
i

ChalimbanaUniversity

Integrity.Service.Excellence

DIRECTORATEOFDISTANCEEDUCATION

BIP2101:INTRODUCTIONTOPURCHASING

FIRSTEDITION2019

Author: ChalimbanaUniversity

MuzumaraTaonga PrivateBagE1



ii

Lusaka

Zambia

Website:

www.chau.ac.zm

Copyright

©2019ChalimbanaUniversity

FirstEdition2019

AllRightsReserved

No partofthis publication maybe reproduced,stored in a retrievalsystem.Or

transmittedinanyform orbyanymeans,electronic,mechanical,photocopyingor

otherwise withoutpriorwritten permission ofthe copyrightowner,Chalimbana

University.

ChalimbanaUniversity

SchoolofLeadershipandBusiness

Management

Departmentof

PrivateBagE1

Chongwe



iii

Zambia

Web:www.chau.ac.zm

Acknowledgements

ChalimbanaUniversitywishestothankTaongaMuzumaraforwritingtheintroductionof

purchasingmodule.



iv

TableofContents

Copyright ii

Acknowledgements ii

ModuleOverview ix

Introduction ix

Rationale ix

Aim ix

LearningOutcomes ix

StudySkills x

Timeframe xi

NeedHelp xi

Assessment xi

Unit1:IntroductiontoPurchasing 13

Introduction 13

LearningOutcome: 13

1.4WhatIsPurchasing 14

1.5ImportanceofPurchasing 16

1.6PurchasingObjectives 17

1.6PurchasingResponsibilities 20

1.7BenefitsofPurchasingManagement. 21

1.8Summary 21

UnitTwo-ThePurchasingCycle 22

2.1Introduction 22

2.2LearningOutcome: 22

2.3TimeFrame: 22

2.4StagesofthePurchasingProcess 22



v

2.4.1ForecastandPlanRequirement 24

2.4.2NeedsClarification:Requisitioning 25

2.4.3PurchaseRequisitions/StatementofWork 25

2.4.4ForecastsandCustomerOrders 26

2.4.5ReorderPointSystem 27

2.4.6StockChecks 27

2.4.7SupplierIdentificationandSelection 28

2.4.8BiddingorNegotiating 29

2.4.9RequestforQuotation 31

2.4.10EvaluateSuppliers 32

2.4.11Fixed-PriceContracts 35

2.4.12InvoiceSettlementandPayment 38

2.4.13RecordsMaintenance 38

2.4.14ContinuouslyMeasureandManageSupplierPerformance 38

2.5Typesofpurchases 39

2.5.1RawMaterials 39

2.5.2Semi-finishedProductsandComponents 40

2.5.3FinishedProducts 40

2.6Services 41

2.7CapitalEquipment 41

2.8Recap 41

Unit3-Negotiation 43

Introduction 43

3.2LearningOutcome 43

2.3TimeFrame: 44

3.4Negotiation 44

MeaningofNegotiation 44

3.5ExamplesofNegotiation 45

3.6TypesofNegotiations 46

3.7Problem Analysis 49

3.8ObstaclestoNegotiation 50

3.9Summary 51



vi

Unit4:SupplierRatingandEvaluation 53

4.1Introduction 53

LearningOutcome 54

4.3TimeFrame: 54

4.4Supplier/VendorEvaluation 54

4.5NeedforMeasuringSupplierPerformance 55

4.6CategoriesofSuppliers 56

4.7SupplierEvaluationandSelectionProcess 57

4.8VendorRating 59

4.9FactorsAffectingtheSelectionofOptimalSuppliersorVendorRating 60

4.10SuppliersEvaluationMethods/VendorRatingMethods 61

4.11AdvantagesofVendor/SupplierRating 62

4.12Summary 63

4.1Activity 64

Unit5:MaterialsManagement 65

5.1Introduction 65

5.2LearningOutcome 65

5.3TimeFrame: 65

5.5Objectivesofmaterialsmanagement 66

5.6InventoryManagementandControlSystems 67

5.7StoresManagementandOperation 68

5.8Thekeyactivitiesofstoresareasfollows: 68

5.9Threebasicwaysofstorageareasfollows: 68

5.10Warehousing 69

5.11MaterialHandlingandStorageSystems 69

5.12Typesofmaterialhandlingequipments 70

5.14MaterialStorageSystems 71

Unit6:InventoryManagement 73

6.1Introduction 73

6.2LearningOutcome 73

6.3TimeFrame: 73

Youwillcoverthefollowingtime; 73



vii

6.5CharacteristicsofInventory: 74

Unit7:QualityInspectionandAssurance 83

7.1Introduction 83

Unit8:Warehousing/Distribution 92

8.1Introduction 92

References 102

ModuleOverview

Pre-requisite:None

Introduction

Welcometotheintroductiontopurchasingcourse.Purchasingisavitalandvalue

addingactivityinanycompanytherebyleadingtotheneedtounderstanditsimportance

andvalue.Thishighlightsthekeyareasthatgiveacompanyrealpurchasingbenefits.

Moreover,emphasisofvaluehasbeengiventothepurchasingcycleanditsbenefitsin

thenegotiationprocess.Further,supplierevaluationandwarehousinghasalsobeen

discussed.Hopeyouwillenjoythecourseandcontributepositivelytotheeconomic

developmentofthecountry.

Rationale

Understandingpurchasingwillhelpthelearnerstodevelopaskilloflogicalreasoning,

becauseitappliestomostaspectsofeverydaylifeandthecompany’swellbeing.

Aim

Theaim ofthiscourseistoexposelearnerstotheconceptsandpracticesinthe

procurementofgoods,worksandservices.

LearningOutcomes

Attheendofthiscourse,learnersshouldbeableto;

• Understandtheconceptofpurchasing.

• Identifypurchasingactivitiesandknowtheimportanceofpurchasing.
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• Learntheprinciples,processesandprocedurestoachieveeffectivepurchasing

withinyourcompany

• Identifythepotentialdownsideofineffectivepurchasingandhowtoavoidit

• Appreciatethepositiveimpactofpurchasingonthecompany’sfinancialhealth

Summary

Themodulelooksatpurchasinganditsbenefitsinanorganisation.

StudySkills

Asanadultlearner,yourapproachtolearningwillbedifferenttothatofyourschool

days:youwillchoosewhenyouwantto study,youwillhaveprofessionaland/or

personalmotivationfordoingsoandyouwillmostlikelybefittingyourstudyactivities

aroundotherprofessionalordomesticresponsibilities.Essentiallyyouwillbetaking

controlofyourlearningenvironment.Asaconsequence,youwillneedtoconsider

performanceissuesrelatedtotimemanagement,goalsetting,stressmanagement,etc.

Perhapsyouwillalsoneedtoacquaintyourselfwithareassuchasessayplanning,

searchingforinformation,writing,copingwithexaminationsandusingtheinternetasa

learningresource.

Yourmostsignificantconsiderationswillbetimeandspacei.e.thetimeyoudedicate

to yourlearning and theenvironmentin which you engagein thatlearning.Itis

recommendedthatyoutaketimenow beforestartingyourself-studytofamiliarise

yourselfwiththeseissues.Thereareanumberofexcellentresourcesontheweb.Afew

suggestedlinksare:

http://www.how-to-study.com/

The“Howtostudy”websiteisdedicatedtostudyskillsresources.Youwillfindlinksto

studypreparation(alistofnineessentialsforagoodstudyplace),takingnotes,

strategiesforreadingtextbooks,usingreferencesources,testanxiety.

http://www.ucc.vt.edu/stdysk/stdyhlp.html
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ThisisthewebsiteoftheVirginiaTech,DivisionofStudentAffairs.Youwillfindlinksto

timescheduling(includinga“wheredoestimego?”link),astudyskillchecklist,basic

concentrationtechniques,controlofthestudyenvironment,notetaking,how toread

essaysforanalysis,memoryskills(“remembering”).

Timeframe

Youareexpectedtospendatleast18hoursofstudytimeonthismodule.Inaddition,

thereshallbearrangedcontactsessionswithlecturersfrom theUniversityduring

residentialpossiblyinApril,AugustandDecember.Youarerequestedtospendyour

timejudiciouslysothatyoureapmaximum benefitfrom thecourse.

NeedHelp

Incaseyouhavedifficultiesduringthedurationofthecourse,pleasegetintouchwith

yourlecturerforroutineenquiriesduringworkingdays(Monday-Friday)from 08:00to

17:00 hours on Cell:+260963804004;E-mail:adsikalumbi@gmail.com;website:

www.chau.ac.zm.Youcanalsoseeyourlecturerattheofficeduringworkinghoursas

statedabove.

YouarefreetoutilisetheservicesoftheUniversityLibrarywhichopensfrom 07:00

hoursto20:00hourseveryworkingday.

Itwillbeimportantforyoutocarryyourstudentidentitycardforyoutoaccessthe

libraryandletaloneborrowbooks.

RequiredResources

Inthismoduleyouwillneedthefollowingtools;

NoteBook

Assessment

Inthismoduleyouwillbeassessedonthebasisofyourperformanceasfollows:

ContinuousAssessment 50%
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Assignment 10%

Project 15%

2Testsofequalweight 25%

FinalExamination 50%

Total 100%

References
Prescribedreadings

Saunders,M.(1995)Purchasing&SupplyManagementI:Strategy.London.CIPS

Recommendedreadings

Bailey,F.T.andJones.(1998).PurchasingandPrinciplesandManagement.London:
CIPS.

Lysons,C.K.(2006)PurchasingandSupplyChainManagementLondon.
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Unit1:IntroductiontoPurchasing

Introduction

Welcometothefirstunitofthismodule.Purchasingdescribestheprocessofbuying.It

isthelearningoftherequirement,identifyingandselectingasupplier,negotiationprice.

Purchasingisanelementofthewiderfunctionofprocurementanditincludesmany

activitiessuchasordering,expediting,receiptandpayment.Purchasingisresponsible

forobtainingthematerials,parts,suppliesandservicesneededtoproduceofaproduct

orprovideaservice.

LearningOutcome:

Bytheendofthisunityoushouldbeableto;

• definepurchasing.

• explainthebackgroundofpurchasing.

• discusstheimportanceandbenefitsofpurchasingmanagement.

1.3TimeFrame:

Youwillcoverthefollowingtime;

• 2hour30minutes’studytime

• 1hoursinclass

1.4WhatIsPurchasing
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Purchasingisaboutacquiringtherightqualityofmaterial,attherighttime,intheright

quantity,from therightsource,attherightprice.Thisdefinitionisviewedbysomeas

ratherbeingsuperficialandsimplistic.Tobuymaterialsoftherightquality,intheright

quantityfrom therightsourcedeliveredtotherightplaceattherighttime,attheright

price.(lysonsandFarmington,2006).Itissaidtobesuperficialinthatwhatisrightis

dependentonaparticularorganizationorsituationandthatsomeoftherightsare

inconsiderableandaparticular“right”canonlybeobtainedbytradingoffanother.i.e.It

maybepossibletoobtaintherightofqualitybutnotattherightpriceorrighttime.They

arguefurtherthattheabovedefinitionimpliesthatpurchasingis:

 Reactiveratherthanproductive

 Transactionalratherthanrelational-purchasingviewedasprimarilyconcernedwith

themechanicsoforderplacingonone-offbasisratherthanestablishingwhose

appropriatelongterm collaborativesupplierrelationships.

 Tacticalratherthanstrategic-purchasingisconcernedwithactivatingshortterm

buyingratherthancontributingtothelongterm corporategoodsoftheorganization.

AccordingtoPeterBailyetal(2009)inorderforpurchasingtoworkasaneffective

functioninthemanagementteam hesuggestedthefollowingbroadstatementof

objectives.

• Tosupplytheorganizationwithaflowofmaterialsandservicestomeetitsneeds.

• Toensurecontinuityofsuppliesbymaintainingeffectiverelationshipwithexisting

sourcesandbydevelopingothersourcesofsupplyeitherasalternativesortomeet

emergingorplannedneeds.

