legal under the laws of buth countries.

• Negotiations-particularly in-person negotiations-ue best mndueted
with some advanc:e ItnowIedF 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' soc:iaI ges
tures into the business at hand. In general. negotiations wiD probably be more
fonnal and crremonious than at home. and words and gestures used in conversa
tion may have a different meaning.

Frequendy. it wiD be useful to do business through a brokrr or trading house.
as it is familiar with the procedures to bef~ and wiD taIoe care of much of
the paperwork involved. Usts of brokers and trading compuies can be secured
by writing to the Commen:r Department of the country ofin~ For example.
japan maintains it Oiamber of Commen:r and Industry. Iocued in Tokyo. Ii
publishb a trade index listing the names, addresoes, and ...ofexporting and
trading companies and of broken and dealers.

Electronic Data Pta e"lnr-........h..... Applia......

The basic ol!jective of purchasing is to make available to authorixd depa_ts
all necnsary marrrials and sei'\'iaos, of proper quality. in the proper quantity. at
the proper place. at the required time. and-at the Iowat net <DSL To this end.
electronic data processing applications are _ effective. They provide real
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money and time savings in addition to instantaneous monitoring and status capa
bility. They may also be allied with other functional operating systems to provi~

mutually beneficial services. a
Computer technology. including both hardware and software packages, con

tinues to change at a very rapid rate. The impact of these changes opens mOl
and better avenues for integration of the purchasing function into EDP syste
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 det1l
mined effort to become familiar with these tools available to his or her comp...
and take advantage of them.

Computer Capabilities and Limitations J
Aside from both the evaluated and obvious opportunities of labor and ti

savings generated by computer applications, such usage establishes a path toward
a paperless purchasing system. Eliminating paper also eliminates delays asl
dated with paper. The computer is capable of storage and retrieval of all as
ciated data. Concerned personnel at all levels may look directly into the comput
fOT 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 infont"i8
tion may be limited. Computer 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 potentlal and benefits that are necessary in a C1
petitive business environment.

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. Insti
tions in programming are very de~iled and basic, yet time spent in this ph
pays dividends on the output end via reports in the form required and rap
availability. Some of the requirement5 particularly relevant to purchasing are in
ventory control and material requirements planning (MRP), supplier evaluatil
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 srandards'l

The computer's capacity to perform is limited by the intelligence, imaginati
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 COl
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 stl
age and designing programs that access those data files to retrieve informati
needed to perform cenain functions that anow 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 neces~
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to ooruider the camomics ofequipmenfa>IlS and penonnd a>IlS u rdaJed to
eslablishing. operaling. and maintaining a sysIml. Some of die _ uoefuI ..
tems are included in the following applications.
04_..... • , '.'d...,.we. Compulrr-Griented.,........ are radily.tapt

able to aaounts payable and related funaions. In addilioo, automalic pa,......t
provisions, cost distribulion. SlaIUS of commitmeur, W< obi......... diomunoa,

receipt quantities, documemaoion, and SO on may be l'S'abIisbrd.
Opoa ...... _ On-line a1ll'1ia..... provides inliant visibiIily of open

ordeR to the buyer. management, orany oIber contetned penoaoeL Such infor
mation may be tdJit.m in a format appropriale for.....-.Isand fumished 00

a scheduled or 'u requested" buis. The reports may be uoed as a buis to inioiaIe
foDow-up and eq>editing action or to aIen IDlIIIall""" for support where
deemed appropriale. "They am rdlea total aamtr. p0l'0llioOi thereof. in.....
tory. specific supplier. groupo of supplien, projea a>IlS, budget oenus .ec>eipts,
rejeaions, deli\lery dates, parts out of rework, and so 00.

MaIeriaIa m.pu.y. Informalion about the rorreotSWUS ofmaterials is roadiIy
available ria inquiry WMn procurement tranAClionsare jiloperly n:00..le4 in the
sysIml. The recording ofouc:h tranAClions builds a history tile that may be uoed.
automatically or on~ to support pun:baae order p. . g. An aUlD
mated materials inquiry sysIml promotes aaurw:y and e/iminalrl the need for
the individual buyer to maintain manual reoords on routine buys.Ia_...,........ Each rompany has oenain esnbIished guidelines for mn
trolling its inventories. Some are ""I"J' simple SJ'IIrIIIS ouc:h as a two-bin IIJ'Sl"ID,
but othen are ...ry c:omplex. utilizing complex prnboholity theory to detenDine
safety stock .."",1. order quantity. and reorder point. An £OP IJ'SII'ID am be pre
pared for whau:w:r degree ofcontrol is desired. Esrntillto an in.....tory control
system are inputs from (I) production control desipating ..... many ofa ......
pan it is going to use and when. (2) purchasing through the open purchaseorder
file telling how many items were ordered and dem..rydate. (S) ....aaR ofmatfti
aIs required. (4)calculalion ofsafety stoek. (5) detrnninatiun of1ead time. and (6)
decisions regarding order quantity. When theoe inputs are o ....,johed and de
cided. in~tory control can be lIClCXlIIIplished ¥inuaIIy a,-mIIy. InIhio_
p1ex SJ'Sl"m. each ilaD is lI'ltded u it 1110"" from swion 10 swion within the
company. and each requirement is identified and tic::Rted to a putituIar produc
tion run. thus aw:rting mixupo in end........ portions of an .......tory. Tbroup
this SJ'Sl"m. needs are identified in adYaD«, which eoabIes pun' ..;,., to _

the needs in 80 ordcrIy fashion.
Inquiries into the SJ'Sl"m am rdlea price bistory reIatite to a specific pan

number, particular bid data, a specific buy, or whether 80 ilan is w_a1 bJ a
blanket purchase ;,greemeut. "They provide materials awilabiJity. _ •••,...,
disbunement and requisition -. and similar data. Infonnalion reIatinc to
any block of pun:hue order information em be It,"itved in 80y ....'"'"
needed by the user.

Pladaue order .,.'IiI""'"or. Automarion and stondardization of the pun:baae
order writing proc:esa inc:reues el1iciency. is faster. a>IlS 1esI, lUJCI providet betaer
visibility. Staodardization of input, fonDS, synW< aIiia, and paoc:Mures 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 PUI
chasing managers, and it is their responsibility to select or construct the arrang
ment best suited to the purchase requirements.

The Need for Altemative Types of Contracts I
The most common type of contract, the one with which all purchasing managers
have thorough familiarity, is the firm fixed-price contract. T.he ordinary PI
chase order when executed by both parties is an example. Under it, each pa
will perfonn specified duties. Contracts are enforceable in court action if 5

were to· become necessary. but in the ordinary business relationship. both parties
perform their duties without recoune to litigation. For most purchases. noI
ticular thought is given to the exact type or fOfm of the contractual relationsh .
Nor should much attention be paid to the contract type for routine purchasl
circumstances. However, there is a need fOT purchasing managers to be
thoroughly familiar with the range of choices available to them under circl·
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 se . .
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. I

• 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~n contraI'
opportunities in which the purchasing manager may wish to seek competi I

• 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. I:

• The circumstances of the purchase action are such that the buyer see
obtain performance cost data from the supplier.

• The buyer's objectives in entering into the contractual relationship inclUl
the reduction of inventory, the simplification ofordering procedures, the rt
tion of the cost of repetitive purchasing processes, and other logistics goal ,

Alternatives Available to the Purchasing Manager J
Choosing the correct or best type of contract for a situation in which othe'c

l

the firm fixed-price contract is indicated can be a complex process. Such a pI
cess begins with the necessity for each party to assess its independent Objl
and to approach the common goals sought in the contract as negotiable :
leading to the final agreement. Each party starts with a set ofobjectives that .,
be accommodated to the other. Of particular significance is the large numl
alternatives from which a choice can be made. The choice is more comple .
simply choosing from among 12 to 20 different named types of contract
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Formal Purchasing Arrangements

real IaSIt is to select from an unIimitLd number of wried _ and conditions
that mipt be included in any of the c:ontrael types. The combination ofaYailable
features is particularly~ in the cue ofincm~c:onuaas. Let us exam
ine IIOllle of the a1ternati>a available to us.

Comparioon ofc:ontract types isaid~ by classifying the a1ller'l1alAa. One basis.
form ofaa:eptanoe, is to distinguish c:ontnlClS c:alling for c:omplelion of a speci
fied <>I>jeane from thooe that finan<r services ofa c:ontinuing nature. The oerond
basis, logistics ~s, is desi~ to facilitate repetiti.., ordering and in_tory
minimization. The third basis and principal medtod ofdassifi<ation is by the pric
ing arrangement thereby established. Under this medtod, oeweraI c:onuaa types
are known by tedmiques~ to 6naUy determine the cmr. pro'" and/or price to
be paid upon c:ompletion of the c:ontraet.

F_ ofAce Jl....« of Worl

ContnlClS may be written on a term or c:omplelion basis. n.e.e are distin
guished by the basic obligation assu~ by the peJfOl'lller, that is, whether the
performer is obligated to c:omplete a spcd6c, defined, and meuurabIe end ol!i<c
tM:, or to apply efforts and resouroes in the punuit of an end~ that in
itself is beyond the c:ompletion of the c:onoa. End o1ljeai_ of bu,.en are DOl

necessarily achie¥aI coincident with the c:ompletion of a specific CXIIIlI'atL in
stead, a c:ontrael may provide for a period or term ofoenicr. Forexample, in the
purc:baJe ofservices ofa routine nature sudt as mainlalaDa: ... rita, it is ewident
that services are c:ontinuing in nature and do DOl c:ome to c:omplolion at the end
ofany gi-. c:ontract-the services will c:ontinue, and a _ oootnlCl ... an exten
sion of the existing c:ontract is _ ry in order to c:ontinue the performanc:r of
the services by a supplier. That type: ofarrangement isquitedifferent from a 000

struction c:ontract w!M<rein the builder assumes the obligation ofc:onauuaioa ofa
specifically identified building at a particular location, and upon c:omplolion of
the building and aa:eptan<e of it by the buyer, the wort. c:ontlllCted is CXIIISidered
to be c:omplete and is c:oterminolu with the expiration of the c:onma itself. The
essential point to remember here is that the nature of the performer's obligation
to the buyer is very different under a c:ompletion oooma than it is under a term
c:ontraeL

Another example of this diotinction is in the area of raoan:h. Many reoean:h
undertakings are initiated under a c:onma that~ that the performing
research party will apply his or her bootefforts10 thein~ JII'OO'I& during
a spc:cified period of time. But the ponies at the _ .........0. that the proba
ble total extent of the research necessary for fruition of the ..Iti....... hoped-for
disc:o.cry of new knowledge is likdy to be far beyond the end of the intital c:on
traetuaI inllln1lDenL Thus, in many <aES, the reoean:h effort is c:ontraCllOd for on
a term basis rather than a c:ompletion basis, and as a -...quence, the pricing
arrangement and the funding of the c:ontraetual imtruJMnt are bued upon re
souroes expc:aed to be applied during the spc:cified c:onma period. In c:ontrasl
with that reIationahip, let us examine a reoean:h and cJe.dopweut c:ontnlCbta1 re
lationship.

In moot RIcD c:ontnlClS, the buyer expects to ha.c, at the end of the initial c:on
tract relationship, a working prototype: of the ..,...,... ultimately planned to be

I''''
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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 machin
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 contractuJ'
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, wi
will lind 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.

Logistk$ Needs

Logistics needs that can, in part, be met through appropriate contract mecha
nisms include inventory minimization, standardization and simplification ofif
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 savi!
can be achieved through application of arrangements known variously as cor .
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 teci
niques is designed to systematize, perhaps to automate, purchase of categories
materials and services that are used on a continuing basis. There will normally
a separate agreement for each category of need, and a wide variety of individual
arrangements are encompassed by the techniques. I

Pricing Arrangement

Fixed-rate contract types as a group. The fixed-rate contract differs Sign)
candy from the firm fixed-price contract in part because the final amount to
paid to the performer is not determinable until performance has been achiev .
Funhermore, 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 c1
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 performaJ
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..<fay) of e
neering analysis effort which the contractor applies to the job. The fixed rate is
inclusive of direct labor costs, overhead charges, general and administrativeJ...
selling expenses. and profit. All these elements of the cost of delivering the e 
neering services are summed, and a rate for reimbursement to the contracto 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 contract&
performance in order to verify that the delivered services are in fact accepratlil.
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There are two types of fixed-rate ronti'acts. One is the Iabor-bour ronuaa, in
which the only provision for reimbunement ofthe supplier is the reimbunement
rate- for the direct labor applied to the job. The other contract is the time and
materials conuaa, which in addition to the fixed rate indudes a provision for the
delivery ofmaterials atCXJSl as required by the perfonnana:: ofthe specified work.
Ordioarily the provision of materials is severely limited in a fixed-rate contract,
but the time and materials arran8"JDent provides for reimbunemenL

fixed.price _ en- • ........ The fixed-prioe conlJaClS include (II
the finn fixed-price contract, (2) the fixed-price iooentive contract, (S) the fixed
pria: redeterminable c:onuaa, (4) the fixed-pria: contraa with <mnomic prier
adjustment pnMsions, (5) the fixed-pria: 1eveI-of-effon term contract, and (6)
the fixed-price iooentive c:ontract with multiple iooenti1la. Thus,.ben we exam
ine the fixed-pria: group ofcontraCts. we have a fairly complex stJ1I<tW'e of po
teotial arran8"JDenlS.

The finn fixed-price (FFP) contrael should be compared with aD the others. It
is a contract in which the party who is the supplier is a guarantor of p .........u1
perfOI'lllllDtt of the requirements set forth in the contract, induding aaomplisb
ment within the time frame allowed by the terms of the contract. Under FFP, the
supplier becomes fmanciaUy responsible for .."T"SSfuI perfonnanc:e without any
right to subsequent cbanl!" in the specified amtraa price and JCbedule. In re
turn, the FFP buyer is obligated to make paymentof the fixed price as specified in
the c:ontract without regard for the aetuaI CXJSl of performance of the won cov
ered by the contract. The relationship rould not be simpler: The supplier. work
ing independently and under its own rnaJIlI8'OII'eDt direction. is provided the fi
nancial iooentive to perform ever more efficiently and effa:tivdy. since the ability
to perform at less CXJSl than originaDy anticipated S«UreI for the supplier. as
profit. 100 percent of the CXJSlS thereby saved. The buyer. on the other lumd. is
able to plan with the confiden." that needed supplies wiD be delivered in a timely
fashion at the CXJSl defined in the contraetual relationsbip. None of the other con
tract forms aa:ompIisb this fundamentally simple xl of relationsbips.

The fixed-pria: incentive (FPI) c:ontract is distinguished by its inclusion of a
sharing formula whereby the performer is paid more profit if perfonnana:: is
completed at a CXJSl below the expected (lafll"l) CXJSl agreed upon in the contract.
Conversely, the contractor is paid 1ess profit if CXJSl at completion exc:reds the
agree<i-upon Iafll"l COIL The ratio of reward or penalty is controOed by the for
mula oraled in the contract. As an example. the buyer might sbouIder 75 percent
and the seller 25 perc:rnt of decreases or incrases in CXJSl of perfonnanc:e (as
compared with Iafll"l CXJSl). The FPI contract rerains the fixed-price mrocept. be
au"" it includes a ceiling pria: which limits the buyer's obligation regard1ess of
COIl of perfonnana::.

A fixed-pria: redetenninable (FPR) c:ontract avoids the inclusion of a sharing
formula. yet leaves the fittaI negotiation of pria: until perfonnana:: of won bas
proceeded to the point at which costs of perfonnana:: are weI1 enough known to
predict (and negotiaIe) the fittaI CXJSl and pria: nea:ssary for completion ofwork.
The redetermined pria: is set forth in the contract when negotialed. HistoricaDy.
the FPR c:ontraet was imporrant to Iafll" governmentp~ but it bas fallen
into disuse in favor of iooentive contraets. Its principal advantage of delaying
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price determination until some cost data are generated by performance Whll
allowing a firm pric(: to be set prior to completion of performance is offset
administrative complexities in negotiations and lack of confidence that it rno
vates efficient performance.