• Tobuyefficientlyandwisely,obtainingbyanethicalmeansthebestvalueforevery

kwachaspent.

• To maintain sound cooperative relationship with otherdepartments,providing

informationandadviceasnecessarytoensureeffectiveco-corporationofthe

organizationasawhole.
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• To develop straight,policies,procedures to ensure the achievementofthese

objectives.

Themorespecificobjectiveswouldinclude:

• Toselectthebestsuppliersinthemarket

• Tohelpgeneratetheeffectivedevelopmentofnewproduct.

• Toprotectthecompaniescoststructure

• Tomaintainthecurrentquality/valuebalance

• Tomonitorsupplymarkettrends

• Tonegotiateeffectivelyinordertoworkwithsupplierswhowillseekmutualbenefits

througheconomicallysuperiorperformance.

• Toadoptenvironmentallyresponsiblesupplymanagement.

Table1-1HistoryofPurchasing

Period Status

Late1890s Purchasing rarelyused as a differentdepartmentexceptin the

railroad.

Early1900s Purchasingconsideredclericalwork.

World War I

andII

Purchasingfunctionincreasedinimportanceduetotheimportance

ofobtainingrawmaterials,services,andsuppliestokeepthemines

andfactoriesrunning.

1950s and

1960s

Continuedtogainstature,processesmorerefined,andmoretrained

professionals.Stillconsidered orderplacing clericalin a staff-

supportposition.
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Period Status

Late

1960s–early

1970s

Integratedmaterialssystemsintroduced,materialsbecamepartof

strategicplanning,andimportanceofdepartmentincreased.

1970s Oilembargoandshortagesofbasicrawmaterialsturnedthefocus

ofthebusinessworldtopurchasing.

1980s Adventofjust-in-timewithanemphasisoninventorycontroland

supplierquality;quantity,timing,anddependabilitymadepurchasing

acornerstoneofcompetitiveadvantage.

Early1990s Valuepropositionofpurchasingcontinuedtoincrease;cost-savings

becamethebuzzword.

Late1990s Purchasingevolvedintostrategicsourcing,contractsweremorelong

term,and supplierrelationship building and supplierrelationship

managementstarted.

2000s Purchasingshifteditsmyopicfocusoncosttomuchbroaderterms.

Someofthewidelyuseddevelopments:spendanalysis,low-cost

countrysourcing,procurementtechnologyevolved(ERP,e-sourcing),

procurementoutsourcing evolved (P2P),totalcostofownership,

dataminingandbenchmarking,andleanpurchasing.

Source:(Martinez,2016)

1.5ImportanceofPurchasing

ForCostEffective

The Purchasing function is responsible forlearning ofthe internalrequirements,
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locatingandselectingsuppliers,obtainingthematerials,parts,suppliesandservices

neededtoproduceaproductorprovideaservice.Followingthelearning,negotiatingthe

pricesisalsopartofcosteffective.

Nonetheless,the importance ofpurchasing is more than justthe costofgoods

purchased;otherimportantfactorsincludethequalityofgoodsandservicesandthe

timingofdeliveriesofgoodsorservices,bothofwhichcanhaveasignificantimpacton

operations.

ForStrategicPurposes

Purchasingisastrategicissue.Organisationshavetoprocurecapitalitemslikeplant

andmachinery.Thisrequiresheavyinvestment.So,purchasingisanimportantfunction.

Butinsomeorganisations,especiallysmallorganisations,purchasingisconsideredas

aclericalactivity.Theyassignthisjobtothepersonssimplywhoareloyaltothe

organisation.Butitisawrongway.Inpurchasing,theexecutivesmustbydynamic,

innovative,creativeandmusthaveanalyticaldecisionmaking.

Theemergenceofthesupplychainmanagementconcepthasenlightenedmanagers

aboutthestrategicroleplayedbypurchasing.Purchasinghelpstodetermineafirm's

coststructurethroughnegotiationswithsuppliers.Iftheexecutivesareefficientin

bargainingthentheycansavefortheorganisationsandthiswillhelptheorganisations

tocutcostsandhelpfulingettingcompetitiveadvantageinthemarket.Purchasing

initiativescanleadtoreducinginventoryandimprovingthequalityofincomingparts

andcomponentsthroughvendorselectionandsupplierdevelopment.Purchasingalso

supportsnew productdevelopmentbyencouragingsupplierinvolvementinproduct

development.

1.6PurchasingObjectives

Theobjectivesofaworld-classpurchasingorganizationmovefarbeyondthetraditional

beliefthatpurchasingprimaryroleistoobtaingoodsandservicesinresponseto

internalneeds.Tounderstandhow thisroleischanging,wemustunderstandwhat
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purchasingisallabout,startingwiththeprimaryobjectivesofaworld-classpurchasing

organization.

Objective1:SupplyContinuity

Purchasingmustperform anumberofactivitiestosatisfytheoperationalrequirements

ofinternalcustomers,whichisthetraditionalroleofthepurchasingfunction.More

oftenthannot,purchasingsupportstheneedsofoperationsthroughthepurchaseof

rawmaterials,components,subassemblies,repairandmaintenanceitems,andservices.

Purchasingmayalsosupporttherequirementsofphysicaldistribution.Purchasing

mustberesponsivetothematerialsandsupportneedsofitsinternalusers(sometimes

alsocalledinternalcustomers).Failingtorespondtotheneedsofinternalcustomers

willdiminishtheconfidencetheseusershaveinpurchasing,andtheymaytryto

negotiatecontractsthemselves(apracticeknownasbackdoorbuying).

Objective2:ManagethePurchasingProcessEfficientlyandEffectively

Purchasing must manage its internaloperations efficiently and effectively,by

performingthefollowing:

•Determiningstaffinglevels

•Developingandadheringtoadministrativebudgets

•Providingprofessionaltrainingandgrowthopportunitiesforemployees

Objective3:DevelopSupplyBaseManagement

Oneofthemostimportantobjectivesofthepurchasingfunctionistheselection,

development,andmaintenanceofsupply,aprocessthatissometimesdescribedas

supplybasemanagement.Purchasing mustkeep abreastofcurrentconditionsin

supplymarketstoensurethatpurchasing;

 Selectssuppliersthatarecompetitive

 Identifiesnew suppliersthathavethepotentialforexcellentperformanceand

developscloserrelationshipswiththesesuppliers,

 Improvesexistingsuppliers,
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 Developsnewsuppliersthatarenotcompetitive

Insodoing,purchasingcanselectandmanageasupplybasecapableofproviding

performanceadvantagesinproductcost,quality,technology,delivery,andnew-product

development.Supply base managementrequires thatpurchasing pursue better

relationshipswithexternalsuppliersanddevelopreliable,high-qualitysupplysources.

Thisobjectivealsorequiresthatpurchasingworkdirectlywithsupplierstoimprove

existingcapabilitiesanddevelopnewcapabilities.

Objectives4:DevelopAlignedGoalswithInternalFunctionalStakeholders

Purchasing mustcommunicate closely with otherfunctionalgroups,which are

purchasinginternalcustomers.Thesearesometimescalledstakeholders,inthatthey

haveasignificantstakeintheeffectivenessofpurchasingperformance.Ifasupplier’s

componentsaredefectiveandcausingproblemsformanufacturing,thenpurchasing

mustworkcloselywiththesuppliertoimproveitsquality.Similarly,marketingmay

spendagreatdealonadvertisingandpromotion,sopurchasingmustensurethatthe

pricingiscompetitiveandthatservice-levelagreementsarebeingmet.Inorderto

achievethisobjective,purchasingmustdeveloppositiverelationshipsandinteract

closelywithotherfunctionalgroups,includingmarketing,manufacturing,engineering,

technology,andfinance.

Objective5:SupportOrganizationalGoalsandObjectives

Perhapsthesinglemostimportantpurchasingobjectiveistosupportorganizational

goals and objectives.Although this sounds easy,itis notalways the case that

purchasinggoalsmatchorganizationalgoals.Thisobjectiveimpliesthatpurchasing

candirectlyaffect(positivelyornegatively)totalperformanceandthatpurchasingmust

concern themselves with organizationaldirectives.Forexample,let’s assume an

organizationhasanobjectiveofreducingtheamountofinventoryacrossitssupply

chain.Purchasingcanworkwithsupplierstodeliversmallerquantitiesmorefrequently,

leadingtoinventoryreductions.Suchpolicieswillshowupasimprovedperformanceon

thefirm’sbalancesheetand incomestatements.Inso doing,purchasing canbe

recognizedasastrategicassetthatprovidesapowerfulcompetitiveadvantageinthe

marketplace.
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Objective6:Develop Integrated Purchasing StrategiesThatSupportOrganizational

Strategies

Fartoooftenthepurchasingfunctionfailstodevelopstrategiesandplansthatalign

withorsupportorganizationalstrategiesortheplansofotherbusinessfunctions.There

areanumberofreasonswhypurchasingmayfailtointegratetheirplanswithcompany

plans.First,purchasing personnelhavenothistoricallyparticipated in seniorlevel

corporateplanningmeetings,becausetheywereoftenviewedasprovidingatactical

supportfunction.Second,executivemanagementhasoftenbeenslowtorecognizethe

benefitsthataworld-classpurchasingfunctioncanprovide.Asthesetwoconditions

are rapidlychanging,purchasing is being integrated within the strategic planning

processinmultipleindustries.A purchasingdepartmentactivelyinvolvedwithinthe

corporateplanningprocesscanprovidesupplymarketintelligencethatcontributesto

strategicplanning.Effectivesupplymarketintelligenceinvolvesthefollowing:

• Monitoringsupplymarketsandtrends(e.g.,materialpriceincreases,shortages,

changesinsuppliers)andinterpretingtheimpactofthesetrendsoncompany

strategies

• Identifying the criticalmaterials and services required to supportcompany

strategiesinkeyperformanceareas,particularlyduringnew-productdevelopment

• Developingsupplyoptionsandcontingencyplansthatsupportcompanyplans

• Supportingtheorganization’sneedforadiverseandgloballycompetitivesupply

base

PurchasingActivities

Therearetwomajorformsofpurchasingactivitiesthattakeplaceinanorganization:

 Tacticalpurchasing

 Strategicsourcing

TacticalPurchasing

Theorganisationsrequiresomematerialsforthesmoothflowofproduction.Thedayto
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daymanagementofmaterials flow is called tacticalpurchasing.These activities

generallyensurethatproductsandservicesaredeliveredtotherightinternalpeopleat

therighttimebutareoftennotcarriedoutusingalongterm horizon.(Monczka,2002).

StrategicSourcing

Thepurchasingwhichaffectsthelong-term profitabilityiscalledstrategicpurchasing.

Strategicsourcingisapartofpurchasingactivitiesbutinabordersense.Inthe

strategicsourcingprocesstheremayincludesmembersfrom otherthanpurchasing

departmentlike from engineering,quality,design,manufacturing,marketing and

accounting department for managing,developing and integrating with supplier

capabilities to achieve competitive advantages like cost reduction,technology

development,qualityimprovementandcycletimereduction.

1.6PurchasingResponsibilities

Functionalgroupscarryoutcertaindutiesonbehalfoftheorganization.Werefertothis

asafunction’sresponsibilityorspanofcontrol.Purchasingmusthavethelegitimate

authoritytomakedecisionsthatfallwithintheirspanofcontrol.Spanofcontrolis

established through seniormanagementpolicies and support.Although internal

customersinfluencemanyimportantdecisions,finalauthorityforcertainmattersmust

ultimatelybeassignedtothepurchasingdepartment.

Note:Itisimportanttonotethatthehierarchyofpurchasinginanorganisationis

dependentonthatparticularorganisation.

1.7BenefitsofPurchasingManagement.

• Costreductionorimprovement(requiredutmosttobecompetitiveinmarket)

• Improvedmaterialdelivery(requiredforsmoothflowofproduction)

• Shortercycletime,including productdevelopmentcycletimes(helpfulinfast

production)

• Qualityimprovement(required to satisfyorwin the hearts ofthe customers

ultimately)
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Activity1.1

ExplaintheStructureofpurchasinginthefollowingorganisation

• Centralizedorganizationalstructure

• Decentralizedorganizationalstructure

1.8Summary

Congratulationforhavingreachedtheendoftheunit,Iknow ithasbeenamarathon,

butworthitright!!Icanconfidentlysaythatbynow,youshouldbeabletodefine

purchasing,itsbackground,importanceandbenefits.

UnitTwo-ThePurchasingCycle

2.1Introduction
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Nowthatthelighthasbeenshedonthedefinitionofpurchasing,wethenmoveontoa

veryinterestingtopicwhichisthepurchasingcycle,Thistopicisamustknow topic,

becausethepracticeofpurchasingiscenteredonthepurchasingcycle.

2.2LearningOutcome:

Bytheendofthisunityoushouldbeableto;

• describethepurchasingcycle.

• explainthetypesofpurchases.

2.3TimeFrame:

Youwillcoverthefollowingtime;

• 2hour30minutes’studytime

• 1hoursinclass

2.4StagesofthePurchasingProcess

Thisunitpresentsthepurchasingprocessasacycleconsistingofsixmajorstages:

1.Forecastandplanrequirement

2.Needclarification(requisition)

3.Supplieridentification/selection

4.Contract/purchaseordergeneration

5.Receiptofmaterialorserviceanddocuments
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6.Settlement,payment,andmeasurementofperformance

Thesestagesmayvaryindifferentorganizations,dependingonwhetherpurchasingis

buyinganew orarepetitivelypurchaseditem,andalsowhetherthereisadetailed

approvalprocessforpurchasesthatexceedaspecificKwachaamount.New items

requirethatpurchasingspendmuchmoretimeupfrontevaluatingpotentialsources.

Repeatitemsusuallyhaveapprovedsourcesalreadyavailable.Historically,preparing

andmanagingtheproperpurchasingdocumentshasbeenatime-consumingprocess.

Mostfirmshavestreamlinedthedocumentflowprocesstoreducethepaperworkand

handlingrequiredforeachpurchase.Thesuiteoftoolsusedtoachieveefficiencyin

purchasingtransactionsisbroadlydefinedase-procurement.Companiesareusinge-

procurementtoolstomanagetheflowofdocumentsby(1)automatingthedocument

generationprocessand(2)electronicallytransmittingpurchasedocumentstosuppliers.

The benefits of electronically generating and transmitting purchasing-related

documentsincludethefollowing:

1.Avirtualeliminationofpaperworkandpaperworkhandling.

2.Areductioninthetimebetweenneedrecognitionandthereleaseandreceiptofan

order.

3.Improvedcommunicationbothwithinthecompanyandwithsuppliers.

4.Areductioninerrors.

5.Areductioninoverheadcostsinthepurchasingarea.

6.Areductioninthetimespentbypurchasingpersonnelonprocessingpurchaseorders

andinvoices,andmoretimespentonstrategicvalue-addedpurchasingactivities.

2.4.1ForecastandPlanRequirement

Thepurchasingcyclebeginswiththeidentificationofaneed(arequirement).Inmost

cases,procurementpersonnelhaveanannualbudgetplanningprocess,wherebythey

willreviewthespendingpatternfortheorganizationandprepareaforecastofwhatwill

bepurchased.Insomecases,theremaybeawholesetofnewrequirementsthathave

notbeenplannedfor(suchasfornewproductintroductions).Insuchcases,purchasing
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personnelmeetwithinternalcustomerstodiscusstheirneedsforthecomingyear.In

manyfirmstoday,purchasing istheprimaryvehicleforobtaining externalinputs

(productsorservices)from suppliers,sothatmeansthatpurchasingpersonnelhaveto

workwithalargenumberofinternalcustomers,whichwilloftenincludemarketing,

operations,finance,informationtechnology,andotherinternalcustomers.Througha

structureddialogue,purchasingwillunderstandandplanforwhatthesecustomerswill

bebuyingandtranslatethisintoaforecastthatissharedwithsuppliers,theprocess

thattakesplacetoidentifywhichsuppliersaretoreceivethebusinessassociatedwith

fulfillingthisneed.

Aprojectedneedmaytaketheform ofacomponent(e.g.,asetoffasteners),raw

material(e.g.,resins),sub-assembly(e.g.,amotor),orevenacompletelyfinisheditem

(e.g.,acomputer).Inothercases,theneedmaybeaservice,suchastheneedto

contractwithanadagencyforanewmarketingcampaign,orafoodservicetoprovide

lunchesatthecompanycafeteria.Becausepurchasingisresponsibleforacquiring

productsandservicesfortheentireorganization,theinformationflowsbetweenthe

purchasingfunctionandotherareasoftheorganizationcanbeextensive.Ofcourse,

notallneedscanbeforecastedaheadoftime.

Therearesituationsthatarisewhenaninternalcustomerhasaneedthatcomesup

suddenly,whichisnotplannedforandforwhichthereisnopre-existingsupplier

identifiedtoprovidetheproductorservicerequired.Suchneedsareoftenhandled

throughaspotbuyapproach.Forexample,marketingmayneedtopurchaseasetof

pensandcupsforaspecialpromotionandmayalertpurchasingonsuddennoticeof

thisneed.Ifitwasnotbeenplannedfor,thenpurchasingmustworkwithmarketingto

quicklyidentifyasuppliertoprovidetheseproductsonshortnoticeatthelowest

possiblecostwithanacceptablelevelofqualityanddeliverytime.Whencreatinga

forecastforaneededproductorservice,internalcustomersmaynotalwaysbeableto

expressexactlywhatitistheywillneedatasinglepointintime.

Forexample,achemicalplantmaintenancegroupmaynotsaythattheywillneed

replacementpartsfortheirequipment,buttheymightnotbeabletoprovidedetailson

theexactnatureofthespecificpartstheywillneed,northeexacttimetheywillneed
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them.Insuchcases,purchasingmaynegotiateagreementswithdistributorsofparts

thatcanprovideawholedifferentsetofproductsthatcanmeetthatneed.Inother

cases,aninternalcustomermaysaythattheyneedtoworkwithaspecificservice

providerfortemporalservices,consultingservices,orsoftwareprogramming,butthey

cannotexpressexactlywhattypeofservicetheywillneedinadvance.Purchasingwill

thengooffandattempttosecureacontractwithalreadyestablishedcostsfordifferent

classesofworkerswhocanprovidetheseservicesonshortnotice.

2.4.2NeedsClarification:Requisitioning

Atsomepoint,however,internalcustomersidentifytheirneedforaproductorservice

andcommunicatetopurchasingexactlywhatitistheyneedandwhenitisrequired.

Internaluserscommunicatetheirneedstopurchasinginavarietyofwaysincluding

purchase requisitions from internalusers,forecasts and customerorders,routine

reorderingsystems,stockchecks,andmaterialrequirementsidentifiedduringnew

productdevelopment

2.4.3PurchaseRequisitions/StatementofWork

Themostcommonmethodofinformingpurchasingofmaterialneedsisthrougha

purchaserequisition.Usersmayalsotransmittheirneedsbyphone,bywordofmouth,

orthroughacomputer-generatedmethod.Althoughthereareavarietyofpurchase

requisitionformats,everyrequisitionshouldcontainthefollowing:

•Descriptionofrequiredmaterialorservice

•Quantityanddaterequired

•Estimatedunitcost

•Operatingaccounttobecharged

•Dateofrequisition(thisstartsthetrackingcycle)

•Daterequired

•Authorizedsignature

Althoughvarietiesofformatsexist,ataminimum apurchaserequisitionshouldinclude
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adetaileddescriptionofthematerialorservice,thequantity,daterequiredestimated

cost,andauthorization.Thisform ofcommunicationforaspecificneediscalleda

requisition.A requisitionisanelectronicorpaperform thatprovidessomecritical

informationabouttheneed.A typicalrequisitionwillprovideadescriptionofthe

product(e.g.,avalve),thematerialandcolor(brass,redvalve),thequantityrequired(20

red brass valves),the intended purpose (20 red brass valves to be used in a

maintenanceprojectforequipmentXYZ),andtherequireddatefordelivery(three

weeks).

Sometimesaserviceisrequired.Forinstance,marketingmaywanttopurchasean

advertisingcampaign,R&Dmayneedaclinicaltrial,orhumanresourcesmayneedto

printabrochure.Inthiscase,theuserwillcompleteastatementofwork(SOW)that

specifiestheworkthatistobecompleted,whenitisneeded,andwhattypeofservice

providerisrequired.AstandardpurchaserequisitionorSOW isusedmostoftenfor

routine,noncomplexitems.Forroutine,off-the-shelfitems,therequisitionmaycontain

allthe information thatpurchasing requires.However,fortechnicallycomplexor

nonstandarditems,purchasingmayrequireadditionalinformationorspecifications

withtherequisition.

Examplesofsuchspecificationsincludethegradeofmaterial,methodofmanufacture,

anddetailedmeasurementsandtolerances.Purchasingmaysendanacknowledgment

ofthereceiptofthepurchaserequisitiontotherequestor.Thisacknowledgmentoften

takestheform ofaconfirming orderrequisition.Theacknowledgmentmaybea

separateform notifyingtheuserthatpurchasinghasreceivedandisprocessingthe

requisition,oritmaybeacopyoftheoriginalrequisition.Theconfirmationverifiesthe

accuracyoftheuser’smaterialrequest.

2.4.4ForecastsandCustomerOrders

Customerorders can triggera need formaterialrequirements,particularlywhen

changestoexistingproductsrequirenewcomponents.Customerorderscanalsosignal

theneedtoobtainexistingmaterials.Ascompaniesincreasinglycustomizeproductsto

meettheneedsofindividualcustomers,purchasingmustbereadytosupportnew

materialrequirements.Marketforecastscanalsosignaltheneedformaterial.An
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increasingproductforecast,forexample,maysignaltheneedforadditionalornew

material.Ifasupplierisalreadyselectedtoprovidethatmaterial,thenanautomated

orderingsystem suchasamaterialrequirementsplanning(MRP)system mayforward

thematerialrequesttosuppliersautomatically.

2.4.5ReorderPointSystem

Areorderpointsystem isawidelyusedwaytoidentifypurchaseneeds.Suchasystem

usesinformationregardingorderquantityanddemandforecastsuniquetoeachitem or

partnumbermaintainedininventory.Eachitem inareorderpointsystem,whichis

usuallycomputerized,has a predetermined orderpointand orderquantity.When

inventory is depleted to a given level,the system notifies the materials control

department(orthebuyer,insomeorganizations)toissuearequesttoasupplierfor

inventoryreplenishment.Thissignalmightbeablinkinglightonascreen,amessage

senttothematerialscontroldepartment’se-mailaddress,oracomputerreport.Most

reorderpointsystemsareautomatedusingpredeterminedorderingparameters(such

asaneconomicorderquantity,whichconsidersinventoryholdingandorderingcosts).

Electronicsystems(suchasmaterialrequirementsplanningsystems)caninstantly

calculatereorderpointparameters.Mostsystemscanalsocalculatethecosttradeoffs

betweeninventoryholdingcosts,orderingcosts,andforecastdemandrequirements.

Reorderpointsystemsareusedforproductionandnonproductionitems.Anautomated

reorderpointsystem efficientlyidentifiespurchaserequirements.Thistypeofsystem

canroutinelyprovidevisibilitytocurrentinventorylevelsandrequirementsofthousands

ofpartnumbers.The reorderpointsystem is the mostcommon method for

transmitting routinematerialorderrequeststoday,particularlyforcompaniesthat

maintainspare-partdistributioncenters.