Fixed-price contracts with economic price-adjustment provisions (FPE) prl
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 levels. The factors selected should be el
ogenous variables not controllable by the management of the instant contra
This contract is designed to shift risk of price or cost inflation from seller
buyer.

The fixed-price level-<>f..,ffort term (FPLET) contract embraces the conceptI
term contracts. It is normally limited to research undertakings of limited scope
which progress toward a technological achievement, not completion, is soug .
The contract pennits firm budgeting of the contractor work plan and minimizes
administrative oversight activity associated with performance. A high degree I
confidence in the technical skill and dedication of the performer is necessary C
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.
abIes: performance, schedule, and cost. The modeling of such contracts is di_
cult and the impact of tradeoff decisions difficult to discern. Nevertheless, the
contraet5 attempt to provide motivation. in a monetary sense, to the SUPPlier)
achieving maximum performance toward buyer objectives.

Cost versus fixed.price contracts.. The most fundamental distinction betw
types ofcontracts 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 £1
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 recon;ls
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 ulti
mate obligation of the buyer to pay is based upon the price agreement of the P:J
ties as set forth in the contract and is not governed in totality by the actual level
the incurred costs. Nevertheless, as has been shown, several of the fixed-p .
contract forms do require a disclosure of the supplier's costs to the buying orga-

ni~~~~~ 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, wbereby the supplii
takes on the obligation to complete the job in accordance with specifications at,cl!
within the time frame established by the contract. The distinction lies in the lee

I
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of aa:ounrability for results ............ by the supplier iu a oost Rimbunemall
c:onb'llCt. Such aa:ounlability is significmdy reduced becouR the supplier is not a
guarantor of the estimated cost of performance. In effect. the obIigalion of the
supplier is reduced to the obligation to apply best efforts to the perfOl"lDlllla wilh
<he objective ofcompleting <he rontnet iu aaordance wilh the agreemenL "The
difference is expraaed best iu renns of the assumplioo ofrisb ofthe two parties.
In the cost contract, the buyer assumes JIIOIl of the financial risb of nonperfor
mance or delayed performance. In the fixed-price c:ontract, the supplier assumes
most of the 6nandaI risk of nonperformance or delay of performancie.

"The cost mmbursement c:ontract,~. is 00IUiderabIy IIMH'e awupliralrd
<han eilher a fixed-price or cost type ofc:onllllCl. "The "hjm_ .......tion of risIt
between buyer and selIer is determined not only by the form of the c:ontna but
by the inclusion or nonincIusion ofnumerous Jl<*'"b!e terms of the contna such
as wananties and iucentives. Additionally. the "Jl""ificotions of the contraet are
critical iu the .......tion of risk because the~ aJIIIpleDty and difficulty of
performance deme from the specifications or other II"'bniaI documentation
<hat form a pan of the ag.....DtenL

Coot ...b_... puap. While aD cost c:ontr.lClJ are similar iu the require
ment that <here be a disclosure of coots for purpooeo of reimbunement of the
performiug organization. the Ie\'ft'al types ofoost c:ontr.IClJ differ in <heir pr0vi
sions for payment of fee or profit for work completed. The oost-no-ree (CNF)
contract is primarily uaed for research UDdertakiugs iu which • unnenity or
olher nonprofit educ:ational institution is the performing party. "The contract
simply provides no sum ofmoney over and~ the aDowabIe coots ofperform
ance. However. it should be no!rd <hat contributions 10 fixed and semiwariabIe
ooots may be of great benefit 10 performiug institutions.

The cost-p1us-fixed-fee (CPFF) contnet is the predominant fonD ofcost con
tracting usuaRy applied when a private iudUllrial organiDrim reai¥es • cost
conb'llCt. In the cue of the fixed-fee contract, the ...-at offee is apeed upon
as a sum ofdoUan duriug the negotiation of the contnet prior 10 ils award. "Ibat
sum is <hen payable 10 the performiug organiDtion upon acbie_t and deJjy
err of a satisfactory end product or result of the contraeb:d dlOrt. It does not
vary iu amount wilh the aetual1eYeI ofcost incurrence atpeJieDced by the con
tractor. The cost-pIus-fixed-fee insbumeht is of primary use wben .......rial
degree of uncertainty surrounds the perfOl"lDlllla oost of d>e effort required by
the oonb'llCt. The source of uncertainty normaDy demoes from '0 I".......... or
produo1lility issues resultiug iu inability 10 discern .... of performancie wilh a
high degree of reliability in advance of the award of d>e conllllCl. N. resuk _
find that the cost-plus-fixed-fee c:ontnet ia uaed~ wben taeareh or re
search and development work is being undertalten.

A ....-oharing (CS) contract is abo peltinerll in many~ sitarations
when it is evident that the performiugorganiDriM wiD gain ..........1QIIIIIIleI"

ciaI advantage as a <:DIIJeCIueDIle of being funded for an "",-,t of~ by d>e
buyiug organization. N a <:DIIJeCIueDIle. it ia wben <here is • signifirant QIIIIIIleI"

ciaI advantage to the private performer <hat a oost-.haringcontract might be .....
posed by the buyer. While lhia contna type is not Iimib:d 10 .,...enunent pro-
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curement. the cost-sharing idea is not ordinarily a popular method ofcontraClil
from the point of view of the performer, and it would only rarely be applicab
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. losteal
the ultimate cost limitation of the contract relationship remains unstated at t
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-incentif1
contract. iI-

Contracts may take the form of an award-fee arrangement. Under the C05t

plus-award-fee (CPAF) contract, incentive for performance is based upon I
buyer's subjective judgment of how well the supplier is meeting contract requi
ments. The award·fee contract provides no formula at all withrespecl to fi
payment of profit to the performer. but it does provide reimburSement of costs
by the buyer and normally allows a m.inimum fixed fee to be paid for the dutl'
completed by the performer. Although the agreed-upon minimum fee for co
plcrion of thejob 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 basea
the buyer's periodic assessment of the seller's performance. The better the
formance, according to the standards of the buyer, the higher the award fee
the buyer at the time the award-fee assessment IS made. This system of incentive
allows maximum exercise ofjudgment by the contracting parties during the~
formance period of the undertaking, allows for changes in direction or modifi
tion of emphases during performance, and permits payment of profit in aceo ~

ance with the degree of satisfaction that the performer is able to deliver on his
contract. The award-fee arrangement is normally used only by governrnel
agencies, but under some circumstances an industrial purchasing agency rnI.
wish to examine its possible advantages. 0 Stanley N.- Sherman

Leasing I
A properly structured lease, in certain situations, may be a viable method of fi
nancing an asset. For example, a more desirable location may be obtained rnJ
readily through leasing than through ownership. However, before a leasing
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 bef~
making a commitment on leasing.

Regular retail or wholesale suppliers are not, as a rule, capable of Offerin,
comprehensive leasing program. A lease should be entered into only with an
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. inflaul·
and interest rates. need for immediate delivery. long-term cash flow, prod
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changes. COOl control, and Ihc: reputation and experietKe of Ihc: lessor in .he lea>
ing field.

A~·fUtuta,

"The terms ofa lease can .......uy be splUd out Oftr a longer period lhan oIhc:r
forms of financing. A. Ihc: end of Ihc: lease, Ihc:..., may be an option '0 purchase.
negotiate a new lease, or renew Ihc: existing lease. Furlhc:r. when prien a..., linn
for the tenD of the lease,lcaaing may be uxd as a hedge against inllatioo by pay.
ing for equipment or material uxd today with fuw..., doIIan.

Leasing imp...-. the Iinanc:iaI pictu..., of the bwiness unir. and aa:ounting for
COIllI is simplified. Mo"""",r.lcaaing provides a method ofcircum.....tion ofvari
ous mtrictions which may be iniJ><-d by a lender.

Another major benefit auocia~wi'" leasing is the~ of orting
capital and improved credit lines for Ihc: Ieuce. The!aoce may choosr to this
capital for new-product research or building up '!OIe''''' offast-tdling in'_tory
items. n.e..., are usually lax advanlageS (for example. sales -. nCR taxI aDO

cia~wi'" leasing mat would not be available under mo..., aJII....1ionaI procure
ment procedures.

Low initial capital outlay and immediate delMry can make leasing especiaJIy
attractive to small or new companies wi'" limi~_p capital. "The small alOl

pan,. may transfer IIlOSt of Ihc: risk to Ihc: kuor wIIiJe hoping to pay the leasing
COIllI from anticipa~earnings from Ihc: Ieaxd equipment.

Ifa company's labor COSIS for mainteoano: and repair p"UOOllel a..., extremely
high, or if additional maintenance and ...,pair penolllld are needed. leasing
could prove more coonomicallhan purchuing.

Leasing would obviously be Ihc: _ prudent method ofaoquisition wben an
expensive piece ofequipment is ..-Jed for a short period of time. and the..., is
no foreseeable furo..., need for Ihc: equipmenL In addition, the rill of Ita,ing 0b
solete equipmen. is grudy reduced.

Di__togaof~

One ofthe major disadvantagaofleasiog is that Ihc: kuoe....,. aD rights to ....
property after .... lease expires. The", is 110 _ 110 title, 110 depnriation aUow
ance. Further. ~ta1 paymenll are Iega1liabilities of .... firm. and failure to pay
could teSUk in bankruptcy or reorganization.

Many leases are fixed. "'us ClUting a high degree of ia&xibiIity. and IeasinS
COIllI more than owning the equipmenL Tbe offiet of deduaing leasing COSIS as
di~ expenoes from profit, henc:l! reducing IaXabIe ina>me. should IIOt be the
..,Ie consideration for opting to lease. Corporate income tax wiD always take its
due.

Coordination of the kuor's and !aoce's pe......nd may be rcquired to~
duce or explain the Ieaxd property. A redistribution and/or c:hange of usual
worlt patterns may also be r"" '1. wilh an adjuslment phase at bo<h the bqin
Ding and end of .... Ieaoe period.

Usually main"""""", is inlqV3l to any mainJrnance~.. wi'" tile Ies
oor's ofTsite p"rIOI1Del servicing the ..ppmenL Any period dusiDg which me
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leased property is nonfunctional is a "down" period, resulting in a Joss of prOOuc.
tion, missed deadlines. and lostrevenue..

Leanng a. a Method ofProcuring Asset.

Leasing rather thaD purehasing the asset. A business firm contracts to rentI
asset from another firm. The contract includes: (1) a basic tenn during which t

Ie...., 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 Lo continue to use the asset after the b1
lease teno.

Sale and leaaeback. Transrerring the title ofan asset that i. owned by the firm
to another pany in exchange for a price that reflects the market value of1
property, following which the assel is leased by lhe original owner. The nel en
of the transaction is for the firm to trade a fixed asset for a current asset.

o ThomtuJ. DeSena

Typical Lea.e. I
Fleet Ieaaing. Because of high fuel costs, increased maintenance costs as veil •

des age, insurance costs. and the trend toward smaller, more efficient vehicleI
for many companies automobile leasing has proved to be a viable alternative
purchasing. Automobile leasing usually falls under one of three basic leasi
structures:

Maintenance leo.u. The lessor supplies the vehicles, provides maintenance, al
assumes responsibility for depreciation.

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

Finance lease. The rental charge is usually a percentage of the capitalized costl·
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 depreciat
book value is returned to the lessee. If the vehicle is sold for less than the dePt
dated book value, the lessee is responsible for making up the difference betwe
the actual sale price and the depreciated book value price. Under this type
lease, the lessee usually pays for all maintenance and operating costs along with
any stare or local taxes. I

Real property. Because of location requirements, space requirements, a
the finite quality of land, leasing is often used to acquire propeny. in the ri
location, when needed. Legally, the term "real property" includes all thini
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. t

As lessee in possession. he or she has the right to privacy and undistur
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 ••.
garded as one who has been deeded certain of the rights usually incident .
ownership.

I
• I

I
I....



110

BaiIJIMIIIJt Ape [.Deftts

TIJe term "bailment" nonna1ly applies to rbe a>nsignmeut or loan of paopelIf by
a supplier to the buyingorpnitation, or tbe loan orpropeny by tbe buJiDgolp
nization to !he supplirr-tooling. Cor example. AD paopeily Cumisbed under
such cin:umIlan<:eo shouJd be cow:red by a bailmen~"8'_4 sming fonh the
responsibilities of tbe parties for rbe care of tbe property and Cor liability in CIIe

of <iaJnage...... or destruction; tbe UJe to which tbe propel ty can be put; and
otber pc:ninent provisions.

e-pa..... TIJe continual f_~ advances orrberomputer indus
try warrant leasing rather than buying various data proc:esoing and related equip
menL Via a leasing arrangement, rbe oompany has awilablc rbe latest equipment
designed for gi¥ell requirements. TIJe lluctuating demands ofOJrreRt industrial
trends do not warrant rbe financial outlay for an asset that oouId .-sibIYbeobso
lescrnt before it can be depra:iated.

TIJe highly specialized teehnoIosY inoolvcd in romputen -.ores prof . onaI
expertise to resoI"" problems. Many romputer leases prowide~r rapid re
sportae by the manufacturer's engineers. In oome cues, tbe manufacwrer's engi
~ ha"" on-site facilities at the lessee's location.

o K_ V. J&e-.J- I'M .. _llttIIiflA..."...

FedenI COoe.....lentCon~

When a go.emment agency decides to make a prororemelit, it _ in --...
carefully doromented pro«durea in tbe fonn of oflicial regulatiaos by major
agencies of rbe federal go.emmenL 11>ese pro«dures are baed 011 _tea en
acted by Congreas spelling out what is permitted and tbe M" ry <DIIItninlS
connected with go.emment prororenaents. The OOIltnets rauItin& from suoem
ment prororement actions mUll re8ea aU !he pet'IDisti.eoes and the <DIIItninlS
embodied in !he laws and regulations. Sinc:r go.emment mntraelS I epa It re-
lationships between private businesa firms and tbe gooernmmt, rbey .epa It a
speCal COIl<lem that the public interest is oened. TIJe statutes and tbe reguJations
governing go""mment prororement exist for this purpooe. and for this raoon it
is tbe responsibility of both bwinesspc:opIe and go.emment "!pi • i1ariws to
know tbe requirements of public doolments. Soda~ produoe a ca
reer field or profession in go.emment procurement quite different from the
field of purchasing in private business.

E.........~J>rka

A point of great a>nc:em in prote<:ting rbe public interat in~t jim
curements is rbe contr.K:t prkr. TIJe faa that e.ery go.emment procurement is
made with tbe UJe of public funds IUppotU the requirement that 00Iltral:t pri<rs
be fair and .....-.able. Go.emment procurements are pe.r.amed in. Jwniness
environment where it is belieoed rompetili.e fon:rs ensure fair and re:amnable
market prices. A buyer facing a market price may not _ riJy agree that it
appears fair and reaaonable. When many buyers in a IIIaTka decide to withhold
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their purchases. they tend to depress the market price until it moves to a Ie.
considered more reasonable to buyers. On the other hand, withholding of s'"
plies by sellers may accomplish an upward change in the market price considerec
more reasonable [Q them. I

In terms of total dollars spent, most government procurements are not aceD
pUshed under conditions of market prices. Even so, the key to reasonable price .
the force ofcompetition. that is, the more closely the competition resembles whal
takes place in a market. the more effectively will it ensure reasonableness inI
long run. The market is a mechanism which determines the price of particu
products. but if market conditions do not prevail for most government procu 
ments, we must determine how effective alternatives to the market meChaniSt
are to produce reasonable prices and thus protect the public interest.