2.4.6StockChecks

Stockchecks(orcyclecounts)involvethephysicalcheckingofinventorytoverifythat

system records(alsocalledtherecordonhand,orROH)matchactualon-handinventory

levelsalsocalledthephysicalon-hand(POH)levels.Ifthephysicalinventoryforanitem

isbelowthesystem amount,anadjustmenttothatpart’srecordcantriggerareorder
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requestforadditionalinventory.Whymightphysicalinventorybelessthanwhatthe

computerizedsystem indicatesshouldbeonhand?Placingmaterialinanincorrect

location,damagethatisnotproperlyrecorded,theft,andshortshipmentsfrom the

supplierthatreceivingdidnotnoticeallcancontributetothePOHbeinglessthanthe

ROH.

Forexample,atonemajorhardwareretailer,missinginventoryontheshelfmaybe

locatedinanotherareaofthestore,ormaysimplybemissingbecauseofaproblem

with theincorrectitem being entered into thesystem.Smallerfirmsthatrelyon

standard,easy-to-obtainitemsoftenusestockcheckstodeterminematerialordering

requirements.Inthisenvironment,thestockcheckconsistsofphysicallyvisitingapart

locationtodetermineifthereareenoughinventoriestosatisfyuserrequirements.No

purchase reorderis necessaryifthere are enough inventories to coverexpected

requirements.

2.4.7SupplierIdentificationandSelection

Oncetheneedandthedescriptionoftheneedareidentified,oneoftwothingscan

happen:

 Theneedisfulfilledbyasupplierthathasanexistingcontractualrelationshipwith

thebuyingcompany.

 Theneedisfulfilledbyanew supplierthatisnotcurrentlyqualifiedtoprovide

productsandservicestothefirm.

Throughtheneedforecastingprocess,purchasingpersonnelhavealreadyidentified

whichsupplierswillbeusedtosourcetheneed,andtheyhavealreadytakenstepsto

evaluateandprequalifythesupplier.Qualificationisimportant,asthepurchasingfirm

mustascertainthatthesuppliermeetsseveralcriteriaand evaluatewhetheritis

qualifiedtodobusinessandmeettheneedsoftheirinternalcustomersinasatisfactory

manner.Inthesecondcase,whereasupplierisnotidentified,orwhentheinternal

customerrequeststhattheneedbefulfilledbyaspecificsupplieroftheirchoosing,
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purchasingfaceamoredifficultchallenge.

Becausethereisnoexistingcontractwiththesupplier,theymaybalkatapprovingthe

needfulfillmentfrom thissupplier.Wheninternalcustomerspurchasedirectlyfrom

nonqualifiedsuppliersandtrytobypasspurchasingintheprocess,thisisknownas

maverickspending.Thatis,customersareactingasamaverick,inthattheydonotwish

tousesuppliersalreadydeemedbypurchasingasqualifiedtofulfilltheneed.Although

somelevelofmaverickspendingisalwaysgoingtooccurinanorganization,thereare

significantrisksthatcanoccurwhenitreacheshighproportions.

Maverickspendingisacceptablewhenthereislittleriskassociatedwiththepurchase.

Forexample,ifsomeoneneedstopurchaseaboxofcopypaper,thereislittleriskwhen

aninternalcustomergoestothelocalstaplesstoreandpurchasesaboxusingthe

companyprocurementcard.Infact,purchasingwilloftenencouragethem todoso,as

thisdoesnotrepresentaproductiveuseoftheirtimeinmanagingthesetypesof

expenses.However,whenhighlevelsofmaverickspendingoccurrepeatedlythroughout

thecompany,itcanresultinmajorlostopportunitiestocontrolcostandalsoexpose

thefirm toundueriskandlossofcontroloverthepurchasingprocess.Let’sassumefor

themomentthataqualifiedsupplierisabletoprovidetheproductorservice,andthat

thesupplierhasbeenthroughtheevaluationprocess.For

someitems,firmsmaymaintainalistofpreferredsuppliersthatreceivethefirst

opportunityfornew business.Apreferredsupplierhasdemonstrateditsperformance

capabilitiesthroughpreviouspurchasecontractsandthereforereceivespreference

during

ReduceComplexityinBuyingChannelstoStreamlineProcurement

Manyoftheexpertsalso emphasized thattheneed to reducecomplexityin the

interface systems through pre-defined procurementbuying channels is criticalto

improvingtheentirecycle.Thereisnoneedforuserstohavemultiplechannelsfor

procurement.However,establishingthecredibilityforuserstoonlybeabletousethese

channels also requires significantmanagementsupportin the supplierselection

process.Bymaintainingapreferredsupplierlist,purchasingpersonnelcanquickly

identifysupplierswithprovenperformancecapabilities.



29

Incaseswhenthereisnotapreferredsupplieravailable,purchasingmustgetinvolved

in selecting a supplierto fulfillthatneed.Finalsupplierselection occurs once

purchasingcompletestheactivitiesrequiredduringthesupplierevaluationprocess.

Selecting suppliersisperhapsoneofthemostimportantactivitiesperformed by

companies.Errorsmadeduringthispartofthepurchasingcyclecanbedamagingand

long-lasting.Competitivebiddingandnegotiationaretwomethodscommonlyusedfor

finalsupplierselectionwhenthereisnotapreferredsupplier.

2.4.8BiddingorNegotiating

Identifyingpotentialsuppliersisdifferentfrom reachingacontractoragreementwith

suppliers.Competitivebiddingandnegotiationaretwomethodscommonlyusedwhen

selectingasupplier.Competitivebiddinginprivatecompaniesinvolvesarequestfor

bidsfrom supplierswithwhom thebuyeriswillingtodobusiness.Thisprocessis

typicallyinitiatedwhenthepurchasingdepartmentsendsarequestforquotation(RFQ)

form tothesupplier.Theobjectiveistoawardbusinesstothemostqualifiedbidder.

Purchasersoftenevaluatethebidsbasedonprice.Ifthelowestbidderdoesnotreceive

thepurchasecontract,thebuyerhasanobligationtoinform thatsupplierwhyitdidnot

receivethecontract.Competitivebiddingiseffectiveundercertainconditions:

• Volumeishighenoughtojustifythismethodofbusiness.

• Thespecificationsorrequirementsarecleartotheseller.Thesellermustknowor

havetheabilitytoestimateaccuratelythecostofproducingtheitem.

• The marketplace iscompetitive,which meansithasan adequate numberof

qualifiedsellersthatwantthebusiness.

• Buyersaskforbidsonlyfrom technicallyqualifiedsuppliersthatwantthecontract,

whichinturnmeanstheywillpricecompetitively.

• Adequatetimeisavailableforsupplierstoevaluatetherequestsforquotation.

• Thebuyerdoesnothaveapreferredsupplierforthatitem.Ifapreferredsupplier

exists,thebuyermaysimplychoosetonegotiatethefinaldetailsofthepurchase

contractwiththatsupplier.
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Buyersusecompetitivebiddingwhenpriceisadominantcriterionandtherequireditem

(orservice)hasstraightforwardmaterialspecifications.Inaddition,competitivebidding

isoftenusedforlargeprojects(e.g.,constructionprojectsandinformationsystem

development).Ifmajornon-pricevariablesexist,thenthebuyerandsellerusuallyenter

intodirectnegotiation.Competitivebiddingcanalsobeusedtonarrow thelistof

suppliersbeforeenteringcontractnegotiation.Negotiationislogicalwhencompetitive

biddingisnotanappropriatemethodforsupplierselection.Face-to-facenegotiationis

thebestapproachinthefollowingcases:

• Whenanyofthepreviouslymentionedcriteriaforcompetitivebiddingaremissing.

Forexample,theitem maybeanew ortechnicallycomplexitem withonlyvague

specifications.

• Whenthepurchaserequiresagreementaboutawiderangeofperformancefactors,

suchasprice,quality,delivery,risksharing,andproductsupport.

• Whenthebuyerrequiresearlysupplierinvolvement.

• Whenthesuppliercannotdeterminerisksandcosts.

• Whenthesupplierrequiresalongperiodoftimetodevelopandproducetheitems

purchased.

Thisoftenmakesestimatingpurchasecostsonthepartofthesupplierdifficult.As

firmscontinuetodevelopcloserrelationshipswithselectedsuppliers,thenegotiation

processbecomesoneofreachingagreementonitemsinacooperativemode.One

thing iscertain:Theprocessthatbuyersuseto selectsupplierscan varywidely

dependingontherequireditem andtherelationshipthatabuyerhaswithitssuppliers.

Forsomeitems,abuyermayknow whichsuppliertousebeforethedevelopmentof

finalmaterialspecifications.Forstandarditems,thecompetitivebidprocesswillremain

an efficientmethod to purchase relatively straightforward requirements.The bid

processcanalsoreducethelistofpotentialsuppliersbeforeabuyerbeginstime-

consumingandcostlynegotiation.Afterbidshavebeenreceivedorthenegotiationhas

takenplace,thesourcingteam willselectasupplierandthenmoveontoauthorizethe

purchasethroughthepurchaseapprovalprocess.
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2.4.9RequestforQuotation

Iftherequisitionrequestsanitem forahigherKwachaamountwithnoexistingsupplier,

then purchasing mayobtain quotes orbids from potentialsuppliers.Purchasing

forwardsarequestforquotationtosuppliersinvitingthem tosubmitabidfora

purchasecontract.Theform providesspacefortheinformationthatsuppliersrequireto

developanaccuratequotation,includingthedescriptionoftheitem,quantityrequired,

dateneeded,deliverylocation,andwhetherthebuyerwillconsidersubstituteoffers.

Purchasingcanalsoindicatethedatebywhichitmustreceivethesupplier’squotation.

Thesuppliercompletestheform byprovidingname,contactperson,unitcost,net

amount,andanyappropriatepaymentterms.Thesupplierthenforwardstherequestfor

quotationtothebuyerforcomparisonagainstotherquotations.Thenormalpracticeis

forabuyertorequestatleastthreequotations.Purchasingevaluatesthequotations

andselectsthesuppliermostqualifiedtoprovidetheitem.

SpecificationsorBlueprints

Iftherequesteditem iscomplexorrequiresanuntestedornew productionprocess,

purchasingcanincludeadditionalinformationorattachmentstoassistthesupplier.

Thismightincludedetailedblueprints,samples,ortechnicaldrawings.Inaddition,

buyerscanuserequestsforquotationasapreliminaryapproachtodetermineifa

potentialsupplierevenhasthecapabilitytoproduceanewortechnicallycomplexitem.

A buyermustidentify suppliers with the required production capability before

requestingdetailedcompetitivebids.Furtherquotationandevaluationcanthenoccurto

identifythebestsupplier.Ifthepurchasecontractrequiresnegotiationbetweenthe

buyerandseller(ratherthancompetitivebidding),purchasingsendsarequestfor

proposal(RFP)toasupplier.Inmanyfirms,RFQsandRFPsaresynonymous.However,

inthelattercase,theitem’scomplexityrequiresthatanumberofissuesbesidesprice

needtobeincludedinthesupplier’sresponse.

2.4.10EvaluateSuppliers
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Whenthesizeofthepurchasedictatesthatadetailedevaluationisrequiredforanew

purchase,supplierevaluationmayberequired.Thepotentialevaluationofsuppliers

beginsafterdetermining thatpurchaseneed exists(orislikelyto exist)and the

developmentofmaterialspecifications occurs.Forroutine orstandard product

requirementswithestablishedorselectedsuppliers,furthersupplierevaluationand

selectionisnotnecessary,andtheapprovalprocessmaybegenerated.However,

potentialsourcesfornewitems,especiallythoseofacomplexnature,requirethorough

investigationtobesurethatpurchasingevaluateonlyqualifiedsuppliers.Thesource

evaluationprocessrequiresthedevelopmentofalistofpotentialsuppliers.Thislist

maybegeneratedfrom avarietyofsources,includingmarketrepresentatives,known

suppliers,informationdatabases,andtradejournals.