Altematives to Market Pricing

The preferred alternative to market prices is stated as a public policy ini
United States Code (41 USC 252 [c)), which says that procurement shall be rna
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 reali4
from among those who are capable of executing the contract. The requireme.
to 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 procuremel
but they must give priority to this method when regarding alternatives (exce
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 disputet
fact finding and analysis are very important ingredients since they are the ve
essence 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. J

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 detennined at the time <I
planning the procurement so that they may be incorporated in the request rol
proposal. Those who are invited to respond to the request must propose a price
based upon the terms and conditions contained in the request for proposal.j
later, when the government is engaged in negotiations with a particular respo
dent, one or more of the lerms 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 aJ·
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 negotiaton ha"., a axnmon under.Rand
inK of them, but they are not issues about which negotiators take positions and
move to agreement by yielding or conceding. Only the queobon of pm is re
solved in this manner.

Role o/rIle ClIIIIradioIr 0jJar
In government procurement the contracting oflicrrs are the managrn of par

ticular procurements. 'l'hey have been given a warrant which spdJsout the limita
tions of their rights and the extrnt of their responsibilirics. n.e granting of the
warrant indicates the degree ofconliden<e in the abilityofthe contraaing officrr
to managr a procuremenL n.e contracting ollnr's fn........' are in~ areas:
(1) management offaet finding, analysis, and planning: and (2)~tof
the negotiation process, which c:a1Is for leadenhip in the moot df«tive IR of
spocialist team memben.

In today', complel< gove:rnment procurements, she: team appt.-h is an a.......
lute: nc:cessity, and the mIc: of the team'sleadc:r becomes an ever more important
asp«t of the team', performance:. n.e contracting officrr _ orpnitt the
team into a wc:U-inte:grate:d unit working in harmony toward a well-plannc:d Db
j<aive and must, in addition, have a broad vision of aU the mmplc:xities of the
procurc:mc:nL Knowing how and when to usc: spc:ciaIistJ to adYlllltagr: haYing suf
6cic:nt information of the produa and its produaion or its dc:wolopmc:nt in a
rcoc:arch process; realizing the implications of production and tc:dmological
proble:ms 011 cost, quality, and timeliness; being aware of the contractor'. ,ft
points o;onceming the liJ<c:Iy problc:ms to be c:ncounte:red; undentanding and
prote:eting the: government's inte:rests-thc:sc: demands caD for leade:nhip of the
highest etliber. It is possible to concc:ivc: that c:ach .periaIis' should negotiate: his
or her particular spc:cialiJc:d area of a conlfaCL TItc: mc:c:ting of minds in the ne:
gotiation process can be achieved only through the leadc:nbip of single: indi\"idu
ala on each side: who have: a better grasp of she: procuremc:nt situation as a ..-hok
than any of the: spc:ciaJists.

Negotiation functions are pc:rfonnc:d within she: organiJational environ. of a
team. TItc: fonnal organization of procurement provides the suuc:wre, which in
tum provides the management fu......... for any procurc:JMnt ~'. but
within this strUCture is a fluid arrangement ofnc:gotiation teams that '1Iry in their
mc:mbenhips, de:pending on the stage of a procurc:mc:nL Mc:mbc:nhip also de:
pends on the: oomplc:xity of the: procurc:mc:nt. 1bc: JII3Dall'C" of the: team is the
contracting offi<rr who is the team leader, responsible: for the: entire procu~

mc:nt. 0 1lJJJI14 P, B....Jr~E'" • riA. r....wm. tmdFr.,tl D. HMIridt

s,.- CoaInII:dDc
Simply de6nc:d, systems contracting is a purchasing technique: that pc:rmilS au
thorized rc:quisitionen to orde:r materiaJs needed to pc:rfmm their duties from
outside: IOIlJUS of supply. 1bc: agrc:c:mc:nt bc:twc:c:.. the using oompany and the:
supplier is caUc:d a systems contract.

Syste:ms contracting is designed to improve: ..,rvioe, reducx ClOSt. and impro''C

J/~
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profits. Of major importance is the fact that cost reductions and profit improl"
ment are achieved by both parties. .

AP1>'katiDn ofSystems Contracting .

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

Paperworlc. The standard purchase order method requires many forms
much documentation 10 complete the cycle from the time a requisition is writ
to the issuance of the check in payment for tqe materials. The most commont:
used are material requisitions. requests for quotation, supplier quotations, PI
chase orders, shipping orders, invoices, and checks.

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

Service. By permitting a u~r (requisitioner) to order materials as they are re
quired directly from a supplier the time cycle is reduced from days and weeki
hours. The purchase order method requires many days to (1) write a mate
requisition; (2) transfer materials requisitions intemally 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. I

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 ci
mit the company. Users believe that it takes too long to gel what is wanted,
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 reqUiSitiOnEl
provide a hedge. Purchasing will often inflate these quantities as a further h
and in the mistaken belief that lower prices for large quantities mean lower co :
Purchasing must recognize that the cost of possession is very often greater tha
the value of a price difference between immediate needs and quantity proctl
ment. •

Systems contracting depends on a highly reliable service capability of a suppti,
Lo provide normal material requirements on an "as needed" basis at a competiJ·
price. Once a user becomes convinced of a supplier's consistency in deliver
material on time, inventory levels will be reduced dramatically. It will no Ion
be necessary to duplicate a supplier's inventory to maintain plant operations.

StandardizatUm. The dependence on one supplier for a wide range of suppfl
automatically achieves product standardization. Brand substitution is not perri
ted under a systems contract without prior authorization.

J
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C<>st,.." ,. .... Significant cost reductions are achieved only afltr srveraI prod
uct ategories have been pIa<:ed on the s,..em. At tbia point. aamry ~1s of pa
~rworll wiD be reduced 10 the poinl where cenain job functions can be com
bined or eliminated. such as clerll-typisl. oflioe supply bu,.,... MRO buyer. and
inventory c1rrll.

A reduction in invenlOry required 10 maintain normal oper.uion wiD frtt DOl

only capital bul also IIoor space whic:h can be c:on~ 10 a produeti"" unit.

S,-C~MeI1uHl

II is imponanl ID seIea a ategory of malerial dw has IUfficienl woIume in
terms oforder llClivily and doIIan.ll is also _OM oded dw the inilial ",,"lUre
into systems <OIIlI'acting be confined ro a product eategor}' dw is DOl amsidered
a crilicaJ requiremenl to maintain production.

TIle selection of a supplier who is capable of pel fOl'llling aa:ording ID the ob
jectifts of sysJemSconlJ'llCtingis the key rothellUCXelloftbia program. Faaonto
amsider are: proximily. brands, financialllrcngdi. dealer ¥OIume. purdJasing
abiliry. in",,"rory capability. iiIllIilIgement interat, building. and housekeeping.

Ce!wJoIiac ..... _1aJ. It is the supplier's responsibility to prepare the cata
log ofmaltriaJs. nte usual 6nt step is for the supplier to mal:e a su~ ofeach
depaniileJu to determine what itrms are required to maintain iIOI'iiIlI1 opera
tions. TIle list is then submitted to the uoen for aJ'PiO"al prior ID beingcompiled
in a catalog. Each item in the catalog ofmaterials should becIeady and acouald)'
described 10 lhal a user can order the correct material in the righl amount.

nte~ contract c:ataIog also helps the supplier~ eactIy what ileJilS
wiD be purcbased and whal the order quanlib.s wiD normaDy be. Iu a rcouIi. the
supplien can manage their in>en1Ories beuer and expect a higher Ill'" of return
on inftltmeDL

A priced catalog is made available to the aa:ounling dc:putmeul to verify the
cost of materials. In the~l of a price change. only the eataIop in aa:ounling
and in the hands of the supplier need 10 be updated. Rap,isil" Mlft'S eataIop are
usually unpriced.

Order pooc:edwe. nte ar:tuaI order procedure for aapJiring maIrriaIs onder
the Iystans conllliCt conttpl begins with the preparation ofa four-part maIeriaI
requisition. This dotUtDeOl is eaenlially the same type offona uoed 10 order sup
plies from a company storeroom. 11 is OOOll'Ol\ed b)' the charge numben. the Big.
nalUre of the requisilioner. and the signalUre of the ''''1"isi,"''''', superior (nor·
many referral to 2$ the pun:haoe authorization point). Once the four-part
requisition has been approftd. the fourth copy is sepsnled from the ael and re
Iained by the requisitioning cM,pu liii<Dt as its rerord of the transaction. nte orig.
inaI and copies two and three are forwarded 10 the supplier. usuaRy by mail.

Upon receipt, the supplier assign, each th=-panael of requisilioos an order
number in numerical sequeJI« for c:ontrol purposa. TIle supplier also prices
each ilriiL Each iieJD is ,,_oded 10 a 1OtaI. and the IOtaI value of all malrrials
required is indicated on the original and copy two. The supplier retains the sec
ond copy as a rerord of the rraruaetion.

'I1te original and copy three are returned with the merdw>dise and sene as
shipping papen. When the sbipnenl arriws the leceilling derIr. letIIOfeS the
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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 potl
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 i~
essentially the same responsibility that the requisitioner would assume if he orsl
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. J.

Accounting checks the item prices with the prepriced catalog, checks the rna
ematical extensions and additions, checks the signatures. and charges the e ~

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 in'·oice. Rami
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 tl
supplier. receives the voucher, he or she makes a tabulation of value by the cor
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. I

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 hOUTS.

Special SituatiaflS

Occasionally, quantities of materials greater than those established for a sup
plier's inventory are needed, and the supplier and the customer must reachl
agreement on the amount that will be acceptable in partial fulfilhnent of t
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 ml
companies order large quantities of materials only infrequently. Cnder syste
contracting, the quantities required are considerably less and are ordered "3!!

needed." Most suppliers attempt to turn their inventory six times annually, al
they should therefore have ample stocks to take care ofdaily and weekly requi
ments.

In the event that the inventory is not sufficient to permit a complete shipment
the supplier must notify the requisitioner lmmediCl:tely. If the requisicioner agrl
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 shipmenlll, Most suppliers will agree to provide emergency del
eries, regardless of the time of day, under systems contracting. When an em.
gency delivery is required, the requisitioner simply telephones the supplier, giv
ing a charge number and specifying the material required. The sUPPlie;'
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

I
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against the requisitiooer's charge number, which tmcb II>~ tM f""luency
of emergency orders.

Writing II S,..,.. CIJJItrad

Essentially, systems contraaing is a management_gement technique,
and therefore the agreement between the pani<s should be well defined. It is rec·
ommended. however. that both parties should be in a position to discontinue the
agreement in the eYent of nonperformance. Systems OOCltraeting is definitely a
two-way street, and ifeither the supplier or the ClIItOIII« feels that it is not being
treated fairly. service wiD deteriorate and the program wiD fail.

O ...... A. .....

LEGAL ASPECTS OF PURCHASING

A purchasing manager need ROC be a lawyer to properly handle his or Mr re
sponsibility of procurement; however, a genrralltnowIedF of business law and
the current acts, codes, and taxes of the oalionaJ, stair. and local 8O'-emments is
neassary. Purchasing managen mUll be aware not only of legal obligations to
which they commit their company but also of the """'" in which they can be held
personally liable. TIley should be familiar with the legal aspeas of tides, ..-arran
ties, rights of rejection and inspeaion. order cana:llations, palau rights, and, in

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

No IonFr is the age-old doctrine ofc:a¥eat emptor ("'\et the buyer beware") the
basis on which business is transacted. While, frequendy. warranty may be merely
implied. it is becoming more and more important. n.e complexity of items man
ufactUred and purchased today requires that they be clearly described in a man
...,r which is legally termed as an "expreaed" wartanty--Gne wMre all details
and performance requirements are spelled out.

Purchasing personnel should limit their application of legal principlrs to the
area of preventatiw law and the rea>gnition of problems and situations that
should be referred to JegaI counsel. Familiarity with basic mnc:rpts J>I'O"ides a
means of avoiding pitfalls and enabling purchasing perwxmellO r«ogniJIe """'"
in which to seek legal guit\an<r.

LiUiIity
In purchasing, the individual whooe title is buyer, pu.....asiog 1IIlII1lIF. or direc
tot of purchasing serves as an apt in c:arrying on the ho,si...,.. of buying. Each
transaction maka the employer legally responsible under contract law. The ac
tual authority _y be expressed. implied. or apparent, depending on wMther or
not it is spelled out by the employer. The purdlasing penon mUll be completdy
aware of lintitations as they exist. Only those transactions that are within the
scope of his or her authority may be entered into. 11Iere can be <aiel where pur-

.,{,
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chasing individuals would become personally liable if they were to obtain pel"··
sofial gain or give aid to a competitive company.

The Uniform Commercial Code and Standard Practices J
The legal code thal affects purchasing-sales transactions, the Uniform Carom
cial Code (UCC), is a compilation of many commercial laws. It was developed by
the American Law Institute and the Conference of Commissions on UnifoTt_t
State Laws. Purchasing managers should make certain that their personnel ulii
derstand its implications.

The code is reexamined every five years. However, it should be noted that the
code does not take the place ofaccuracy in a purchase order, care in negotiatiorr1
or scrutiny of the seller's offer or sales material. It is not a substitute for definitiU
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 ;",.
developing and agreeing to the terms of a contract. . ..

Telephone and written purchase .orders. Many companies establish a ma""
mum amount below which purchases may be ordered via telephone. Confirming
purchase orders should be forwarded to the supplier as a legal precaution.

Term.. Terms on purchase orders are binding, provided that the order is 'I..i
ceptable to the seller andlor that delivery is made. If the 'erms of 'he buyer ana
the seller are conflicting, terms agreed to in writing are binding. The UniforrJ}
Commercial Code will usually supply many of the terms. These will be fairly r~~i

sonable, middle-ground terms unless the buyers or sellers protect themselves ..
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 'I
purchase order, will generally preclude dispute. .

Price. It is 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 speeified purposes. The seller must be I
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 c~n be rejected if rwf
delivered on time, or that material can be rejected because of damage, nonpl'c'
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
ofdelivery while the buyer bears risk of loss at time ofshipment. The assumption
of both title and risk of loss should be clearly defined.

Inspection and rejection. Qualified personnel should inspect material witl
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. Rej~.
material should be protected. since the seller is entitled to receive the materi~
the purchase price is to be returned or the material replaced.

I
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Speci&c: Fedeni u_ aDd Ads

1bere are two specific federalla,., and acts <ommon to purchasing activity, and
the purchasing manager must have lOme undentanding of both.

11Ie Sha_ Aalitrut Act. This act pertains primarily to c:ontraas and
agreements which tend to monopolizr or restrain trade. A tripI«Iamagoe clause
may be awarded to the person or <orporation injured in the violation of the act.

11Ie p"w,,__~ Act of Its&. This act, which is a furthet- relinement of
crrtain aspects of the Shennan Art and the Clayton Act. is under the jurisdimon
of the Federal Trade Commission. It prohibits tellers from diocriminaang in
price between different buyers who are purchasing mau:riaIs of the same grade
and quality, when such price discrimination <OU1d hamper c:omjiditiua betACU'
the buyen and en<Ourage monopoly. M_ important is the fact that the buyer
and his or her employer can be held liable under the act if they knowingly are a
pan to such discrimination.

Purchasing managen and buyers should abo be familiar with other laws, such
as the Federal Trade Commission Act, the Unfair Trade PJaetices Act. and the
Defense Production Act, so as to avoid situations which alUld result in legal en
tanglements for both themselves and their employer. Legal <XlUDIe1 should be
sought whenever a doubt exists a>nceming the legality ofa purchasing transac·
tion.

Stale La__ Tuea

Federalla,., are a guiding inHuencr in the operation of the purchasing function.
1bere are, however, local municipality and state laws that m'" be of CODCItiD.