Forsomeitems,companiesmaymaintainalistofpreferredsuppliersthatreceivethe

firstopportunityfornew business.Apreferredsupplierhasdemonstratedcapability

throughpastperformance.Relyingonalistofpreferredsupplierscanreducethetime

andresourcesrequiredforevaluatingandselectingsuppliers.Buyersusedifferent

performancecriteriawhenevaluatingpotentialsuppliers.Thesecriteriaarelikelyto

includeasupplier’scapabilitiesandpastperformanceinproductdesign,commitment

toquality,managementcapabilityandcommitment,technicalability,costperformance,

deliveryperformance,andtheabilitytodevelopprocessandproducttechnology.These

factorsareweightedinthesupplierevaluationprocess.Finalevaluationoftenrequires

visitstosupplierplantsandfacilities.Becausetheresourcestoconductsuchvisitsare

limited,thepurchasermusttakegreatcareindecidingwhichsupplierstovisit.

Approval,Contract,andPurchaseOrderPreparationAfterthesupplierisselectedora

requisitionforastandarditem isreceived,purchasinggrantanapprovaltopurchasethe

productorservice.This is accomplished through severaldifferentapproaches,

dependingonthetypeofsystem inplace.

PurchaseOrder(PO)Thedraftingofapurchaseorder,sometimescalledapurchase

agreement,takesplaceaftersupplierselectioniscomplete.Purchasingmusttakegreat

carewhenwordingapurchaseagreementbecauseitisalegallybindingdocument.

Almostallpurchaseordersincludeonthereversesideoftheagreementthestandard
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legalconditionsthattheorder(i.e.,thecontract)issubjectto.Thepurchaseorder

detailscriticalinformationaboutthepurchase:quantity,materialspecification,quality

requirements,price,deliverydate,methodofdelivery,ship-toaddress,purchaseorder

number,andorderduedate.Thisinformation,plusthenameandaddressofthe

purchasingcompany,appearsonthefrontsideoftheorder.

Companieswithanolderpapersystem haveacumbersomeprocessapproximately

seven to nine copies typically accompany the purchase order.In computerized

environments,afilecontainingacopyofthePOissenttoeachdepartment’scomputer

mailbox.Thesupplierreceivestheoriginalcopyofthepurchaseorderalongwithafile

copy.Thesuppliersignstheoriginalandsendsitbacktothebuyer.Thisacknowledges

thatthesupplierhasreceivedthepurchaseorderandagreeswithitscontents.Inlegal

terms,thetransmittalofthepurchaseorderconstitutesacontractualoffer,whereasthe

acknowledgmentbythe supplierconstitutes a contractualacceptance.Offerand

acceptancearetwocriticalelementsofalegallybindingagreement.

Purchasingforwardsacopyofthepurchaseorder(eitherelectronicallyormanually)to

accounting (accounts payable),the requesting department,receiving,and traffic.

Purchasingusuallykeepsseveralcopiesforitsrecords.Therearegoodreasonsfor

allowingotherdepartmentstoviewpurchaseordersandincomingreceipts:

• Theaccountingdepartmentgainsvisibilitytofutureaccountspayableobligations.It

alsohas anorderagainstwhichtomatchareceiptforpaymentwhenthematerial

arrives.

• Thepurchaseorderprovidestherequestingdepartmentwithanordernumberto

includeinitsrecords.

• Therequestorcanrefertothepurchaseordernumberwheninquiringintothe

statusofanorder.

• Receivinghasarecordoftheordertomatchagainstthereceiptofthematerial.

Receivingalsocanuseoutstandingpurchaseorderstohelpforecastitsinbound

workload.

• Traffic becomes aware of inbound delivery requirements and can make
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arrangementswithcarriersorusethecompany’sownvehiclestoschedulematerial

delivery.

• Purchasingusetheircopiesofthepurchaseorderforfollow-upandmonitoring

openorders.

• Ordersremainactiveinalldepartmentsuntilthebuyingcompanyacknowledges

receiptoftheorderandthatitmeetsquantityandqualityrequirements.

Note thatfirms are increasinglyusing computerized databases to perform these

processesandaremovingtowardapaperlessoffice.

BlanketPurchaseOrder

Foranitem orgroupofitemsorderedrepetitivelyfrom asupplier,purchasingmayissue

a blanketpurchase orderan open order,usuallyeffective forone year,covering

repeatedpurchasesofanitem orfamilyofitems.Blanketorderseliminatetheneedto

issueapurchaseorderwheneverthereisaneedformaterials.Afterabuyerestablishes

ablanketorderwithasupplier,theorderingofanitem simplyrequiresaroutineorder

release.Thebuyerandsellerhavealreadynegotiatedoragreeduponthetermsofthe

purchasecontract.Withablanketpurchaseorder,thereleaseofmaterialbecomesa

routinematterbetweenthebuyerandseller.Almostallfirmsestablishblanketpurchase

orderswiththeirsuppliers.

Infact,blanketordershavehistoricallybeenthepreferredmethodformakingthe

purchasingprocessmoreefficientanduserfriendly.Buyersusuallypreferapurchase

orderforinitialpurchasesoraone-timepurchase,whichpurchasingprofessionalsmay

alsocalla“spotbuy.”Blanketpurchaseordersarecommonforproductionitems

ordered on a regularbasis orforthe routine supplies required to operate.A

maintenancesuppliesdistributor,forexample,mayhaveapurchaseordercovering
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hundredsofitems.Itisnotunusualforthebuyerorsellertomodifyapurchaseorderto

reflectnewprices,newquantitydiscountschedules,ortheaddingordeletingofitems.

Theblanketpurchaseorderissimilartothepurchaseorderingeneralcontentandis

distributedtothesamedepartmentsthatreceiveacopyofapurchaseorder.Themajor

differencebetweenapurchaseorderandablanketpurchaseorderisthedeliverydate

andthereceivingdepartment.Thisinformationontheblanketorderremainsopen

becauseitoftendiffersfrom ordertoorder.Whennegotiatingablanketpurchaseorder,

thebuyerandsupplierevaluatetheanticipateddemandovertimeforanitem orfamily

ofitems.Thetwopartiesagreeonthetermsofanagreement,includingquantity

discounts,requiredqualitylevels,deliveryleadtimes,andanyotherimportanttermsor

conditions.Theblanketpurchaseorderremainsineffectduringthetimespecifiedon

theagreement.Thistimeperiodisoften,butnotalways,sixmonthstoayear.Most

buyersreservetherighttocanceltheblanketorderatanytime,particularlyintheevent

ofpoorsupplierperformance.Thisrequiresanescapeclausethatallowsthebuyerto

terminatethecontractintheeventofpersistentlypoorquality,deliveryproblems,and

soon.

MaterialPurchaseRelease:Buyersusematerialpurchasereleasestoorderitems

coveredbyblanketpurchaseorders.Purchasingspecifiestherequiredpartnumber(s),

quantity,unitprice,required receiptdate,using department,ship-to address,and

methodofshipmentandforwardsthistothesupplier.Purchasingforwardscopiesof

thisform tothesupplier,accounting,receiving,andtraffic.Purchasingretainsseveral

copiesforitsrecords.Thecopytothesupplierservesasanotificationofarequired

item oritems.Accountingreceivesacopysoitcanmatchthequantityreceivedagainst

thequantityorderedforpaymentpurposes.Receivingmusthavevisibilityofincoming

orderssoitcancompareorderedquantitieswithreceivedquantities.Aswithother

forms,thispartoftheprocessisincreasinglybecomingelectronic.Differenttypesof

materialreleasesexist.Organizationsoftenusethematerialreleaseasameansto

providevisibilitytothesupplieraboutforecastedmaterialrequirementsaswellas

actualmaterialrequirements.

2.4.11Fixed-PriceContracts
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Firm FixedPrice

Themostbasiccontractualpricingmechanism iscalledafirm fixedprice.Inthistypeof

purchasecontract,thepricestatedintheagreementdoesnotchange,regardlessof

fluctuationsingeneraloveralleconomicconditions,industrycompetition,levelsof

supply,marketprices,orotherenvironmentalchanges.Thiscontractpricecanbe

obtained through a number of pricing mechanisms:price quotations,supplier

responsestothebuyingorganization’srequestsforproposal,negotiations,andother

methods.Fixed-pricecontractsarethesimplestandeasiestforpurchasingtomanage

becausethereisnoneedforextensiveauditingoradditionalinputfrom thepurchasing

side.Ifmarketpricesforapurchasedgoodorserviceriseabovethestatedcontract

price,thesellerbearsthebruntofthefinancialloss.However,ifthemarketpricefalls

belowthestatedcontractpricebecauseofoutsidefactorssuchascompetition,

changesintechnology,orraw materialprices,thepurchaserassumestheriskor

financialloss.Ifthereisahighlevelofuncertaintyfrom thesupplyingorganization’s

pointofviewregardingitsabilitytomakeareasonableprofitundercompetitivefixed-

priceconditions,thenthesuppliermayaddtoitspricetocoverpotentialincreasesin

component,rawmaterial,orlaborprices.Ifthesupplierincreasesitscontractpricein

anticipationofrisingcosts,andtheanticipatedconditionsdo notoccur,thenthe

purchaserhaspaidtoohighapriceforthegoodorservice.Forthisreason,itisvery

importantforthepurchasingorganizationtoadequatelyunderstandexistingmarket

conditionspriortosigningafixed-pricecontracttopreventcontingencypricingfrom

adverselyaffectingthetotalcostofthepurchaseoverthelifeofthecontract.

Cost-BasedContracts

Cost-basedcontractsareappropriateforsituationsinwhichthereisariskthatalarge

contingencyfeemightbeincludedusingafixed-pricecontract.Cost-basedcontracts

typicallyrepresentalowerlevelofriskofeconomiclossforsuppliers,buttheycanalso

resultinloweroverallcoststothepurchaserthroughcarefulcontractmanagement.Itis

importantforthepurchasertoincludecontractualtermsandconditionsthatrequirethe

suppliertocarefullymonitorandcontrolcosts.Thetwopartiestotheagreementmust

agreeonwhatcostsaretobeincludedinthecalculationofthepriceofthegoodsor
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servicesprocured.Cost-basedcontractsaregenerallyapplicablewhenthegoodsor

servicesprocuredareexpensive,complex,andimportanttothepurchasingpartyor

whenthereisahighdegreeofuncertaintyregardinglaborandmaterialcosts.Cost-

basedcontractsaregenerallylessfavorabletothepurchasingpartybecausethethreat

offinancialriskistransferredfrom thesellertothebuyer.Thereisalsoalowincentive

forthesuppliertostrivetoimproveitsoperationsandloweritscosts(andhencethe

pricetothepurchaser).Infactthereisanincentive,atleastintheshortrun,for

supplierstobeinefficientincost-basedcontractsbecausetheyarerewardedwith

higherprices.

2.4.12ReceiptandInspection

Thisphaseofthe purchasing cycleinvolvesthephysicaltransmittalofpurchase

requirements.Thisshouldbeafairlyroutineaspartofthepurchasingcycle.

MaterialPackingSlip

The materialpacking slip,which the supplierprovides,details the contents ofa

shipment.Itcontainsthedescriptionandquantityoftheitemsinashipment.Italso

referencesaspecificpurchaseorderandmaterialreleasenumberfortrackingand

auditingpurposes.Apackingslipisacriticaldocumentwhenreceivingmaterialata

buyer’sfacility.Thereceivingclerkusesthepackingslipto comparethesupplier

packingslipquantityagainsttheactualphysicalreceiptquantity.Furthermore,the

packing slipquantityshouldmatchthematerialreleasequantity.Thecomparison

betweenmaterialreleasequantityandpackingslipquantityiscritical.Itdeterminesif

suppliershaveover-orundershipped.

BillofLading

Transportationcarriersuseabillofladingtorecordthequantityofgoodsdeliveredtoa

facility.Forexample,thebillofladingmaystatethatABCcarrierdeliveredthreeboxes

toabuyeronacertaindate.Thispreventsthepurchaserfrom statingaweeklaterthat

itreceivedonlytwoboxes.Thebillofladingdetailsonlythenumberofboxesor

containersdelivered.Detailingtheactualcontentsofeachcontaineristhesupplier’s

responsibility;thatinformationappearsonthepackingslip.Thebillofladinghelps
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protectthecarrieragainstwrongfulallegationsthatthecarriersomehowdamaged,lost,

orotherwisetamperedwithashipment.Thisdocumentdoesnotnecessarilyprotectthe

carrieragainstchargesofconcealeddamage,however.Ausermaydiscoverconcealed

damagesafteropeningashippingcontainer.Responsibilityforconcealeddamageis

oftendifficulttoestablish.Thereceivingcompanymayblamethecarrier.Thecarrier

mayblamethesupplierormaintainthatthedamageoccurredafterdeliveryofthe

material.

ReceivingDiscrepancyReport

Areceivingdiscrepancyreportdetailsanyshippingorreceivingdiscrepanciesnotedby

thereceiving department.Itisoften thejob ofpurchasing ormaterialcontrolto

investigateandresolvematerialdiscrepancies.Materialdiscrepanciesusuallyresult

from incorrectquantityshipments.Theycanalsoresultfrom receivinganincorrectpart

numberorapartnumberincorrectlylabeled.

2.4.12InvoiceSettlementandPayment

Oncetheitem orserviceisdelivered,thebuyingfirm willissueanauthorizationfor

paymenttothesupplier.Paymentisthenmadethroughtheorganization’saccounts

payabledepartment.Thisisincreasinglybeingaccomplishedthroughelectronicmeans.

Suppliersaremoreoftenbeingpaidthroughelectronicfundstransfer(EFT),whichis

theautomatictransferofpaymentfrom thebuyer’sbankaccounttothesupplier’sbank

account.Moreandmoreorganizationsaremovingtointegratedsystemswhereall

purchaseorders,receipts,andpaymentsaremadeelectronically.

2.4.13RecordsMaintenance

Aftertheproductorservicehasbeendeliveredandthesupplierpaid,arecordofcritical

eventsassociatedwiththepurchaseisenteredintoasupplierperformancedatabase.

Thesupplierperformancedatabaseaccumulatescriticalperformancedataoveran

extendedperiod,helpingpurchasingidentifytrendsorpatternsinsupplierperformance.

2.4.14ContinuouslyMeasureandManageSupplierPerformance

Onewaytoidentifythebestsuppliersistotrackperformanceafterawardingacontract.
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Suppliermeasurementandmanagementisakeypartofthepurchasingcycle.buyers

shouldnotassumethatthepurchasingcycleendswiththereceiptofanordereditem or

the selection of a supplier.Continuous measurementis necessary to identify

improvementopportunities orsuppliernon-performance.A desired outcome from

performancemeasurementisimprovedsupplierperformance.Ifnoformalevaluation

takesplace,abuyerhaslittleinsightintosupplierperformanceovertime,andtracking

anyperformanceimprovementthatresultsfrom supplierdevelopmenteffortsisnot

possible.Withoutameasurementandevaluationsystem,abuyerlacksthequantitative

datanecessarytosupportfuturepurchasedecisions.

Amajorissuewhenevaluatingsupplierperformanceisthefrequencyofevaluationand

feedback.Forexample,shouldabuyerreceiveasupplierqualityperformancereporton

adaily,weekly,monthly,orquarterlybasis?Althoughmostfirmsrecognizetheneedto

notifysuppliersimmediately,whenaproblem arises,thereislittleconsensusaboutthe

frequencyforconductingroutineorscheduledsupplierevaluations.Formanyfirms,this

overallevaluationmayoccuronlyoneortwotimesayear.Regardlessofthereporting

frequency,supplierperformancemeasurementisanimportantpartofthepurchasing

processcycle.

2.5Typesofpurchases

Organizations buymanydifferentgoods and services.Allpurchases representa

tradeoffbetweenwhatanorganizationcanmakebyitselfversuswhatitmustbuy

externally.Formanyitems,themake-or-buydecisionisactuallyquitesimple.Fewfirms

couldmanufacturetheirownproductionequipment,computers,orpencils.However,all

firmsrequiretheseitemstosupportcontinuedoperations.Thechallengeisdeciding

whichsuppliersofferthebestopportunityforitemsanorganizationmustpurchase

externally.Inthisunit,wearegoingtolookatthevarietyofgoodsandservicesatypical

purchasingdepartmentisresponsibleforbuying.Pleasenotethatforeachcategory,

organizationsshouldestablishmeasuresthattracktheamountofgoodsthattheyhave

inphysicalinventoryatthewarehouseorstoresbeforemakinganotherpurchase.

2.5.1RawMaterials
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Theraw materialspurchasecategoryincludesitemssuchaspetroleum,coal,and

lumber,and metalssuchascopperand zinc.Itcanalso includeagriculturalraw

materialssuchassoybeansandcotton,maize.Akeycharacteristicofarawmaterialis

alackofprocessingbythesupplierinto theendproduct.Anyprocessingthatoccurs

makestheraw materialsaleable.Forexample,copperrequiresrefiningtoremove

impuritiesfrom themetal.Anotherkeycharacteristicisthatraw materialsarenotof

equalquality.Differenttypesofcoal,forexample,candifferbysulfurcontent.Raw

materialsoftenreceiveagradeindicatingthequalitylevel.Thisallowsraw materials

purchasesbasedontherequiredgrade.

2.5.2Semi-finishedProductsandComponents

Semi-finishedproductsandcomponentsincludealltheitemspurchasedfrom suppliers

requiredtosupportanorganization’sfinalproduction.Thisincludessinglepartnumber

components,subassemblies,assemblies,subsystems,and systems.Semi-finished

productsandcomponentspurchasedbyanautomobileproducerincludetires,seat

assemblies,wheelbearings,andcarframes.Managingthepurchaseofsemi-finished

componentsisacriticalpurchasingresponsibilitybecausecomponentsaffectproduct

qualityandcost.

2.5.3FinishedProducts

Allorganizationspurchasefinisheditemsfrom externalsuppliersforinternaluse.This

categoryalsoincludespurchaseditemsthatrequirenomajorprocessingbeforeresale

totheendcustomers.Anorganizationmaymarketunderitsownbrandnameanitem

producedbyanothermanufacturer.Thepurchaseoffinishedproductsalsoallowsa

companytoofferafullrangeofproducts.Purchasing(orengineering)mustwork

closelywiththeproducerofafinishedproducttodevelopmaterialspecifications.Even

thoughthebuyingcompanydoesnotproducethefinalproduct,itmustmakesurethe

productmeetsthetechnicalandqualityspecificationsdemandedbyengineeringand

theendcustomer.

Maintenance,Repair,andOperatingItemsMaintenance,repair,andoperating(MRO)

itemsincludeanythingthatdoesnotgodirectlyintoanorganization’sproduct.However,
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theseitemsareessentialforrunningabusiness.Thisincludessparemachineparts,

officeandcomputersupplies,andcleaningsupplies.Thewaytheseitemsaretypically

dispersedthroughoutanorganizationmakesmonitoringMROinventorydifficult.The

onlywaythatmostpurchasingdepartmentsknowwhentoorderMROinventoryiswhen

auserforwardsapurchaserequisition.ProductionSupportItems

Productionsupportitemsincludethematerialsrequiredtopackandshipfinalproducts,

suchaspallets,boxes,mastershippingcontainers,tape,bags,wrapping,inserts,and

otherpackagingmaterial.Productionsupportitemsdirectlysupportanorganization’s

productionoperation;thisisakeydistinctionseparatingproductionsupportandMRO

items.

2.6Services

Allfirmsrelyonexternalcontractorsforcertainactivitiesorservices.Anorganization

mayhirealawncareservicetomaintainthegroundsaroundafacilityoraheatingand

coolingspecialisttohandlerepairsthatthemaintenancestaffcannotperform.Other

commonservicesincludemachinerepair,dataentry,consultants,andthemanagement

ofcafeteriaservices.LikeMROitems,thepurchaseofservicesoccursthroughoutan

organization.Therefore,therehasbeenatendencytopaylimitedattentiontothem and

tomanagetheservicepurchasesatthefacilityordepartmentlevel.

2.7CapitalEquipment

Capitalequipmentpurchasinginvolvesbuyingassetsintendedforuseoveroneyear.

There are severalcategories ofcapitalequipmentpurchases.The firstincludes

standardgeneralequipmentthatinvolvesnospecialdesignrequirements.Examples

includegeneral-purposematerial-handlingequipment,computersystems,andfurniture.

A second categoryincludes capitalequipmentdesigned specificallyto meetthe

requirementsofthepurchaser.Examplesincludespecializedproductionmachinery,

newmanufacturingplants,specializedmachinetools,andpower-generatingequipment.

Thepurchaseoftheselatteritemsrequiresclosetechnicalinvolvementbetweenthe

buyerandseller.

2.8Recap
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• Rawmaterialsandproductioninventories:Rawmaterialsandothersupplies,parts

andcomponents,whichenterintotheproductduringtheproductionprocessand

usuallyform partoftheproduct.

• In-processinventories:Semi–finished,work–in–progressandpartlyfinished

productsformedatvariousstagesofproduction

• MRO Inventories:Maintenance,repairsandoperatingsuppliesconsumedduring

production processand usuallynota partoftheproductitself(eg:oilsand

lubricants,machineryandplantspares,toolsandfixtures,etc.)

• Finishedgoodsinventories:Completedproductsreadyforsale.

• Anticipationinventories:Inventoriescarriedtomeetpredictablechangesindemand.

Activity2.1

1.Describethepurchasingcycle.

2.Explainthetypesofpurchases.

2.9Summary

Congratulationsforreachingthisfar.Iam confidentthatyouwillbeabletoexplainthe

processofpurchasing.

Unit3-Negotiation
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Introduction

Atthisparticularmoment,wehavenow exhaustedthepurchasingprocess.Now we

turntonegotiation.Theword‘Negotiation’hasitsoriginfrom Latincivillaw which

signifiestradingdeliberationleadingtoanagreement.Itisoneofthemostimportant

andmostinterestingpartsofpurchasing.Negotiationistheprocessbywhichtwoor

moreindividual/parties/groupsconferorinteracttoreachconsensusoragreement.Itis

anactivitywithastart,middleandend.Theinterestedpartiesmusthavepredetermined

goalsandsomeexpectationsofoutcome.Thepartiesunderstandthemeaningandtrue

purposeofnegotiationandarewillingtomodifytheirpositionstoreachresolutionand

consensus.Sometimesmorethantwopartiesmaybeinvolvedinthenegotiation.When

threepartiesareinvolveditiscalledtri-partiteandwhenmorethanthreepartiesare

involveditiscalledmulti-partitenegotiations.Allthepartiesneedtoreachasingle

consensus or agreement. Such negotiations are difficult and require careful

management.

3.2LearningOutcome

BytheendofthisUnityoushouldbeableto;

 explainthemeaningofnegotiations.

 illustrateexamplesofnegotiation.

 describethetypesofnegotiation.

 discusstheskillsforsuccessfulnegotiation

 explaintheobstaclestonegotiation
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2.3TimeFrame:

Youwillcoverthefollowingtime;

 2hour30minutes’studytime

 2hoursinclass

3.4Negotiation

Negotiationisanessentialbusinessactivity.Itcanbeformalorinformal.Itcanbeface-

to-face or without any direct human interaction through mobile phone,

videoconferencing,internetetc.The consensus/agreementorthe outputofthe

negotiationcanbetheresultofashortsingleeventorcanbeanongoingseriesof

interactions and discussions.Itestablishes good trade relationships between the

organisations.Itisadialoguebetweentwoormorepartieslikesupplierandbuyer

intendedtoreachadesiredgoal.Itisawin-wingame.Thelossofanypartyisnotthe

trueoutcomeofthenegotiation.Attheendofthenegotiation,bothsupplierandbuyer

mustbeinawin-winsituation.Theoutcomeintheform ofanagreementmustbe

arrivedwiththeconsentofallofthepartiesinvolvedinthenegotiation.Inageneral

context, negotiation is a bargaining process between two or more

individuals/parties/groups,seekingtoreachamutuallysatisfactoryagreementon,or

settlementof,amatterofcommonconcern.Eachpartybargainswithintheiropinion,

arguments,viewpoints,influenceandobjectives.Negotiationisanessentialbusiness

activityforpurchasingandestablishingtraderelationshipsbetweenpartners.