Sales. excise. personal property, and in>enlOry Ia>rft vary. MlI!ripIant operations
are frequendy a>mplicated by such variations and must be redonc:d with in in
terstate as well as intrastate activities. Purchasing awareness is .- important
here in the proper management of the expenditureofcnmpany funds. Taxes are
a>nsidered as pan of the ultimale cost ofmaterials or senica pun::bued. Ifa laX

that should have heen paid has not been paid and an a nent is made by the
stale against the taxpayer, additional coots in the form of penaIti<s and in_
are incurred by the taxpayer. Such assessments may equa136 times the amount of
the tax due. It is logical, therefore. that purchasing people oblain _ knowl
edge in the tax area and consuk their tax administration departments for guid-
ance.

WllI'I'IlIIty

Warranties can be expressed or implied. If, in the absenc:r ofexpressed wanan
ties of quality, fitness, or performance of a product by a oeIIer, the buyer makes
known to the seller the pani<ular purpooes for which the goods or equipment are
required. relying on the selJer'sjudgment and skill, there is an implied wananty
that the goods will be reasonably fit for that purpose. 1be inclusion of an ex
pressed wananty <overing quality. fitness. or performance renders the implied
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warranty void. because the implied warranty cannot exist if the seJler 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: (I)
agreement based upon offer and acceptance, (2) consideration or obligation, (3) ,
competent parties, and (4) lawful purpose. Such contracts, which are consum- r;
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 W
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 llsed interchangeably with proprietary information. Proprie- I
tary information is defined as any information that is not generally known to
competitors and that provides a competitive advantage. Such information may be
ofa business or technical nature. Public or general knowledge is not construed to -_
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 palent is a legal monopoly and is protected by law for I
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 I
in the manufacture of the item ordered and that the seller holds the buyer harm
less. 0 Arlo E. Carney, Floyd D. Hedrnk, and Walter F. TerreU

INTERNAL AND EXTERNAL RELATIONSHIPS I
General company policies, as well as purchasing policies, influence relations with I
other groups both inside and outside the organization. Within the company. pur
chasing serves other groups and receives suppon from them. Outside. purchas
ing's relations with suppliers, government agencies, and the community enhance I
the profits and reputation of the company.

Intemal Relationships l-
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 tum, 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

I

If1
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arrao of interdepen<lcna: are n«essary and sill"i6eant in p",pedy canying OUt
the purchasing function.

Differences in industry pr.oc:tioes or nomenclature may lead to ...riations in re
sponsibilityasAll"menb. For example. an engineering department in some orga
nizations may control oonstruction, or "Viele oena; in orhen, planning and
scheduling may be a part of production. NevertbeIess. the rdaIionships and
interaction between purchasing and other departments in all orpnizations are
essentially the same.

co,,..,_r_.,i,,,
The suppon that purchasing provides to prodnc:tion and other company func

tions u more effeai.., when purchasing participa1leS in oorpome and dMsional
planning, such as the development of new product lines or new manufacturing
facilities, or ""'" aapDsition ofother companies. Arranging for ooordination of
any new requirements with existing requirements rw:asailates a purchasing re
view ofsource, supply. and price faaon. 1"beoe aaivities may lead to the develop
ment ofalternate sources or to price renegociation or the ....,ofsuhsb~materi
als. Clearly. purchasing should be in..,lved in axpome planning and prepare
weD in advanc:e of need for the impact on iu own area of It5flOIlSibilily if it is to
provide the most effeaive support of corporate goals and ot>;eaiwes.

Jh#llfdt

In addition to meeting current production needs. purchasing must be awareof
research programs and projects that may inlluen<ie fUlUre <rends ofsales or pr0
duction within its own company. This requires knowledge of generaI <IOlIIpany
interesu as they expand or change, and the options in the IJIal"UtpIace which wiD
support and footer those intereots.

Consequendy, a real need exists for continuing knowledge ofsupplier reoean:h
and development projects that may relate to the company'. ........rch efforts.
Within the limitations of patent discbure or other internal security require
"",nb, information on such supplier projects should be obcained by, or with the
assistance of, purchasing for i.. own company's research staff. In cases of signifi
cant value to its company. purchasing may be in a position to assist in obcaining
exclusive patent rights or licensing agreements.

Purchasing also may be penuasive in direaing supplier reoean:h efforts into
channel.,offering potential advanlages to both organizations, but Ibis can be d
feaive only if purchasing is aware of what its own company's reoean:h staff is
thinking abouL Particularly in oompanies producing highly technical products,
purchasing activities related to supplier research and development may ha..,
strong inOuena: on the ultimate rnariet position and profit achirvement of the
oompany. This area of purchasing profit making is less easily measured but po
tentiaDy quite as oill"ificant as fonnalizrd am impro_ programs.

FiIuJru:fI

Since purchasing commits a very substantial portion of the company's income,
purchasing should work closely with the company financ:e function. This is par-
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ticularly important when negotiating terms of payment on major commitmentsf'J
or in the development of leasing programs. Purchasing must ensure that corpo- ill
rale financial policy is adhered to in the purchasing area and that any unusual
expenditures are properly planned with the finance function.

PuTcha~ing ha~ a responsi.bility to be a~aTe of conditions in the financ~aJ mar{~

ketplace. Just as It must be m the matenals marketplace. When money IS more.
costly or when specific company programs necessitate assistance, purchasing
should contribute by recommending leasing programs or similar approaches tO~4

assist in bridging exceptional periods and in making better use of corporate~

funds.

Legal DejJa_t tI
The intricacies of modern business necessitate legal department review oal

many activities within a company. Major purchase contracts falf in this area. Re
view of such documents should verify the legality of proposed contracts under••
bond indentures or credit agreements, determine accuracy of legal content.1
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 eventofdefault by the othe1
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 standard)
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 Jaws and regulations.

Engineering I
The association between the engineering and purchasing departments often

involves areas of very significant expenditures, which necessitates the maintel
nance of excellent communications. Engineering may issue bills of materials 0