MeaningofNegotiation

Negotiationisadiscussionbetweenpeople,withthegoalofreachinganagreementon

somepre-determinedissues,andseparatingthepartieswhenneitherpartyhasthe

powertogetsitsway.

“Negotiationisabargaining(giveandtake)processbetweentwoormoreparties(each

withitsownaims,needs,andviewpoints)seekingtodiscoveracommongroundand

reach an agreementto settle a matterofmutualconcern orresolve a conflict.”
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(www.businessdictionary.com)

“Negotiationistheprocessofdiscussingsomethingwithsomeoneinordertoreachan

agreementwith them,orthe discussions themselves.”Forexample there is a

negotiationbetweeninterviewerandintervieweeforsalaryatthetimeofinterview.

(www.dictionary.cambridge.org)

“Negotiation is a formaldiscussion between people who are trying to reach an

agreement:anactofnegotiating.”(www.merriam-webster.com/dictionary)

Negotiationisamethodbywhichpeoplesettledifferencesandresultacompromiseor

agreement.Itisaprocessbywhichaconsensusisreachedwhileavoidinganyconflict

ordispute.Itislikeanargumentbetweentwopartiesoveranissuetobesettleddown.

Intheagreement,partiesunderstandablyaim toachievethebestpossibleoutcomefor

theirpositioninthebestinterestoftheirorganisation.However,theprinciplesof

fairness,seeking mutualbenefitand maintaining arelationship arethekeysto a

successfuloutcome.

3.5ExamplesofNegotiation

Innegotiation,individuals/parties/groupsinteractwitheachotherwithsomepurposes

andfindawaytosortoutthedifferencestoreacharesolutionoragreement.The

exampleswherenegotiationneededandusedareasfollows:

 Thebuyerandsuppliernegotiateforacceptableprice,terms,conditionsandbasis

forrawmaterialsandparts;

 Theintervieweeandinterviewernegotiateforacceptableterms&conditionsofthe

job,jobprofileandsalaryetc.

 Themanagementandtheunionnegotiateforacceptabletermsandconditionsof

issueslikecompensation,welfareissues,insuranceetc.

 Thecountriesnegotiateonthevariousissueslikebordersharing,defenceissues,

loans,sharinginformationtechnologycooperationetc.

 Negotiationatthetimeofsecuringthesafereleaseofahostage.
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 Negotiationatthetimeofanonlinee-auction.

Negotiation involves communication and some sortof exchange between the

individuals.Thetraditionalapproachdemandsthatitshouldbeface-to-face.Asfor

example,salespersonsliketohaveface-to-faceinteractionsbecauseithelpsthem to

build relationship,instilling trust,dedication and helps them to settle down the

negotiationassoonaspossible.Manisasocialanimalandrespondsmorefavourably

whentheotherpersonisjustoppositetous.Face-to-faceinteractionalsoincreasesthe

opportunityto‘read’theeyemovementsoftheotherpartyandhelpfulinbargaining.Itis

beneficialinthecasesofbulkbuyingespeciallywhenonerupeereductionduring

bargainingcanbringahugesaving.Howeverface-to-faceinteractionisnotalways

possibleandpractical.Furthermorewiththeinventionofinternetandwiththehelpof

latestinformationtechnology,now-a-daysnegotiationsareconductedthroughinternet,

phone,web-conferencingandvideo-conferencing.Theseformsofnewtechnologyoffer

anew andalternativeapproachtonegotiation.Infact,ithadmadenegotiationsvery

fastandnowthepartiescanhavenegotiationswhilesittingatdifferentlocations.They

dohoweverintroduceaseriesofnewchallengesandskills.

3.6TypesofNegotiations

Therearetwobasictypesofnegotiationsnamely(i)Win-WinNegotiationorIntegrative

Negotiation;and(ii)Zero-Sum NegotiationorDistributivenegotiationsrequiredifferent

approaches.Thedetailsofthetypesofnegotiationsareasfollows:

Win-WinNegotiationorIntegrativeNegotiation

Thecharacteristicfeatureofwin-winorintegrativebargainingisthatitbelievesin

friendlyand constructivesituation.Thesupplierand buyerinvolved in negotiation

processsittogetherandtrytofindanacceptableagreement.Integrativenegotiations

arebasedoncooperationoftheparties.Theoutcomeofthewin-winnegotiationis

acceptabletobothpartieswithoutgivingupsomethingimportant.Thesimpleapproach

in win-win orintegrative negotiations is problem solving.Itprinciple behind this

approachisinformationsharing.Bothpartiesshareinformationsothatacceptable

agreementcanbeachievedwithsmoothcommunication,trustandcooperation.
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Zero-Sum NegotiationorDistributiveNegotiations

Themostdistributivefeatureisthatitoperatesunderazerosum game,thatboth

partiesplaygametogetbiggerslice.Thegainmadebyonepartyisthelossincurredby

theotherparty.Eachpartyinvolvedinthenegotiationdecideultimategainwherethe

settlementwillbemade.Whenonewinsandotherloosesthenitiscalledzero-sum

game.Theprincipalbehindzero-sum gameisthatthepartieskeepsecretanddon’t

shareinformation.Thetargetofbothpartiesistowinonlyandboththepartiesareless

interestedinformingarelationship.Theyarenotinterestedincooperationandtrust

witheachother.

TheProcessofNegotiation

Thenegotiationmustbeplannedandcontrolledtoachievethedesirableoutcome.A

wellthought-outprocesscangiveacceptableagreement.Itishighlyrecommendedto

follow astructuredapproachofnegotiationinordertoachieveadesirableoutcome.

Thenegotiationprocesshasfivestages.Inthisprocess,theinvolvedpartiesbargainin

asystematicwaywhilemaintainingeachother’sinterests.Thestagesoftheprocessof

negotiationare(i)PreparationforNegotiation;(ii)Discussion&ClarificationofGoals;(iii)

BargainingforWin-Winoutcome;(iv)Agreement;and(v)Implementationofacourseof

action.Thedetailsareasfollows:

PreparationforNegotiation

Itisimportanttohavesomepriorresearchandcollectinformationaboutwhenand

whereameetingwilltakeplace,whowillattendthenegotiationandwhattosettlefor?

Thisstageinvolvesensuringandknowingalltheimportantfactsofthesituationin

ordertotakeyourpositionandviewpoint.Inthisregardthenegotiatorsmustprepare

themselves.Heretheknowledgeoftheorganisationalpoliciesismustwhichcanbe

requiredforreferenceduringthenegotiation.Thispreparationwillbebeneficialtoavoid

anydeadlockduringnegotiation.
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Discussion&ClarificationofGoals

Duringthisstage,thepartiesgivetheirviewpointsreasonablyandinanamicable

environment.Theylistencarefully,arguecarefully,andclarifytoeachothersothatthey

canreachanagreementinaverycooperativeway.Theindividualsormembersofeach

sideputforwardthecaseandtrytounderstandthesituation.Eachsidemusthavean

equalopportunitytopresenttheirviewpointandcase.Discussionishelpfulinthe

clarificationofallthegoals,interestsandviewpoints.Clarificationisanessentialpartof

thenegotiationprocessasitgivesthesolutiontoallthedoubtsandmisunderstandings.

Allthebarrierstoreachabeneficialoutcomeareovercomethroughit.

Bargainingfor‘Win-Win’Outcome

Theheartofnegotiationsisinbargainingandthe'win-win'outcomeistheexpected

resultfrom it.Itistheadjustmentofwhatisbeingdiscussedwiththesatisfactionof

bothparties.Both partiesmustfeelthattheirpointofview hasbeentakeninto

consideration.Suggestionsofalternative strategiesand compromisesneed to be

consideredatthispoint.

Agreement

Agreementisanacceptablesolutionwithanopenmindinvolvementofalltheparties.It

isachievedoncetheunderstandingsofbothparties’viewpointsandinterestshavebeen

considered.Anyagreementneedstobedoubtfreesothatbothpartiesknowwhathas

beendecided.

ImplementingaCourseofAction

Thefinalstepinthenegotiationistheformalizationoftheagreementthathasbeen

workedout.From theagreement,acourseofactionhastobeimplementedtocarry

throughthedecision.

SkillsforSuccessfulNegotiating

Negotiation requires skills like effective presentation,effective speaking,effective

listening,goodsenseofhumour,apositiveattitude,highintelligentquotient,emotional

control,persistenceinbehaviour,patience,creativity,decisionmakingetc.Asuccessful
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negotiationrequiresthetwoindividuals/parties/groupstocomeclosetogethertofind

outanagreementthatisacceptabletoboth.Itisverydifficulttoreachsuccessful

agreementwithoutskills.Asuccessfulnegotiationrequiresthefollowingskills:

3.7Problem Analysis

Theproblem analysisskillsarehelpfultoidentifytherealissue,theinterestofthe

partiesandtheprobableorexpectedoutcomeofthenegotiation.Identificationand

analysisoftheissuesarehelpfulforbothpartiestofindanagreeablesolution.

ActiveListening

Itisaveryimportantskillbecauseitisimportanttolistentotheotherpartytofindthe

scopeofcompromiseduringthenegotiation.Itisvaluabletolistentootherparty

instead ofspending the bulk ofthe time in giving yourviewpoint.One sided

communicationcanbedisasterfornegotiation.

VerbalCommunication

Effectivecommunicationskillsmeanstoclearlyexpressyourownthoughtsandideasin

suchawaythatitiseasilyfollowedandunderstoodbyothers.Itistodeliverthe

intendedmessageclearly.Thenegotiatorsmusthaveeffectiveverbalcommunication

skillsbecauseboththepartiesmustbeabletounderstandeachotherduringthe

processofdiscussionovertheissue.Therecanbemisunderstandingoftheissuesif

the parties do not state their cases and desired outcomes clearly.Effective

communicationplaysafundamentalroleinanyinteractionandisessentialforthe

successfulnegotiations.

EmotionalControl

Emotionalcontrolcanplayapivotalroleinsuccessfulnegotiations.Thehigherthe

perceived risk-reward ratio in anegotiating process, thegreaterthechancethat

emotionswillplayanimportantroleinthefinaloutcome.Itisnecessaryforthe
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negotiatortocontrolhisemotionsduringthenegotiations.Lackingcontrolonthe

emotionscanbedisastrousandcanleadtoawin-losesituation.

QuickDecisionMaking

Thepartiesmusthavetheskilltotakequickdecisionduringthenegotiationtoreachthe

settlementovercontentiousorcontroversialissues.

SenseofHumour

Asenseofhumourandapositiveattitudearenecessarybecausetheyallowforasense

ofgiveandtake.Theartofgivingandtakingrequiresgoodsenseofhumour.Itrequires

theabilitytoseetheotherside’spointofviewsensiblywhilebeingalertwithregardto

whatyoucanachieve.Ofcourseyouwillwantasmuchasyoucangetbuttheother

sideneedstoachievewhattheycan,too.Goodnegotiatorsunderstandtheimportance

ofbalancebetweengivingandtaking.

3.8ObstaclestoNegotiation

LimitedKnowledge

Sometimespeoplefailtonegotiatebecausetheydonotconductsomepriorresearch

andcollectinformationaboutwhenandwhereameetingwilltakeplace,whowillattend

thenegotiationandwhattosettlefor?

IllogicalPresentation

Sometimespeoplefailto negotiatebecausetheydo notpresenttheirviewpoints

reasonably.Theydon’tlistencarefully,don’targuecarefully,anddon’tclarifytoeach

otherwhichleadtoanun-agreeableenvironment.