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 Obi
jectives, purchasing and engineering must work. together in coordinating techoi
cal data from sources of supply. Engineering personnel should cominually main·
tain a neutral attitude with suppliers to avoid compromising the company';
purchasing position prior to commercial negotiations. Purchasing, in turn, must
provide the fullest support to engineering so that the company's aims and pro
grams are effectively and expeditiously implemented,

~~~ i
In most indusuial firms production is the principal function which purchasing

serves by procuring required materials. supplies, and services in time to provid~

optimum rate and continuity of production operations. Purchasing also has ali
continuing responsibility to recommend new products. more practical qualit~
and more economical quantities to the production department and to keep pro~

~•
i
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duetion informed of supply conditions likely 10 influetlCC' future production
schedules and opmilions.

Both Mpartments share an obligation 10 managemenl 10 obWn maximum
value per dollar expended in determinations relaling 10 value componen.. such
as quantity, delivery, and prier. Thus, die developmenl ofa harmonious relation
ship is vital 10 achieving corporate profil objectives.

p"-u., ad ScImlulia«
Regardless of position in die organization struaure, me planning and scbedul

ing departmenl mUll ensure thaI material for produaion operations is requisi
tioMd in ample time 10 permit purchase and delivery 10.-produaion scbed
ules. Therefore, me resporuibilities of die purchasing department to planning
and scheduling are similar in Jarge degree 10 i.. resporuibilities willi reganllO die
production departmenL

TraJJie
Traffic deparunenl services and panicipation are na ry in me Mtainmenl

of purchasing departmenl oI!jcctives. Chief among the many significant sen-ica
provided"" pun:hasiog by die lraffic departmenl are me aJIl reductions ..iUch
lraffic effCClS lIIrough its specialized kIIowJedS"' of freight _ cla5sifiealioPs,
and roulings relating 10 purchased goods and commodities. 11 is me responsibil
ity of purchasing to SOlicil die cooperation of lraffic in aU such areas.

Stons

When me srores function is unMr me supervision of the purchasing clqlut
ment, purchasing usually has responsibility for control of in-'lm}' lewis. Irre
spective of Ihe organizational responsibility, when electronic data pro<asing is
die control melbod of mainlaining proper invenoory IeweIs and initialing ship
ping releases 10 suppliers, me aexur.tey of information generated by the SIOres
depanment is vitally imporlanl 10 purchasing. Much of the information 8"'"
~rated and documented by die stores departmenl provides aJlDputer data ID aid
purchasing in evalualing supplier and buyer performance and measuring CORbO!
of inventories as weD as usage of materials in production and mainteIIanCZ opera
tions. The basic actions triggered by stores information are the release oforders
for purchase and die expeditingofdelayed deliveries. The neassityofstores and
purchasing 10 work closely is self-evident,

0tMr~

Throughout die organization struaure mere are other depanmems willi
which purchasing has interaction from time to time, some more frequently than
oIhers. These include such departllM!DlS as mainteOllJlCZ. consttuetion. and pul>
lie relations. However. most of these associations are .- as significant and de
manding as lbose with die departments deocribed above.

LilwM_ag•...,

When major rommodity purchases are under centralized beadquanrrs con
trol. die headquarters purchasing group should rerommend appropriate Ie>-ds

I'"
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of inventory and should maintain the levels authorized by line managemerfl
Consistent with requirements established by management, purchasing must el
sure the most advantageous supply arrangements and procurement costs.

In single or multiplant companies, with purchasing groups at each locatiol'_·
plant managers should expect purchasing performance that complies with co ,
pany purchasing policies and procedure:s and fully supports objecth'es and pr
grams of the plant. Purchasing should provide leadership in developing plant
·purchasing profit improvement programs. Plant management must support su11
programs and also coordinate purchasing activities with other plant departme1l
to ensure the proper climate for most effective purchasing perfonnance. The in
teraction in all these areas can be highly significant in profit potential.

Supplier Relationships

Today, business recognizes that supplier goodwill is as important a company as~
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 help the buyer's company to overcome.
Supplier goodwill results when purchasing motivates suppliers to panic;ipate in.
mutually profitable buyer-seller relationship. This means that the seller will 1JI
exposed to the buyer's manufacturing. inventory. receiving. and other opera
tional problems related to the supplier's products. If a continuing relationshiPt'
developed, the supplier can reduce his selling effort and devote more time to t

study and solution of mutual problems The ultimate objective 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 t

form of products, the ability to motivate the supplier is extremely importan .
This ability is enhanced by the manner ofdealing with suppliers. A company with
a good reputation in supplier relations is likely to do well in meeting the basll.
objectives of maximum value and assurance of supply.

Reputation is the sum total of public opinion resulting from all favorable and
unfavorable personal and corporate experience. Supplier personnel react in ai'"
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. Cooperation is the effort to meet the supplier halfway. The buyer is far
more likely to obtain maximum contributed value through new ideas, suggei!!
tions, and extra efforts to meet the buyer's special needs in an atmosphere t
friendly understanding rather than in a cold, forbidding one.

Community Relationships I
~d community relations result when a company or a plant spends its money
locally. Purchasing can often develop excellent local supplies by working wh

mthem in defining the company's needs and pointing out how they can go ab0'l
meeting such requirements.

i

I
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Internal and External Rrlationahips

Plants oflen sponsorjunior achievement activities, and in such curs it is rawr
common for members ofw purchasing departmmtto participale aeth'Ciy in w
guidance of such groups.

Purchasing is also in a good position to open w door to minority group busi
nesses that make smaU.<JoIIar-vaIue products but may not know how to market
their products and ""rvices.

Active panicipation in local lr'llde and professional associations as ..-dI as ch"ic
organizations also contribuleS to the company's reputation as a good citizIm of
the community. In each of~ activities, purchasing can make: its contribution.

Go~tReIatioubips

The purchasing department fle""raUy does not function as a direct party in com
munication between w company and the government's authoriJed ...preterlta
bve, usually the contracting officer. When government contracts are conlem
plaled, however, the purchasing manager functiom as a vitallUbaJDtraeting link
and malerials expeditor and a <DOt controller. The --«y for the purchasing
departmmtto be aware ofcorporale planniog when venruring into go",,",ment
relationahips is extrerndy important in J"'riods when pricing changes lite fre
quent and mart:riaJs SUlCkpiles minimal.

The purchasing manager operaleS on a daily buis within the _ conleXt of
law, government regulation, and company policy. To the degree that the com
pany activity seeb direct government contracts or seeb them indireaIy as a sub
contractor or supplier, there is an absolule .-d to understand regulating provi
sions. Each level of gow:rnment establishes its own pr<Ittdurcs, but when
expending public funds. a common thread throughout theR syarms is price
compebtion, based upon firm specifications or sysIeIDS negnriation. Understand
ing government contract Ierms and specifications is ~tiaI to the purchasing
manager.

There is a continuing .-d to interrnix company poIicics and pis with thoR
of w government. This need is more compelling as gnvemmmt regulation ex
pands to require the purchasing IDlUUIlFS to incorporate and administer certain
socioeconomic programs in wir prime and subcontractor relationships. Each
purchasing manager must develop a working knowledge of the types of govern
ment contracts, the DR of governrDalt-fumished prop:rty and commodities
multiyear contract provisions, subcontract analysis and audit rcquiremalts, pro
'risioru for DR of American-made products, and '" forth.

It is ~tiaI to maintain a good working relationship with gnvemment per
sonnel. The contracting officer and other authoriJled gnftrDmmt rep._uta
ti..,. are vitally inleresled in obtaining w prodUct or ""rvice in a timdy manner;
therefore, a smoothly functioning open line ofcommunication is_tial. There
may be a _dency to view all government procurement activities with the sa_
administrative: burden, when in faa wre ...., great ditTeren<es dqleudingon w
branch ofgovernment. type ofcontract. agency regulation, degree ofdirect gov
ernment inlerftntion, contract administration, and 10 forth. The: purchasing
function becomes more diflieuk in atlertlpting to pass gow:mmenl rqulations on

I'JI-
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to the subcontractor and suppliers. Advice, assistance, and cooperation from rt~

lowest-tier supplier through the purchasing department to the government cll
tracting party guarantees an effective working relationship with the govemmeftl

r-t
Competitive Advantages II
Many areas of competitive advantage accrue to a company through the effectivt:
performance of the purchasing function, and both internal and external activitjp;
must be considered. t -

Internal Activities

Purchasing must be staffed with personnel who have technical and administl
live training, intelligence, imagination, and enthusiasm. They must exercise j

tiative, 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 lawyerI
write or interpret contracts; but in integrating activities of his or her own inter
operations, the buyer must understimd the principles of each of these as well 3!

other areas. Only with such understanding and background can buyers eflli
tively cooperate with departments inside their own company and effectively II
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 materialsI
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 t e

company. I
Quantity and delivery decisions usually are made by the production group

sponsible for inventory control and scheduling. Theirjob is to bring together t
people, materials, and machines to accomplish the desired production objective,
However, through minor modifications in quantity and delivery schedules, th~
may be great opportunities to enable the supplier to produce the required
terials at considerably lower costs and to sell them to the buyer's company
lower prices. Involving purchasing individuals in planning and scheduling dec:i·
sions that result in more efficient use of the seller's facilities can also create c01;:;;;1
petitive advantages through lower product unit cost for the buyer's companyW

Technical assistance is available to every company from its suppliers. It is an
important respon.sibility of a purchasing organization to obtain technical aSSl1;-j·
ance in terms of highly specialized knowledge, research and development, ai,'
product application effort. This can be done only if purchasing is working cloJl!
in its own organization with product development or engineering to stayabreas
o~ compa~y plans and objecti~es. Purchasing can then effectively communic1~

with supphers who are strong In research and development and are the innoll
tors, the people who believe in progress.

Finally, if a purchasing manager has participated in the other significant deci
sians concerning quality, quantity, delivery, and level of technical assistance r~:!

iii
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quired, he or she is in an excellent position to handle prier negotiations. If the
manager .... the aulbority to make modifications in quality. quantity, and deliv
ery Ibrough cooperation wilb and knowledge of the programs and needs of
other inwnal departments. the abmty to bring competition to bear on !he re
quirements is enhanced. It should he clear Wt prier can never be successfully
separated from the olber important elements of value in the bu~ing decision.
TIlerefore. if the buyer participates substantially in the other significant areas. he
or she .... greater negotiating I~rage.

&InruJl Aeliviliu

Good buyers rec:ogni2e wt the mainrenan<e of sound supplier rdations en
ables !hem to oecure valuable advance information COfootmlng prier movements
and availability ofmateriaJs. Such information is essential to the competiti-e posi
tion of their own company.

Good relations wilb !he supplier. and panicularly wilb ... representabYes.
provide a real opportunity to d~lop new ideas. new recJuUques. and better ap
plication of existing materiaJs and supplies to the mutual benefil of boIh the
buyer and the seller. TIle ~Iopmentof such a relationship takes platt over a
period of time and results in a gradually increasing exdIange of information
aboutlbe business of !he buyer and the seller wt brings out savings and profit
opportunities for boIh parties.

The buyer-seller relationship should be held within the COII_t of a business
association; if it is extended into the social area. such a relationship can easily be
self-defeating. Other potential suppliers will leam of it and laid to ..ithhold
helpful information, in !he beliefwt it wiD not get business for them but merely
contribute to !he improYement of their competitor's position by being pa.-J
along Ibrough the buyer.

Good supplier relations wilb a broad range of suppliers in aU the important
categories of materials used in any business will enbanc:e competition. TIlere is no
real substitute for true competition between supplien for a compan~"s business.
Good supplier relations Wt maximize Wt competitiYe situation ",ill ine>itably
create lower costs and greater profits for the buyer's company.

EfI"t 011 ,. COI'JItIr't*1-..
Wilb !he poOlible exception of the sales department, no department sees more

people: from outside the company !han purchasing. Supplier representatiYeS are
required to call on purchasing in order to seD their prodUClS, providing pun:has
ing wilb !he opportunity to enhance its company's image Ibrough friendly recep
tion. couJUoua treatment, promptness in keeping aPPOintments. and a fair hear
ing.

Salc:speoplc: are usually reaIiscic. They know wt no salespenon can get~
order. E..... so. salespeople: naturaUy feel disaPPOinted when thq. fail to get an
order. panicularly one on which !hey ha>"e worked w:ry hard. They ..in. how-
eYer. bear no ill wiD toward a purchasing department wt a record for fair·
ness to aU suppliers. But if they feel wtlbey haw: been gi a brushoff or Wt



-
,,~

5-88 PURCHASING, TRANSPORTATION, AND DISTRIBUTI<1j

they are th~ victims of unfair treat~ent. the.purchasing manager and his or tw
company wIll suffer damage to thelT reputations everywhere salespeople meet.
compare notes.

Although a reputation for fairness does not appear on the balance sheet, it is c:
valuable asset to any company. _~

Effect on Sales ~

Good internal and external purchasing relations contribute to more effici~

operations and more effective purchasing. Both of these favorable effects Y/'"
show up in an end product that meets the corporate objectives 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 I'
corporate objectives.

Most large multiproduct companies will find some of their best customers In

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 rl
dealing will provide an extra dividend in opening the door for his or her 0

salespeople.
Equally important in its effect on sales and the ability to sell its product is tl

company's reputation throughout the trade for being fair, impartial, progressi
and yet considerate in its dealings with suppliers.

Purchasing Manuals I
It has become axiomatic that company policies must be put into writing, an
many companies have not only spelled out their basic management and persol
nel policies. but have issued detailed manuals covering a number of other k
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 ~i~

would seem unquestionable in view of the tremendous sums of money involv4!1
in the purchasing function, its broad range ofcontacts, and its key role in keepi.
company supply lines filled-what types of written purchasing policy manuals
should a company consider issuing, and how should it go about developing the'l'.i.

Purchasing manuals generally fall into two categories: the external, "welcomHi
type, which is distributed to suppliers, and the "procedural" kind, used for int<!ll
nal control.

Enema' Manuals I
A typical ··welcome"t' 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-~I
example. a map of the area and turnpike and route information. Such material'

I
I
I
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clearly desigoed w fulfill the stalf!d purpose of the manual-w m.ure that the
salcspenon's visit wiD be an enjoyable one and that it wiD result in IDUtuai benefits
between the OO7",'s company and the supplitt'..

l.m-lM.....

The inlf!mal pl'Ol%durai manual should contain a dc:aiIed and thoroush re
view ofaU operating aystmIS and methods gooerning conduct betwan aU depan
ments in the company. Compiling such a reference .,t".., requira a great deal
of wort.; it may taR yo:ars to complete, and maintaining it up to dalr is a contin....
ing laSk. A loot. at the ronlrnlS of the manual prooides a good idea of the type of
JDalrrial UJUaUy contained:

f,
.,

Orpniration of the purchasing divisions
Respousibilities-ge....rany stalrd
Infonnation 011:

Authority for requisitioning
Expediting
Coordination with other departments
Quotations
Blanket orders and IoaJ putehase orders
Produtt If!Sting
Cash discounlS

~m of .......riaI
Small cIainu
Rwhonlera
Standardization
Acxeptancr of gifts
In.-wry policy
Speculati\oe buying
Go_ reguIaIions
Plant visi..
Penonal purchases

L

1lIe procedural manual is usually quilr large and iI contains a great deal of
infonnation on inb!mal pl'Ol%duteS that would be of little value 10 a supplier. For
this reason, it is seldom used outside the rompany.

Purchasing manuals have ahudy pro~ their WOrth in many companies. and
it is undoubtedly true that many more could profit by undertaking to scab! Iheir
pulicies clearly, consistendy, and in writing. In a smaU OQmpany wbere pun:has
ing, production sd>eduling, inside sales, and design engineering are handled by
two or thm individuals, or one depanment, a separate purchasing manual is
probably unnecessary. But once a company has grown 10 a siz where oonllicts,
either inside or outside the company, begin to develop. spelling out the policies
and procedures of purchasing can effect a subscantial savings of money, time,
and supplier goodwill.

Edaia

Many yo:ars aso the National Association of Purchasing Manall""""fll eotabIisbld
its principIea and standards of purchasing practice as a guide 10 ethical conduct
of people invol¥Cd in the purchasing function. 1lIe three principles se, forth
then were (I) loyalty 10 one's rompany, (2)justia: 10 those with whom one deals,
and (5) faith in one'. profession. 1lIe scandards deri~ from these principles
follow:·

• Nalional A.....;atioo of PurcJwing Managemeu<, Inc. Used by ....' i • . on.
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To consider. first, the inte;eslS 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 responsibiJity 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
ufaeture. and to establish practical methods for the conduct ofone's hi
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 f
mit, to all who call on a legitimate business mission.

To respect one's obligations and to require that obligations to oneself an(
onc's concern be respected, consistent with good business practice.

To avoid sharp practice.
To counsel and assist fellow purchasing managers in the perforrnancf

[heir duties, whenever occasion permits.
To cooperate with aU 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. Becau~
chasing is a profession. its practitioners must reflect professionalism in thei
ities. Indeed, it is human nature for people to closely scrutinize any pene
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.
o Drmc.... s. Gr.., Floyd D. Hedrid,j..". G. K..,.""". and umu".,l 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 pv
iug performance has yet to be devdoped. Top management and pure
managers alike would welcome some universal and reliable method ofeva)
both individual and departmental efficiency. A great deal of time has bee"
on the subject by both purchasing managers and university business departr.
who feel that there is an opportunity to provide something meaningful to if
try. Nearly every purchasing text or handbook addresses tbe subject. but nOI
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 cwenimplificalion. The wk is diflicuknat in the moot fundamental cues
because so tilde can be appraised adequakly in quanlilatWe rrrms. It is true lhal
in the supporting clerical aetiviriea, where much of the work may be repetitiloe in
nature. it has not been too difficult to d~1opworkJood daD and perfonnance
<:tUria. But on the buyer level and within the areas ofadministr.aliw: rcsponsibiI
i'Y. performance is not so easily appraised. When the work of an individual or a
department is complex and 1a~ly of a mental nature. and when it involva a
high degree of personal contact. it becomes far more difficult to deodop mea
sures of proficiency. Lil:.e eaJeopeopIe. purdwing peilOll"e1 m'" be highly er
ftttive in infleJpe.oonaI relations. The inherent danga- in eoaIuating thooe wbu
deal with people. rather than things, is lhat there may be an atb:1bpt to measure
subjeai.., matters in physical "'rms. Similar difficultioo ""' preoent f.... the finan
cial and marketing functions. This..aion provides a review ofsome of the possi
bilities lhat permit the manager to d~1opwhateVer means ofevalualion mighl
be applicable to his or her particular aimalion.

Why EYIII.-e~

Purchasing in today's world represents an important pan ofthe orpaiWioo. be
cause in DIOIl insrancrs the <OOt or pun:bases has a heaY)' im!*1oo a firm'. coots
and consequently on its profits. Many. in fact ....... of rheae coots can be at least
partiaUy controlled. To do this effectively requires a high Iewl ofperformanc:e by
purchasing.

AImoot any pan ofany organizalion should be sul!ieJ:t to cvaIuaIion. Some ac
tivities. like production or capital investmellt I'ft!ieas. lend themaeIw:s to quanti
tati>c measurement. In these areas measurement of results may be dndoped
quite easily and simply. However. in other porlionsof the organizalion.like pur
chasing. evalualion is more qualilati"" and sul!jective and therefore more diffi
cult. This sItouId not de"'r the manager from eoaIuaring the performance or the
purchasing depanmenl or the individuals !hat maIr.e up the department. hr·
fonnance is dynamic. lhal is, it tends 10 be always changing for betltr or wane.
Performance u1tima",.y will become dearly r«ogniz>ed as ""'Y goodor""'ry poor.
It is therefore vilally important rhat .....ponsibIJ: managoernent he in a pooiIion to
periodicaDy monitor and adjust performance trends to avoid I"_lie aisis and
maintain conrinued improvement. Only by doing this caD managen eosure a
consistently high level ofpurdwingperf~Not onIydoea the depanmenr
manager need some means of evaluating resu.... but the superior
shouJd '-e some method ofdeltrmining the depanmenl'S effeaite......

A key element in purchasing perfonnance is the monle of the __ people
lhal maIr.e up the purdwing depanment. Since any evalualion process reads to
clarify pia and measure J'I">8feS" against thooe pia. morale reads to be higher
as people perceive forward. positive progress and conlribulion. Ofcoune. <are
sboukI be takm to ensure that the evaluadon is penaval by the employfts as
fair. or monle can be adversely affectN. Th.... howe¥er difliculr it may be.
sound evaluation is not only d<isirable. it is esaential.

L_-----~-
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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
ofcriteria can be the complete answer on department or individual performa
Instead, they are at best good direction.al indicators that require subjecdve 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 COt

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
des 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 ofquality and timeliness with secondar
lention given to cost. Another portion of the finn'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 at~ntion give
other items.

In addition to tracking items that reflect CUtTent and past performance 0

mission. purchasing should develop criteria that reveal probable future perf(
ance trends. Along with the effort devoted to direct buyingof specific items, '
chasing departments usually devote time in two other areas: developing
maintaining blank.et orders; and improvement projects. for example, bette
ventory control systems. compulel"ization, organization studies, new procedl
and budgeting. This time may be spent by management, by full-time staff, 0

paTt~time personnel, or all three. Evaluation and control of these efforts sh<
reveal wbat the future may hold.

How to Evaluate

Many of today's larger business organizations have systems designed to evall
the performance of a whole department (objectives programs, budgets) anI
employees (performance evaluations, career development plans). Most of d
systems are general and qualitative in nature so that they can be applied ac
the board. Purchasing departments and people usually are included in such e .
uation programs where they existj in those cases purclrasing is already evaluatt
or at least it is possible to do so. Many purchasing managers. however, feel tl
something furlher than the standard systems is both necessary and desiral
when assessing performance of purchasing.

The measurement criteria listed below may be useful in specific situatiOJ
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 suppJ
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menta for purdwing. PouibIe naluation criteria can be dmdod into two groupo
-regularly =orring ones. which OOIIsistmtly repeat on a weck.-,,_k or
month-lCHDOnth basis, and Jl"'riodic ones. which occur in much longer time
cydes or as needed.

Below are _ of the criteria that may be compiled mel uoed by purdwing
for try portions (or 1"-1>Iy all) of the procuRJDellt functions.

PIIrchasr dollan, IDtaI or Jl"'r ord....
Number of teqoioiliooL

, Number oforden placed.
Total department budget COIl.

Number ofcm~
Coot or number of employtts in relation to pun:buc doUan.
Price venus pubIisbed list.
Price _ last ,.ear'" last momh'. price.
Price _ general emnomic or sp<ci6c ind....... (for_pie. the PPJ and

the CPI).
A'ttllgc lime from requisition rca:ipt to order"platemenL
Avcragc lime from requisition n:<ICipt to dcliwty.
Average lime be_n order plaa!mcnt and deliwty ..enus pubIishcd lead

lime indicato....
AYerage lime between promised dcIi¥cry and aauaI dcIMry.
Pcr<entage of off-opec items.
JnvenlOry~ versus target.

These and similar crit£ria. which can be shown in tabular or paph form, gen
erally indicare put Jl""formanc:e. However. after scoeraI yean ofdata aocumula·
tion, future targets rouJd be de..,loped as a mean. of cvaluation. Again. they
should not be wed in a Wlid as aboolure _ ...... Combined wiIb the periodic
mcasura below. they arc an aid in C¥aIuaIiDg workIood and pcrlOrman<r and in
forming sound judgment about the gcnera1 situation inside and oulaid" the linD.

Nore that "savings" is DOl included in the...., list. Unfortunarely. the me of
savings ligura raioos a queotion of the integrity of the numbers. Quire ofial the
saYings nombcn arc Iargrr than are bcIieftbIc and thus they arc found to be lUI

pcct. Oar of the more rffeem., methods ofc..tualing sa.mgs is ..,. relation to a
standard COIL If such a .,.."m is in plate. used regularly. and <XIOU'OIIed so that
standards are realistic, varian= bc<:omr oIwioua and can be wed .. one of the
evaluation criteria.

P.,i••" C.....

These Jl""formanc:r m"",""ment critma rouJd be uoed inside pwdwing or
for rnJuatioos ..,. outside parties. They are more ofren quaJirati1e and sul!j«tive
than the recurring items.

;,
"
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c Departm"ntal objectives and complementary individual objectives, annual
or ongoing (these may include items listed below or a wide variety of im
prove"",nt projects; they also may be directly related to an individual's work
or completely unrelated).

c Supplier management activities: (I) 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 finn price versus cost at time of delivery agreements.·

c Product or ingredient innovation by purchasing (value analysis). Number
and quality of training programs and number or percentage of people af
fected.

D Improvement in policies and procedures-foT 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 recuTTing items are intended to measure today's
situation. Some in each category may fit in the other category depending on the
situation.

Anothe-r 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. Moreovert it re
quires continual adjustment as missions, priorities, and situations change. but it
should be worth the effort in resulting purchasing performance improvement.

Managerilol 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 scudy of procedures. policies. personnel, organization, rec
ords and reports, planning, and management controls. What the evaluator seeks
is evidence of a well.plan~d program. Effective purchasing performance is no
accident.

ProIiciellcy. Purchasing proficiency pertains to the control of prices. quality
standards. quantity and inventory levels, ana 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·

133
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tislia must !herefore be examined carefuUy if their true: meaning is to be pr0p
erly :wesood.

S"'" S_'rnb
E>c:ry _1I-JII3J1aFd purchasing depanment has ......, stuldards of perform

aooe apinst which it eoaJuala current le>eb of aetiYity. n.e le>el of!Ophistica
tion of !he evaluation .,....,m and top mana~mc:m·.interest in its application are
frequently indication. of purchaains's imponanc:r to the c:ompany.

Setting standards and then mc:uuring pc:rformanoe against them can haft a
>c:ry stimulating effect on !he purchaaing departmenL TIJis.-.agemeDt 1I!d1
nique can be IIIed by !he purchaaing department adminictAtor to monitor per
fol1llaDlZ and indln impro".,mc:nt, and it can similarly be IIIed by IIIaJIall"III't
seni<:e penonnd or independent consultants. or_. the jusbIication and review
ofaetiYities belp spot de6cient pra<tices, and !he psp:boIl1p:al effect alone is fre.
quendy beneficial.

Any department or funaional area is likely to benem from analysisand evalua
tion. Impro_t isaJways possible. But~tprobably has _10 pin
from appraisal and suboequentimpro~t in purchasing. AItbough evaluation
is inherently difficuJt and of_ regarded as an expenR ..._prod~taaor.
purchasing can ute an evaluation system to prodU<e a greater imp8Ct on profit
than any oIher functional area ofmana~menLManasement apccts tIIis imp8Ct
to occur. and putdlasing must aettpt this responsibility.

YIDIIIIcial sa•...,... aDd Iteporta

Typic:aIIy. the pure/wingmana~and !he rnarke<pIaCle eval......a supplier 00 its
ability to compete in such farton as price. product quality. seni<:e capability. and
reliability. Although these are essential elements, the purchasing mana~ can
enhance his or her perspective by 'Viewing the supplic:r from the Slandpoint of the
financial community. This new penpecli"., will not only aid in ensuring security
of .upply. but also may lead to improved value through bc:uc:r prq>aration for
negotiation.

This pmpecti"" may be gained through analysis of v.uious Iinancial S1lIl£
menu and reports. There are three major types of IinanciaI reporu that coalain
information that may benefit the purchasing manager: the annual report, the Se:
curities and Exchange Commission Form J()..K, and the credit reporL

TlleA-'JUt-t
Annual reporu may range in styk from graphicaUy appealing hoolJeu to a

simple multipage typewritten reporL TIle differenca in pra!lltation depend
primarily on the targoet of the repon since ilS purpose is to seU the a>nIpany. An
nual repons generally are for appeal to shareholders. banken, broken, members
of the financial community. suppliers, and emp\oyl:a.

There are three: _tiaI sec:tions in an annual repon: the repon or opinion of
the certified public aa:ounlanl, the balance sheet, and the in<ome sta_L
Other commonly included repons are the statement of retained earnings and

.I



5-96 PURCHASING, TRANSPORTATION, AND DlSTRIBV'

slalement of source and application of funds. The statement of cost of
sold, the statement of selling and administrative expenses, and the inv(
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 Tepon indicates review of the report by independent au
and should verify use of generally accepted accounting principles. Any ,
tions to the repon are highlighted in this section. The independent auditor
tifying only adherence to accounting principles, not the accuracy of the n

Balance obeet. The purpose of the balance sheet is to state the financial
tion of the finn 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,
cash, receivables. inventories, current liabilities, and equity.

The balance sheet reflects position on a certain date and provides no assu
that a strongor weak position will endure. To be meaningful for analysi.!, hi
cal baJance sheets and like information on competitor:; and/or the industr
essential for comparative purposes..

Income statement. The income statement is simply a statement of Opel

results (profit or loss) for a period of time. Major categories include rev(!
cost of goods sold, operating expenses, and net profit (or loss). Although ea
these is helpful in analysis, any detailed breakdown (such as salaries, dep'
tion, taxes, and the like) is of great benefit in an analysis for purchasing.

Form IO-K

Annually. most corporations are required to file certain infonnation ·will
Securities· and Exchange Commission. The information is submitted on
Fonn IO-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 repons. .

The advantage of the IO-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 shonroming of the IO-K is that small corporations, partnership., and
prietorships are nol required to file with the Securities and Exchange Com
sion. Only larger corporations exceeding cenain levels of assets and numbe
shareholders must submit the report.

The Credit R~rt

The credit report, such as that published by Dun and Bradstreet, generall}
prepared for hanks or businesses to assess ability to pay for goods and services
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 cal

tal, and major changes in operation.
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Operations-a description of the lines of business and scope of each.
Management bacl'f!round-experience of key execulioa of die firm.

Almost all information in the Q'tdit report is of some ute to purchasing.

u. ofFirtGReial Reporta ia PrIrr:1Muiar
Although none of the repoJU diocussc:d are targeted for or prepared for pur

chasing. the information included may be extremely uxful to die purchasing
manager. The reports and analysis of information included in chem are com
monly used for two major purposes: auessing financial ....biIity of suppliers. and
preparing for negotiations.

AII I dag6. c9' otabiIity. 11le 1001 mOlt commonly employed to assess Ii
nancialllability is the credit repon. Although the credit report is illfonnaJh~ in
determining payment history. further study ofother repoJU may pnn"ide bener
focus on financial srabiJil)' and the long-range oudook for the finn. Asac:ssMcnt of
the long-range potential of the firm is vital to ensure c:onlinuil)' of ...pp1~'ofboth
the primary product and replacanent parts.

To assess viability ofa finn in the long run. it is neceoDry to examine its history.
Many annual reports indude historical baIan<r sheets and income statements;
Jx>we"er. additional research may be needed.

There are a number of meaningful tests and ralioo that may be applied to the
baIana: sheet to assess financial stabilil)'. Calculation of current ratio. working
capital. and quiclt asoets over time wiD illustrate cash-flow management and may
identify any problem trends. The debt-to-equil)' ratio is a very infol1llllth~ tool in
assessing any chaogeo in the capitalization of the firm.

Some degree of caution must be employed in using ralioo and other b:StS of
financiaJ statemenll. They should not only be examined~ time but also com
pared with othen in the same business. Ralioo may vary significantly among in
dustries. and proper interpretation must be based on a norm for the industry.
Cautioo also must be exercised in examining ratios inb:mationaUy as capitaliza
tion requirements vary significantly among major industrial countries.

Examination of the income statement over time will reveaJ trends in profitabil
ity in varying economic environments. Use of data from the income _tement
and baJance sheet in tandem will enable calculation of trends of key measures.
such as return on equil)' and return on capital employed.

For subsidiary operations of larger corporations. the 10-K is extremd~· benefi
cial in this area. Trends identified in the analyses mentioned abo¥e rna" be com
pared with the 0..,ra11 results of the corporation to :ucrrtain whether the line is
providing an equitable contribution to the parent company. Potential di\-estment
may be identified in such a comparison.

Having examined historical performana: as outlined abo..,. assumptions may
be made regarding future economic and market environments to estimate the
supplier's financiaJ c:ondition in coming years.

Pre...... far JIeIl'"ietim MOlt commonly. financiaJ reports are uted in as
sessing financiaJ stability of new supp1ien only. It is Ieoo common to anal,..,., such
data for established supplien. Unfortunately. it is indeed rare for information
contained in financiaJ reports to be used in preparing for negotiations. B~' 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 mar
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 supplier's
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.

Benefit. ofFinancial Statement Anal,,,is

Although the various financial statements 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. 0 Jo_. E. Ala...... andJ. M. McLaughlin,Jr.

PHYSICAL DISTRIBUTION

Physical distribotion 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 fot customer sales. Too often it is incorrectly viewed as an unavoidable
indirect expense. However, inany companies have revised their concept and con
clude that physical distribution cOSts are a direct cost of business.

..
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MlNISfRY OF INTERNATIONAL COOPERATION

GENERAL CJRCULAR NO.1
Issued June 15, 1999

Rules and Procedures for
Utilization of Funds under the

Private Sector Commodity Import Prvgnun

1. To encourage the Egyptian Private Sector to partlelpete Ir\ the development
of the country In accordance with the prIorItiH of the SUIte, funda from the
United States Agency for International Development (USAIDI economic
assistance program are provided to the private sector to finance the
importation of capital goods, intermediate commodities and raw materiala
from the U;S.A. The rules and procedures At forth in this Circular shall
apply to all funds advanced to the private sector under the Prlvete Sector
Commodity Import Program. In eddition, ell import transactions to be
financed under this program must comply with USAlo Regulation 1.

2. All Egyptian private sector entrepreneurs and firms are eligible to par1lcipMe
in this program. Entitles which lire "established in a free zone or whIctl have
Public Sector ownership exceeding 40'16 are excluded from this program.
However. in some cases where the project is determilled 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 IMIC. oECIUSAI and USAlo/Cairo. Importers must have a
commercial or industriel registry and e texatlon card (unless legally
exemptedJ,with the Ianer to suffice in the case of a private entrepreneur
working in non-commercial or industrial rIBlds (un.... legally exemptedl.

3. Primary implementation ;esponsibility for this program shan rest with the
Participating Banks listed in Attachmant No. VI to this Circular. Allocations
of funds will be made available through Leners of Commitment in favor of ./
the Participating Banks' named U.S. Correspondent Banks and will be besecI
on proper and prompt utilization and timaly reporting. MIC. DECIUSA and
USAIDICairo must approve all proposed allocations to the Participating
Banks.

,,'
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4.. Funds advanced pursuant to this program may be used to import only
those items which are eligible in accordance with the USAID
Commodity Eligibility Listing. which does not include luxury, consumer,
used or reconditioned goods. Additionally, erection, training and
installation services associated with the commodity purchese 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 resold to the military or police
forces and/or their organizations._ .

5. Any Importer, importing as an end-USer, may sell capital equipment imported
under this program after fina' payment has been made to the Participating
Bank. Imported Items must relate to the importer's business field as stated
on both the commercial/industria' registry and tax card (unless 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.

6. ·The minimum transaction size shall be $10.000 unless USAID/Cairo and
MIC, DEC/USA otherwise agree in writing.

7. 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 equipment 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 utilize
up to $5,000.000

.~
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8. Private sector importers who desire to use funds provided under thi,
program shall make application at anyone 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 trensaetlon form signed by the importer
{Attachment II:

B. Evidence that the importer hes followed negotiated procwement
procedures. These procedures require the importer to follow good
commercIal practice "in soliciting quot8tlons or offers In a uniform
manner from a reasonable number of prolpective U.S. suppliln and
that all quotations or offers received, whether or not speciflcelly
solicited, shall be gIven consideration before making an award. A
re850nable respo",e time must be given to potentialsuppl.... If an
importer obtainl only one offer, the Importe"s request for financing
must include a letter stating the reasons that only one offer was
obtained. Justification for aporovlnll financing"under these
circumstances must be baled on one of the following reasons:

{11 The importer Is purchasing for resele or procelslng, as the
supplier'S regularly authoriZed distributor or dealer, a commodity
which. under the terms of the distributorship or d....
agreement, the importer is precluded from buying from anod_
supplier. USAIDlCalro requireS that the importer submit a velid
copy of the agencv/dealer/dlstributorship agreement with the
request for financing. In additiOn, a statement is requ\red from
the supplier that prices are net and do not include any
commissions.

(21 The importer is purchasing for reseIe a rqlstered brend-n8me
commodity from a lupplier who Is the exclusive distributor of
that commodity to the area of the importer.

(3) Proprietlry procurement II justified and the necessary
equipment, materials. or spare partl are available f~om 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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(al Substantial benefits. such as economies in maintenance
of spare parts inventories. stronger local dealer
organization, bener repair facilities. or greater familiarity
by operating personnel; or

(bl compatibility with equipment on hand; or

(c) special design or operational characteristics.

C. Each pro forma invoice submined must show:

i. the name and address of the importer;

ii. the quantity. description and unit price of each item in sufficient
detail for ready identification;

iii. the U.S. Department of Commerce Schedule B Number
(Harmonized Number) for all items:

iv. the delivery terms IFAS, FOB, CFI'l. CIF or CIP) and named
place of delivery. USAID will 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:

lal state that transportation will be effected on a U.S. flag
carrier;

(bl 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;

Id) 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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9. 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 cas. shall the Importer have
any recourse to USAIDor the Governmant of Egypt, nor do they bear any
responsibilities for the commercial transection.

10. Participll1lng Banks mey open letters of credit without collecting any down
payment from the Importer. The benk may extend to Its clienU the following
interest free grace periods following the date of negotilItIon of docum.....s
(the date payment is mad. to the U.S. supplier by the U.S. CorrespOndent
Bank). For the purpose of Implementing the following Interest free gqc:e
periods, the dafinltion of capital equipment is -equipment used In producing
commodities or services.· Spare parts are to be considered as capital
equipment if they are Imported with the capital equipment In the same
transaction; howevar If the spare parts are Imported on their own, they must
be considered as non-capital equipment. Parttelpll1lng banks are not
authorized to issue letters of credit which allow for any portion of the letter
of credit value to be withheld for the purposes of final acceptanCB or local
inspection of the commodity as a performance guarantee, or any other
reason.

A. GRACE PERIOQS

A.l END-USER:

- up to 9 months if the importerll importingnon-capilal 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 '2 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 lfor the purpose of
implementing the above incentives, bu.i"..•• located In the
following Governorates in Upper Egypt are eligible for these terms:
EI-Fayoum, Beni Suef. EI-Menya, Assiut, Sohag, Oena. Aswan end
New Valley)

-----
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A.1 (2\ 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

up to 24 months if the importer is importing capital equipment for
the importer's own use

For the purpose of implementing the above incentives, the importer
must submit with the applicltion II 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
value, 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 totll of the first 12 months and the total of the last 12 months.

A.l (3\ END-USER IMPORTING ENVIRONMENTAL "EQUIPMENT LISTED IN
ATTACHMENT VII OF THiS CIRCULAR:

up to 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 grac;e period may be extended by the
Participating Bank up to a maximum 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 years for an importer who is importing capital equipment for the
importer'S own use
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Banks shall charge a fixed interest reta on- the outst8nding 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 Participeting
Bank for simi/ar transactions. The local currenev amount of aU repayments
for a specific transaction shall be calculated and fixed at the rate of
exchange specified in Anlcle 20 of this Circular. The imponer may pay up
to , 00% of the transaction value up front in cash If desired.

Panicipating Banks lhall requelt U.S. Corraapondent Banlca to edvlse them
without delay of the date that payment is affected to U.S. suppliera to allow
calculation of the Interest free grace period and the 'Clatu on which interest
and installments fall due. Panic/pating Banlca shaH be antitled to COllect from
imponers the normal fees and commissions on transactions financed under
this program. In addition. Panlcipating Banles are entitled to retlIIn 2 points
of the charged interest rate eamad for non-capltal equipment transections
and 4 points of the charged interest rate earned for capital equipment
transactions.

1,." Panic/pating Bank shall be indebted to the central Bank of Egypt for fa) the
local currency equivalent of each Lener of Credit opened under this program.
calculated and fIXed at the rate of exchange specified In Anicle 20 of thia
Circular. and fbi the interest charged (minus the Interest It is permitted to
retain per An/cll.101. Participating Banks shall pay Immediately Into e
special account at the Central Bank of Egypt all payments of principal and
interest due (regardless of whither thl amount is collectedI for transactions
financed under this program.

Panicipatlng Banks shall authoriza the central Bank to draw down their
account by the amount of interest and principal due on the funds edvanced
under this 'program and to furnish the Ministry of Finance. Central
Administration for Financing and Loans. with a copy of the required
authorization.

12. Suppliers wiD be paid by the U.S. Correspondent Bank up to the CFR. CIF or
ClP quote amount against the actual invoiced Insurance coat per the
insurance cenificate; actual invoiced freight cost per the bill of lading; and
the FAS/FOB commodity cost per the supplier's invoice.

,'/J
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13. The Participating Bank shall not issue Leners of Credit to any partY other
than the one named in the pro forma invoice, nor is the Participating Bank
authorized to amend any Lener of Credit in a manner contrary to the
contents of the pro forma invoice. All Leners of Credit must reference the
USAID/Cairo transaction number.

14. Completed transactions which have been approved by the Participating
Banks shall be forwarded to USAID/Cairo. Upon issuance of the
USA/DfCairo no-objection letter, an edministrative 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 provitfed that the client's written request
is forwarded to USAID/Calro, through the Participating Bank. at least 10
working days prior to the deadline for establishing the Letter of Credit.

15. 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 local currency of such
fees and commissions. Participating Banks may not request their U.S.
Correspondent Banks to confirm the leners of credit opened under this
program.

16. Funds under this program shall not be used to finance consular fees.
Including legalization fees. All Letters of Credit shall state that
consular and legalization ~ees 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.

17. USAID/Cairo will furnish to M/C, DECIUSA and the Ministry of Finance on a
monthly basis a report showing all approved transactions. The report will be
prepared and sent not later than the 10th of the following month.

18. All Participating Banks shall provide the following information on a timely
basis. Any bank which repeatedly fails to meet these requirements may be .~.

suspended or terminated from the program.
. .

A. a copy of all relevant documents related to each transaction
approved by the bank shall be forwarded to USAID!Cairo to be
received not later than five business days after the bank's approval;
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B. a copy of a/l Letters of Credit issued under the program shal 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
completed Letter of Credit Form, shown as Attachment II to this
Circular;

C. a copy of all amendments to Letters of Credit issued under the
program, shall be forwarded to USAIDlCairo. the Ministry of Rnanee
and the Central Bank of Egypt attached with the Letter of Credit
amendment form shown as Attachment III to this ClrculIIr not later
than five business days after the Issuance of the amendment.

D. a copy of the bill of lading or air weyblll and the supplier's invoice
. shall be forwarded to USAID and the Mlnistty of Finence BtUlChed

with the completed ·Statement of PrIncipal and Interest Due- form
which is shown 8S Attachment IV to this Circular.

E. A copy of the authorization to the Central Bank of Egypt to draw
down the local bank account bV 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. a monthly report on activity under the program to be sent to
USAID/CBiro, MIC, DECIUSA the Ministry of finance and the Central
Bank of Egypt not Ieter then the 10th of the fallowing moutl•• The
report format is shown as Attachment V to thli Circular.

19. Participating Banks which issue Letters of Credit under this program shall be
responsible for executing the rules and ragulatlons contained In this
operating Circular without contravening applicable Egyptian import ruJes and
regUlations. In all casas, the Participating Bank must ensure that each
transaction is in conformance with USAID Regulation 1, the USAID
Commodity Eligibility Wsling, and this Circuler.

Importers ara responsible to ensure that proforma. submitted to USAID
disclose an discounts and side payments whether paid in Egypt or overseas.

I
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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 '31 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, distributor, or
representative of a U.S. supplier:

A. Such person or entity may be prohibited from participating In the
program for a specified period of time, and/or,

B. Such person or entity mey 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 regulations on the Plrt of the U.S.
supplier, USAID may require reimbursement of the U.S. dollar transaction
amount.

20. The exchange rate applicable to this program, referenced In Articles 10 and
11 above, shall be the daily average closing selling rIte for transfers as
determined and published by the Free Market Central Chamber for the 'ast
busine•• day which immedietely precedes the opening date of the Letter of
Credit or the last·business day which immediately precedes any Increase to
an existing Letter of Credit..

21. Amendments to this Circular shall be issued by MIC from time to time as
needed when MIC, DEC/USA and USAID/Calro mutually agree.

Signed by,
I·---=-.. ,

.. -......... ,. \~~~
--~~... _::::--~--'=----:::~~-=..:-

Dr. Hassan Selim
Administrator
Department of Economic Cooperation with· USA

. Ministry of International Cooperation
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Anacbm.nt NO: I

Trlns.ctlqn Form

Private Sector Commodity Import Progrem

Ink: Trensactlon No.: _

this transaction Is being forwarded on behalf of another bank in IICCOrdance with Anic:Ie 8
the Circular. please specify which bank:, _

Importer's- ~me:. _
Address:, _

GOv8rnorat8:, ~-------------
Phone No: FIX No.: _
Contact Person Name: Direct Phone No.: _

Address of Production Facility (Farm. Factory, etc.). if different than No.1 above

Nature of establishment:
Sole proprietorship. Partnership. Limited liability stock company etc.

Provide name of principal. major plrtners or major stockholders:

Estlblished under Law: (Commercial Law, 32,43, 159, 230 etc.)

Tax Card No.: Commercial Registry No.:
Istate if legally exempted)

Busine.. Field:
(e.g. hospital. farm. pllsties factory. trading eet.)

Paid in Capital: Woman's Ownership Percentage _
Public Sector ownership: _
Number of Emplovees:

00-



.. -..

- 2·

8. Information regarding United States businesses:

A. Does the imponer or any owner of the imponer or any business enterprise
affiliated with the imponer or its owners, own or operate a business of any
kind which is located In the United States7 Yes _ No _

B. If yes, does this business have a production facility or operation in the United
States7 Yes _ No _ -

C. If the answer to· Babove is yes, describe the operations of this business In the
United States. .

9. Has Imponer previously used this program7 Yes _ No If yes, provide value
of all Letters of Credit opened for this imponer under the program during this calendar
year, * _

10. Is the imponer operating a business for which the commodities being imponed 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 .....,.._

11. Has the Imponer increased expons more than 10%.of sales during the most recent
12 month accounting period7 Yes No _

12. Commodity to be Imponed:
Is it a Capital Equipment7 Yes No, _
Is it an Environmental Equipment listed in Attachment VII7 Yes,__ No__

13. Purpose of Imponatlon: a) own use
b/ reselling

14. U.S. Depanment.of Commerce Schedule B NO.ls) [Harmonized System No.ls))

15. U.S. Supplier Name: --'-_
Address:
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By signing below. I hereby certify thet to the belt of my knowledge the information
provided above is accurate and true and thet 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 dlrectJy by rna or an official
of my company from the U.S. suppliers or their offlciel agentS. None of the suppliers
has had any involvement in obtaining offers from any otMr supplier.

Banks and USAID reserve the right to contact any or all potential suppr..,. to ".-tty
the authenticity and accuracy of the pro forrna offers•

.. I have read and agree to comply with Item '19 of General Circular No.1 of 1999
which includes the requirement that transaction records and supporting
documentation be kept by the Importer for USAID's or its authorizedrept88e"tetlve'.
review for three (31 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 General Circular
No. 1 of 1999. and USAID regulations, and request USA/DlCalro concurrence to
finance the transaction.

Signature of Authorized
Bank Official

Date

19--
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Auachment II

LIner of Credit Form

1. Local Bank Name:

2. Leuer 1)f-€ommitment No.:

3. Transaction Number:

4. Leuer of Credit No.:

5. Leuer of Credit amount:

6. Leuer of Credit Issuance date:

7. Rate of exchange applicable to
this Letter of Credit: ______ L.E./$

8. Down payment:

al amount in L.E.

bl date collected

cl dale transferred to Central Bank of E9Vpt _

9. Repayment period for balance:

Signature of Authorized Bank Official Date
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Au,glDlDt "'
Ltn.r of Credb Amend,","' Form

Local Bank Name:

Letter of Commitment No.:
Transaction No.:
Letter of Credit No.: .
Letter of Credit Amount:

Dear Sirs:

With respect to the UC referenced above please find enclosed herewith copy of our
telexlletter dated regarding the following amendmentfs) markedf-):

• Increase value of the UC by • exchenge rate!- _

- Decrea58 value of the UC by $ -;.. exchange mei-- _

- Cancel unutilized balance of • exchange rate, _
The_ new UC balance is •

- Extend validity of the UC until

- Shipment condition to be FOBIFAS/CFR/CIFICIP _

- Other amendments:

:iignature of Authorized Bank OffICial Date

191



Attachment IV
Statement of PriDclpai and Interest Due

local Bank Name: ~ _
letter of Commitment No.: _

EJlchang8 Rate ./L.E.: _
Interest Rate:

Installments (L.E.ITransaction No. letter of Credit
Principal Interest Total Due DateNo.

"

No~ If the balance was paid in cash, local bank is required to provide the following Information:1. Value paid in L.E.

2. Negotiation date (date of
payment to the U.S. supplierl _

~

3. Date transferred to
Central Bank of Egypt

Signature'of Authorized Bank Official

\

Date

•

f



local Bank NUIIlCl:
LuUer 0' Comllli\lriii,Nu.;· .:':.:= _

Al"chmtOI No. Y
Banlt Monlb" Rtpgrl

USAID InllKlrtur . Commodity Type UC UC Disbursed LIC lie
TranlaClio" Num" (Raw MateriallSpare No. Amount • Amount ISluance ElIlliry

No.
PlnllCapllal Equlp.1

Dale Dale

.

.

.
f

-
~

.
• I

Slonalure of AUlhOl~o;;;;kQlliclII Date
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Att,ebm,n,·Ng, VI
List Qf ParticiQating Banks

1. AIWatany Bank of Egypt
2. American Express Bank
3. Arab African International Bank
4. Arab Bank
5. Bank at 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. CltiBank
12. Credit Internatlonale d'Egypte
13. Delta Internetloriel benk
14. Egypt Areb African Bank
15. Egyptien Amerlcen Bank
16. Egyptian British Bank .
17. Egyptlen Commerciel Benk
18. Egyptian Gulf Bank
19. Export Development Bank
20. Industrial Development Bank of Egypt
21. Misr American Internetlonal Bank
22. Misr Exterior Bank
23. Mlsrlnternatlonal Benk
24. Misr Iren Development Bank
25. Mohendes Benk .
26. Nationel Bank of Abu Dhabi
27. Netlonel Benk of Egypt
28. Natlonel Bank for Development
29. Netlonel Societe Gen.,el Bank
30. Suez Canel Benk
31. United Benk of Egypt

Other banks, whose charter/euthorlzetlon enables them to transect business in e manner
comperible with the provision. of this progrem, may work through the above specified
Participating Banks. For more information contect:

Ministry of Internationel Cooperetlon
Department for Economic Cooperetlon With U.S.A.
48·50 Abdel Khalek Sarwat Street. 5th floor. Cairo
Tel: 12021 390·5100, 390·5125. 390-B124 and 391·027B. Fax: (2021 393-B1B7

United States Agency for International Development. Office of Commodity Management
Zahraa EI Maadi, Cairo. Tel: /2021 516-5505. Ext. 2143. Fax; (202) 516·4652

..'

United States Agency for Internationa' Development
36 Beni EI Abbas street. Alexandria, Tel: 12031482·9301, Fax: /2031 4B2·9301

To obtain copies Qf A.I.D. Regulation" please CQntact the above listed USAID offices.

,>'"
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June 1991

... Equipment DeICllpllon .... S¢ +'1 •
N.. JIf&
A MOJlflTORlNG EOUJPMENT
1 CoIIIh"1ivityMelm W_QIIIily lI027.10.3200

Pa ,! Mm«......
PIIIII

2 PHMelm W_QIIIIil1 lI027.IO.noo
PIIIIID· , •Pa ,.........

3 W_ SmIpIUC lCilI W_QIIIily lI027.10.3200
"lItll"&Id~.. ~ w.r0allilY 901'7.30.4040

5 AmbieDl AirADaIyaa' LowlMlwU.,.,afqf I. 901'7.10.0000r"'•. lUCIa. so.. NO-HOo.0."
co.

6 SId Mauillii~s,..rarSOIaw )' e~af"""pi$ ... lI027.10.oooo
I'oIIuIiml leo... ......1IDw

7 TClllII DisIoh'Cll~(1'J)~ Mcler W_QaIIilJ lI027.10.oooo
Per~Qe!!qear

8 W_~""
W_(J . !l026.10.5000

!I Gase AirOalliPY lI02720...
10 Liauid W_o-6Iv lI027.2O..lI?IOO
11 GIlIAazI,_ AirQallilJ !I027.10.oooo....anj.-
• TltEAtMENTor PLAJIIT

DISCBAllGES
I OiIW__ W_o.IIlv 1Ul.1UlDIS
2 F"dJen w_o-ur.- 1Ul.11.oooo
3 .... AirQlBPy 1421.3'.1015

SlIct DIsdw..__... afSolids
•....,~...85 -r. .... JIlII'MlI'

.. FiJrm ............. a.-exiIliaI8I:as N2'.!I!I.CIlNO
AirQulliJy
SlId< DiuM..__... afSolids
.~... 85 -r. .... JIlI'l"er

5 ScnalIbas Air QlIoIily ~21.3!1.I030 .
SIdDiIdIwIe. __... afscilidl ..,.
.....iIi... 85 -r. .... JII"I'CI' I

6 EIccD-a:Pt.......... AirQulliPy U2I.3!1.I020 ,
I Stadt E1JIrM

!I~ sudla SIeeI, /ad. JIlI'l"er ! I; I

,
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7 Cooling TowelS (E''8ponllivc) Reduce Plant DiscbarF Water UI9.89.»IO I
TcmpemlllrCl
RedIlCeli Water lIIl8ke

8 Cooling Towers (DIy) Eliminales Hot Water Discbarges IIIId UI9.89.5040
Minimizes Water Intake.

9 NcuuaJiDtioo Basins or laJtks Water Quality . 7309.00.0030
Treat Caustic or Acidic discharges prior
to disclluJe.
BasiDI _ civil COllIlIUClion.

10 Air filla'S AirOualilv 8421.39.1030
11 AlIIomatic IDduslriaI Prllcen Control AirQuaJjty 9032.81.6030

S_(comDIete) Water
12 Automatic COIlll'OI for feed ViSClOSity Starch &: 01_ indUlllV 9032.81.0040
13 A_tic Ccmuol for Cooling or Air &: Water Quality 9032.89.6020

S,_
14 CbemicaJ Iqjectioa S)'SlCItU NeuuaIiDlioo orcJischar&es 8421.21.0000

Watet Stack Gales

C WASTEWATER TREATMENT
ANDSLUDGEMANAGE.ME.NT
SYSTEMS

1 Scn:ens . Water Clari1\ina U79.82.0080
2 DisIOhoed Air Flotatioo PretreallllClll or W8SlC1>..ter U21.21.OOOO

Warera.ifvin.
3 Vacuum Filter Water Clarifying 8421.21.0000

On
4 Gravity Belt Thickener Thicken_ 8421.21.0000
5 FiJterPRss Water Clar!f);ng 8421.21.0000

De-.'lIWUur
6 Belt Filter PIas Dn'8lerina U21.21.OOOO
7 PaddJe DIyer Dcu'8leriD& U21.21.OOOO

Drvin.
'8 CJariliers Water CIari1\;nl U21.21.OOOO

9 SandFiltm Water Filterina 8421.21.0000
10 i CariIan Filla'S ' RcmO\lal of pollUllWS 8421.21.0000
II IPosith" Displacement Pumps Process pump for sludge. slurry. scum UI3.6O.0090

i Raran- or RmlllOC8tinl UI3.50.0090
, 12 . Submersible Waste Water Pumas 8413.70.2004,
ID VEHICLES
I I Catal)1ic Com-enm Air Qualil)' IU2 1.39.4OOO ./i Removal of contaminanJs.

i2 Bus and trucks clwsis. Complete. iCil)' transponalion. tourism. company j 8706.00.1(l.J0

iI with fuel soppl)' (natural gas. elecrnc transpolt8tion.
I and lor othera1temath-c fuels). I I !
i engines. transmission. brakes et I ! I
! steering i)'stem ,

2
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3 Bus .... lI1ICb compIeIc unil JIO'l'eRll Cily U1IlIpOIIIIialI __ CUiiijIWiJi 1707.!IO-'lNO
by (lIIIIDI1 au. ek:ctric IIIlI /01 CIlMr U'_f··....
aItaaIIM fiIcII)

~ CNGFuelini SlIIiaa Cit).IIIIISpOIlIlial--' 8UUO.20$5
JncIIIdiDI: fUclia& "IF ....... Campeny baiIijiOi'"
Bases A; nozzles, fneIiIIa.......
ASME-........• ....
trames.. .............
wIcwijii_. *lwn~CllIIIIIlIs_

LIicI-..,
Eqine~ VIIIIc:Ie'" n lIP

i a. "".•..,0.
i- r.

6 A'~EnaiDc"'--- PnIVide 1lllIBe..Gdl:rwllicle M79.19.!lOlIO
.w •

E SOIL CONTAMlNA110N
PBEYENnON AND CLEAN-UP

I Jleaew'lIIi>e ThenuI Oxidizer VoIMiIcOrP* C ....a....... 1421.3'._
WVaa-.'Gla.J.

2 In Siln Glnnnd_ l'Iow~ No ........-..... ,......
I piM- I.' C%

F ENVIRONMENTAL lJsed far"""" 01....... ,.. .
LABORATORY CONSlSTJNca OF: ThIs-*I lie • lib far IIIrI to plWide

envlnlr.mllUI ...1Itces
I PHMeIas !I027.IO.32lIO
2 WuerBMbs !I027.IO.32GO
3

COD 1__
toz1.lO.32GO

.I BOD~ toz1.lO.32GO
5 Gas Cbr·...,·.i~ toz1.20,!lOOO

E6 toz11O_
7 toz1.20'lllIO
8 W...T_(DO. Twllidil), !1027.1O.32GO

.. .. s.Jinlw, JIII)'

9 J' • wi Ion SIIeaM llO27• .32lIO
Elettrodts

I 10 S l1027JO.4INO
111 f1_i I • 9027• .32GO

j12 I T-' Orpnic~ (TOe) 9027,.'.
Il\~""'_

!13 Flame Phil""a I toz1.50.01050
1.1 UVIVIiible !1021.JO.oIOfO
15 'Anah-zer toz1.I.3200
16 GIIADIh.... 9027.10.0000
17 AuIo AIIIIyzer for...... 90%7.10.1000

N-.".
18 omuo._ UI7.1O.0000
19 MulllcF_ I UI7.1O.0000
20 Dr-ioeiml W..J'laJ-a•• SIaIion i U21.21.0000

, (150 IIhrI .
: 21 I TlIIbidin' Mems IBendI TClIII • 9017.IO.32no
: 22 ! Conduetnin· Meiers (Bcnc:b TOPI ! 9027.10.3200 :

------,~-



23 OX-'RCD Meter /BelIch TODI 9027.80.3200 I
24 COINlf ,1II/0000CNlCI. DelectOrs 9027.80.3200 I
25 NoiseMcter 9027.30.4040 I

26 flowMeter 9026.10.5000 i
27 VacuumPumD 8414.10.0000
28 Alomic AbsolJllion SpecuolllCler . 9027.30.4O-lO

eUS)
29 BeDch-TOD Cenlrifil... 8421.19.0000
30 Ultrasonic Procmor (HODlORenizeI') 9027.80.8000

.31 IlnWv Evaoolllion 8421.21.0000
32 MoiShRADab'= 9027.80.3500
33 Water Purificauon 'UVl 8421.21.0000
34 Solid SIBle Flow Meter 9028.20.0000
35 Total Ni- Analvzer 9027.10.0000
36 Oil Coutd 9027.80.3500

G ALTERNATWEENERGY
SYSTEMS

I TJlIdciD& pIloto-w1taic COllCClltnltors Cottvett llIIIIipl direc:tJy to electricily 1541.40.6020.
(parabolic IrOUIh or point focus) Create miDi-uti1itia u aJlCtltaIi\Ie power

DIanb

2 Solar.wnul power modu1e (for Cottvet1 sunlipt to Sleam or elec:tricit). 8402.19.0000
elct:tric power MiDdaItriaI _ usiDI a _/oil mana..-. S)'steIII BDd

'on) a_enlline
3 Solar tnICker system (suppoJt OpenItion ofphoto-voltaic concentrlltor 9032.ll.OOW

_ iIIItrUIIleatatiDll, and
~

CODIJ01s)
4 Photo-voltaic modules (solar panels) Cottvett SIItI1i1bt directJy to electricilY 1541.40.6020

Al-we-_
5 Solar c:cIls (not assembled into Cotwert sunliJht directJy to electricity 1541.40.6030

modnles\
Altemaliw__

6 Wittd Turbines (electric) Altcmaliw po___for aeaeratioa 8412.10.9000
ofelce:trici1V

7 WiDt!tttllls (mrdaanical), windmill Altemati\-epo~ sourte.(mechanical) 8413.11.0030....... fMwater 111:.
8 Solar betteries (multi-eyde. deep Storap medium for solar and wind 8507.80.0000

eli electric ,,"Items
9 Mulu.ftJd boilers (usill. refuse.. HOI ""Iet and/or steam.-aon 8402.19.0000

I derived l1IeJ, ,,'ClOd, municipal solid
,

"UIC. ora..,.;""tnnl "utC)
/10 Waste-ICHACIIY inciIlelllUon ~'stem GenCl'ltion ofheal from bumin. a wide 8403.10.0000

IlIIlge of materials. such u rubber tires.
I

I IAIL'!. EquJpmClIl (inc1udi1lg materials municipal solid \\1ISIC. biomus (wood) I

handlinI systems) and agricullUlllI residues. 8404.10.0050

III F1uidizled-bcd combustion systems , GellCllltion ofheat from bumitIIa wide 8403.10.0000
llIIl.e ofmaterials. such u rubber tires. II i municipal solid ....SIC. biomass (wood) ..'

Awe. I and auicullUllll residues. 8404.10.0050 I
12 Gasification/combustion l)'stCIII "itb I GellCllllion of process steam, heat and 1402.19.0000 I

turbine JCIlCIlIlor I electric power~ burning agricullUllll , !
Il'CSJdues (rice husks. pc8IIut shells. straw.

, !,
I

: cottonseed hulls. wood "ue. etc. i
,,. ;

,~(



1
13 SIirIiDI C}de Ileal cap. (bio-mass- C_ cleaJicily tilIm.._ .... I0I02.19.0000 IIUcIed. extmIII mmbustiaa) fnlaIlIuniDI wood, Yo. pdIcIs.

_ ..... rice .........1IlIIIL lid ~
CIOlrec IIuIIs ,

•
H. SOLAR SYSTEMS i
1 .SoI8t....-~<_p-' C cialbat_ UI9.19.~ I__c:amroUerl

IDImDiII ...
2 SIanHIanc pIIafo-YoIlIic: Ii..... SUeelIi........RCIIril)· ,_ill. ..... 1513.10.0000

SJIfaI (j>V JIIIIeIs, fhu_ ....... .....1;,Ja, _ RriL'jeI«
boItaieL QlIIlllIIIcr.1IId ibiIiIiDiJe w-r:iaIlwljklinlliPlial
~l

3 ScUr'flCl1"eI'" n6ipndiaa.,_ 1l.IlIlcIlIIl JeIii...... 1411.10.ClO!lO

(P":.... .....,. ....---

~ ScUr_P....,..-PV(PV W_. £"iIr~'
. ... 1413.11.0040

~ biac:rics, -*r.pipiIIf, _......_•.. ,

sadIa or Idbuasible JIIIIIP, .... - . -- ....). .." .. , ..... ', SoI8t-P'I'IJlinI.,-- WiDd W_; £ ,Iar iniplila + -1413.11.0030
EIcaIlc (wiDd lIIItliDe, biA:sia,

_ .....__ widli\ , en
-............-or
.......... JIUIIIII,--.
1IIIb)

I> SoI8t_ or . _iIr_1i 1417.•.0lI00
.

I OTllEll ALTDtNA.11VE
EOUIPMENTOR SYSTEMS

I A_........... Biapli •• __ar..... 1oI05.10.00lID
iDdwaWa I ....

2 Eavi-'dIIII cal........~ ...........arwiDd • a:wiaics" 9026.••0000
( '7 ..wiad,-. ....ndisioe

cilia CIl:.)

3 DClAC ....... lWildla-...bd C......dincI ClIIRIItfi-. PV,..... 1SII.0II.00lID
dimibuliou ........ilCle 81_IiuCWlal"'~'"

4 BiMun-ud 1laadliJW1)- JfudIinIarbi. • I fccodRock tUr 1421.90.0lI06
. (........ c:IIippcn.laIden. "cIIip inciw.... sysaea.. .

_ ..... IIld ......I·, P\:.. 2 'I Il'nru~ .....- lIlW.IUllllO
16 lIanmK" Measure 901$.».0000

7 nem-. Measure 9lW.1I.~

• Ps\i:luDilIdU McastR _ bulb 902.5.•.0000

J IRED SEA ENV1RONMENTAL
EOUIPMENT

II MoatiJe Baays and ; r 1-. 1907.90.01130
""JIIip-M .

I 190'-20.0lIl10
I ~)Il ~I.OOOO ..~.., !

12 Ancborsfor Bau\"S l!.ow;- . 7316.00.0000 I

i 3 ISu-.HoIdiDaTaab 'S- . 392'.10.0lIO Ii I G_rcr .... 10 IiIeJs



NAHES AID ADDRESSE' or PABTrcr'IJrBg BANI'

American Express Bank
. Mr. bad £1 Gindy

Manaqer, Bills Department
4, syria street, Mohandassin, Giza, Egypt
Tel: (20-2)361-1882

Arab Bank PLC
Mr. Amr Hafez
LIC Dept.
28, Talaat Harb st., Cairo
Tel: (20-2)574-6218

Arab African International Bank
Ms. Heba Sedki
LIC Department
44, .Abelel KhaleJt Tharwat st., Cairo
Tel: (20-2)391-1309

Bank of Alexandria
Ms. Bahiqa Hashia
Assistant General Manaqer
49 XasrEl Nil street, Cairo
Tel: (20-2)391-0481

. Banq1Je du caire Barclay. Bank PLC
Ms. SaaiaNaiaAyad
Manaqer .
Letter of credit Depart.ent
12 Midan El Sheikh Youssef st., Garden city, cairo
Tel: (20-2)361-1882

Banque Du Caire
Mr.. Soheir Gad

. , Deputy General Manaqer
22 Adly street, Cairo
Tel: (20-2)392-'920

Bank of Coaaerce and Developaent
Ms. Naba Habib
Manaqer, Letter of Credit Departaent
Midan Sphinx, Mohandessin, cairo
Tel: (20-2)347-2056



Bank Misr
lIS. Habad Bzzel Din Bl sayed
Manager
Letter of credit Deparbent
151 Moh_ed Farld st., cairo
Tel: (20-2)357-1125

C~cial International Bank
Mr. Mounu Yassin
Deputy General Manager.
Investllent , Correspondent Banking
Hile Tower 21-23, Giza Street
Tel: (20-2)570-1949

Delta xnt'1 Bank
Mr. AbJIed...BJllua
Branch· Mlinager
Annex Hile Hilton, Tahrir SqUare, cairo
Tel1 (20-2)778-166

Egyptian Aaerican Bank
Mr. AIIr Abbas
Manager
Marketing Deparblent
4 Hassan sabri st., I_18k
Tel: (20-2)339-1546

Bqypt Arab African Bank
Mrs. Hadia II. Fahay
Deputy General Manager
5 Midan Al Baray AI lCoubra, Garden City, cairo
Tel: (20-2)355-4624

Bqyptian C~rcial Bank
Mr. Ashraf Hd. laki
Assistant Manager
Foreign D8partaent
110 bar Bl Bini street
Garden city
Tel: (20-2)355-399'

Egyptian Gulf Bank
Mr. ~tafa Galal
Manager
Letter of credit Departaent
Bl-oraan Plaza Building
• Ahaed Hessia street
Giza, Egypt

/Jf



Export Development Bank
Mr. Mokhtar £1 Gallal
General Manager
Credit Department
10 Talaat Harb street
Tel: (202)57409655

Miar American International Bank
Mr. Zaki £1 Guiziri
Branch Manager
73 £1 Horreya street, Alexandria
Tel: (20-3)492-2900

M1ar Exterior Bank
Hr. Helmy £1 Shayeb
Deputy General Hanager
International Department
Cornish £1 Nil street, Cairo
Tel: (20-2)574-4189

Hisr Iran Developaent Bank
Hs. Hoda Shoukry
Assistant General Manager
Letter or credit Department
Nile Tower 21-23, Giza st., Giza
Tel: (20-2)572-7311

Mfar International Bank
Mr. Refaat Mohallled HI OJIda
Manager
Letter of credit Depar1:Jlent
14. £1 Alfy St., Cairo
Tel: (20-2)349-4424

National Bank For Developaent
Mr. Abdel Fattah Sal..
General Manager
Foreign Department
5, £1 Borsa £1 Gedida street
Tel: (20-2)356-3056

National Bank of Bqypt
Me. Laila Abdel Kader
Manager
Letter of Creelit Depart.ent
24 Sherif Street
Tel: (20-2)393-4204

National Bank of Abu Dhabi
Mr. Hagdy Aliz Xamel
Regional Credit & Marketing Manager
Nile Tower Bldg., 21-23
Giza street, Giza
Tel: (20-2)5737-331

I



lNEUGIBLE COMMODITIES
PRIVATE SECTOR COMMODIn" IMPORT PROGRAM

1- EQUIPMENT:
• MILITARY EQUIPMENT: SURVEILLANCE EQUIPMENT: COM~IODITIES

FOR SUPPORT OF THE POLICE AND OTHER LAW ENFORCE~ENT

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 ACCESSORIES THEREOF.
• USED OR RECONDITIONED GOODS ..

2- W'o\"£N FABRICS cl TEXTILES:
• SILK.
• CARPETS AND OTHER TExnL~ FLOOR COVERINGS.
• SPECIAL WOVEN FABRICS: TUFTED TEXTilE FABRICS: l.ACE:

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.

.
J

•

3- FOOD PRODUCTS :
• MEATANDEDIBLEMEATOFFAL •

. • FISH AND CRUSTACEANS.
• PREPARATrONS OF MEAT. OF FISH OR OF CRUSTACEANS: MOLU:SKS •

OROTHERAQUATrC INVERTEBRATES. '
• EDIBLE FRUITS AND NUTS; PEEL OF CITRUS FRUIT OR MELONS.

COFFEE. TEA. MATE. SPICES AND COCOA I: COCOA PREPARATIONS.
• PREPARAnONS OF CEREALS. FLOUR. STARCH OR MILK.
• PREPARATrONS OF VEGETABLES. FRUITS, NUTS OR OTHER P"RTS OF

PLANTS.
• BEVERAGES. SPIRITS AND VINEGAR .
• BAKER'S WARES.



4", A6R1CULTURAL PRODUcrs :
• 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) .
• TOBACCO AND MANUFACTURED TOBACCO SUBSTITUTES.

5- LEATHER PRODUCTS :
• ARTICLES OF LEATHER: SADDLERY AND HARNESS: ARTICLES OF

ANIMALS OUT. . .
• FURSKINS AND ARTIFICIAL FUR; MANUFACTURES THEREOF .
• FOOTWEAR. GAITERS AND THE LIKE .

.• SEAT STICKS: WHIPS; RJDING CROPS AND PARTS THEREOF.

6- M1SC£U.A.N£OUS :
• MUSICAL INSTRUMENTS, PARTS AND ACCESSORIES 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 ANb DOWN AND ARTICLES MADE OF

FEATHERS OR Of DOWN; ARTIFICIAL FLOWERS. ARTICLES OF'
HUMAN HAIR.

• NAruRAL OR CULTURAL PEARLS: PRECIOUS OR SEMI-PRECIOllS
STONES; PRECIOUS METALS; METALS CLAD WITH PRECIOUS MET..\l.
AND ARTICLES THEREOF; IMITATION JEWELRY: COINS.

• WORKS OF ART; COLLEC.TORS PIECES AND ANTIQUES.

NOTE:
.. A commodity transaction may be eligible or ineligible for USAID financ:ing,bas-=d not

only on the nature ofthe 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.

/f.,1