ReasonstoNegotiate

Sometimes people failto negotiate because theydo notrecognize the need for
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bargaininganddonotfullyunderstandtheprocessofnegotiation.

LackofCommunicationSkills

Sometimespeoplefailtonegotiatebecausetheylackgoodnegotiatingskills.

LackofProperTraining

Ifthetrainedpeoplearenotinvolvedinnegotiations,theprocessisnotlikelytosucceed.

3.1Activities

(1)Definetheconceptofnegotiationwithsuitableexamples.

(2)Enumeratedifferenttypesofnegotiation.

(3)Discusstheprocessofnegotiation.

(4)ExplainthetypesofskillsarerequiredforSuccessfulNegotiating?

(5)Explainhowpricingaffectsthepurchasingdecisions?

(6)Explainthelimitationsofnegotiation?Howthesecanberemoved?

(7)DiscusstheprobableobstaclestoNegotiation?Howthesecanbeovercome?

3.9Summary

Negotiationisabargaining(giveandtake)processbetweentwoormoreparties(each

withitsownaims,needs,andviewpoints)seekingtodiscoveracommongroundand
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reachanagreementtosettleamatterofmutualconcernorresolveaconflict.Thetwo

basictypesofnegotiationsarenamelywin-winnegotiationorintegrativenegotiation

andzero-sum negotiationordistributivenegotiations.Thestagesoftheprocessof

negotiation are preparation fornegotiation;discussion & clarification of goals;

bargainingforwin-winoutcome;agreement;andimplementationofacourseofaction.

Negotiation requires skills like effective presentation,effective speaking,effective

listening,goodsenseofhumour,apositiveattitude,highintelligentquotient,emotional

control,persistencyinbehaviour,patience,creativity,decisionmaking.

Unit4:SupplierRatingandEvaluation

4.1Introduction

Supplierevaluation isaterm used in businessesand itrefersto theprocessof

evaluatingthesupplier’spotentialbyquantitativeassessment.Supplierevaluationisthe

assessmentoftheexistingornew suppliersonthebasisoftheirdelivery,prices,
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productioncapacity,qualityofmanagement,technicalcapabilitiesandservices.The

evaluationandselectionofsuppliersisanimportanttaskandrequiresastrategic

direction.Everyorganizationespeciallymanufacturingorganizationsneedstoevaluate

thesuppliers’efficiency.Itrequiresatypicalsuppliers’evaluationframeworkwhich

blends with company’s basic vision,mission,philosophy,values,and helps in

establishingastrategicpolicytoevaluatethesuppliers’efficiency.Itincludesvendor

rating,selectionanddevelopment.

Vendorevaluationisasystem forrecordingandrankingtheperformanceofasupplier.

Avendorisanypersonorcompanythatsuppliesrawmaterials/parts,goodsorservices

to the buyerorganisations.Vendoris rated on the basis oftheirperformance,

consistency in delivery,lead time,quality products and services,price orsome

combinationofthesevariables.Itisdoneonaperiodicbasisanditmaytaketheform

ofahierarchicalrankingfrom poortoexcellent. Thevendorcanbeevaluatedonthe

basisofdeliveryperformance,leadtime,andthesupplyofqualityofrawmaterialsand

parts.Themostcompellingreasonforevaluatingthesuppliersisthatithelpsto

managerisks.

Themajorityofbusinessesaredependentonthecontinuousandsmoothflow of

suppliesandifthisflowisinterrupted,problemswillsoonappear.Thewrongdecision

regardingsupplierscanhaveseriousconsequences.Evaluatingsuppliers’efficiency

also outlines ways and means to reward a supplierand establish long-standing

relationshipswithsuppliers.Theincreasedcommunicationwiththesupplierhelpsto

understandexactlywhattheorganisationneedsandhelpstoreducethepotentialfor

defect.Theevaluationofsuppliers’efficiencyhelpstobringaboutbetterco-ordination

betweenthesupplierandtheorganisation.Thustheorganisationisabletogivethe

supplieran indication ofwhen extra supplies are required wellin advance.The

evaluationscanactasanincentiveforthesuppliertoimplementnew proceduresor

tasks.
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LearningOutcome

Aftergoingthroughthisunit,youshouldbeableto;

 explainthebasicconceptvendor/supplierevaluationandselection,vendorrating.

 evaluatetheneedandprocessofmeasuringsupplierperformance.

 discusstheprocessofsupplierevaluationandselection.

 describethefactorsaffectingvendorratingandmethodsofvendorrating.

4.3TimeFrame:

Youwillcoverthefollowingtime;

 2hour30minutes’studytime

 2hoursinclass

4.4Supplier/VendorEvaluation

Supplierselectionandevaluationisoneofthemostcriticalactivitiesinpurchasingor

procurementprocess.Theevaluationprocessconsistsoffourstagessuchasdefining

objective,formulatingtheselectioncriteria,qualifyingthesuitablealternatives,andfinal

selection.Toqualifytheprospectivesuppliers,theeffectivedefiningofselectioncriteria

isnecessary.Beyondthehighsignificanceontheproductcostandpartnersrelationship,

ithasconsiderableimpactsonthebuyer’scorporatecompetencies.(Thanaraksakul&

Phruksaphanrat,2009)

Thevendorratingisessentialforeffectivepurchasing.Usually,themostimportant

measureofasupplier'sserviceishisrecordofpastperformance.Vendorratingisthe

resultofaformalvendorevaluationsystem.Vendorsorsuppliersaregivenranking,

status,ortitleaccordingtotheirattainmentofsomelevelofperformance,suchas

delivery,leadtime,quality,price,orsomecombinationofvariables.Vendorselectionis
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crucialbecauseofitsstrategicimportanceespeciallywhenitcomestolargebuyingof

rawmaterialsandsparepartsespeciallyinthecaseoflargeorganisations.

Evaluatingsuppliers’efficiencyisaregularexercisewithinpurchasingdepartments.Itis

aprocessappliedtopresentsuppliersinordertomeasureandmonitortheirefficiency.

Evaluationofsuppliers’efficiencyismustforthepurposeofreducingcost,reducing

business risk,and developing continuous improvement.Itis a cordialworking

cooperation between the supplierand organisation.The evaluation process often

includes use ofquestionnaire tools,interviews and supplier’s site visit.A typical

suppliers’efficiencyevaluationframeworkmustbeusedwherethestandardproduction

materialisrequiredforqualityproduction.Itcanbeusedforboththeexistingand

potentialsuppliers.Itincludesevaluationofsuppliers’existingproductionprocess,

capacity,quality,useoftechnologyetc.Existingsuppliersgetthebenefitofexpertisein

taking corrective action.Italso helps companies in rewarding suppliers fortheir

excellentperformanceandpunishingthem orde-listingthem iffoundotherwise.

Mostfirmsnavigatenowadaysinafiercecompetitiveenvironment,characterizedby

thinprofitmargins,highconsumerexpectationsforqualityproducts,andshortlead-

times.Thesecomplexconditionshaveenticedmanagerstofocusonthemanagement

oftheircompletesupplychain,from upstream supplierstothefinalend-usersoftheir

products.Morespecifically,firmsareinvolvedinimprovingtheperformanceoftheir

supplychainsthrough various strategic and operationaltools.One such strategy

utilizedbycompaniesistoconcentrateontheircorecompetenciesinthevaluechain

andoutsourcetheotherfunctions.Purchasingmanagersneedperiodicallytoevaluate

supplierperformanceinordertoretainthosesupplierswhomeettheirrequirementsin

termsofseveralperformancecriteria.(Saen,2008)

4.5NeedforMeasuringSupplierPerformance

Therearevariousbenefitsassociatedwithanevaluatingsupplier’sefficiency.Itis

helpfulinidentifyingpoorsupplierperformanceintermsoffailuretodeliverquality

productsconsistently.Thisprocessishelpfulto motivatethesuppliersto further

improvetheirperformances.Itishelpfulthem indevelopingarobustandeffective

system.Itgivescontinuousfeedbacktosuppliersabouttheiractualperformanceand
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monitorthem toimproveconsistently.“Supplierperformancehastobemeasuredfor

thefollowingreasons:

 Itishelpfultoincreaseperformancevisibility.

 Ituncoversandremoveshiddenwasteandcostdriversinthesupplychain.

 Itleveragesthesupplybase.

 Italignscustomerandsupplierbusinesspractices.

 Itmitigatesrisk.

 Itimprovessupplierperformance.”(Elanchezhian,Ramnath,&Kesavan,2010)

4.6CategoriesofSuppliers

There are many types ofsuppliers like wholesale suppliers,strategic suppliers,

preferred suppliers,transactionalsuppliers,franchisers,registered suppliers,panel

suppliersetc.Theexplanationisasfollows:

WholesaleSuppliers

Thesesuppliersarecompaniesthattakeorderinbulk.Thesesuppliercompanies

manufacturesinhighquantityandfulfiltheordersthemselves.

StrategicSuppliers

Strategic suppliers are those that are strategically important for the buying

organisations.Theysupplythebuyingfirm withimportantmaterials/partsandtheir

manufacturingcapabilitiescannotbeeasilyreplaced.Thebuyerorganisationsdevelop

good coordinationwithsuchfirmsand havegood communicationsforlong term

relationships

PreferredSuppliers

Preferredsuppliersarethosethatareimportanttothebuyingorganisations.Theremay

belargenumberofsuppliersavailableinthemarketforthesamematerialsorparts.

Hence,thesetypesofsupplierscanbesearchedinthemarketwithlesseffort.However,
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theselectionofsuchsuppliersisveryimportant.

TransactionalSuppliers

Thedependencyofthebuyerorganisationonthistypeofsuppliersisveryless.These

supplierscanbeeasilyreplacedinashorttime.

Franchisers

Thesetypesofsuppliershavedevelopedtheirownnetworkinthewidespectrum ofthe

geographysothattheycanbeapproachedeasily.Theyworkwiththeirowntrademarks,

brandsandbusinesssystems.

RegisteredSuppliers

The registered suppliers are those suppliers who are registered in the buying

organisationsandhaveshowninterestinsupplyingspecifictypesofmaterials,parts,

goodsorservices.A properlistabouttheactivesuppliersisfound in thebuyer

organisationsthatarereadytomeetdeadlinesforresponses.

PanelSuppliers

Thesetypesofsuppliersarepre-approvedbyanagencyandwhohaveagreedtothe

termsandconditionsforsupply.

4.7SupplierEvaluationandSelectionProcess

Thisprocesscoversevaluatingandanalysingthesuppliers’performanceandseeks

supplierswhosupportormeetbuyers’strategicgoalswhilecontinuallylookingforways

tomanagecost,qualityandotherevaluationparameters.Thesupplierevolutionand

selectionprocessconsistsofstepslikeindentifyingtheneedofthesupplierevaluation,

identifying criteria forsupplierevaluation,determine sourcing strategy,determine

methodofsupplierevaluationandselectionandselectsupplierandreachagreement.

IdentifyingtheNeedofSupplierEvaluation

Atthisstage,thebuyerorganisationsidentifyaneedtoevaluateandselectasupplier.
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Thesupplierevaluationmayberequestedbypurchaseofficers,productionmanager,

qualitymanagerordesignmanagers.

IdentifyingCriteriaforSupplierEvaluation

At this stage the criteria for supplier evaluation is fixed.It can be on-time

delivery/deliverycommitments,qualityofraw materials/parts,technicalperformance,

productioncapabilities,designverification,evaluationofproductsamples,innovation

and management expertise,meeting specific requirements/standards,suppliers’

financialviability,customerservice,reliabilityand responsiveness,recordsofpast

achievementetc.Thesearetheparametersonwhichtheevaluationofthesupplier(s)is

decided.

DetermineSourcingStrategy

Thesourcingwilldifferfrom requirementtorequirementofthebuyerorganisations.It

canbelikedependencyonsinglesupplierormultiplesuppliers,short-term orlong-term

contractsanddomesticsuppliersorforeignsupplier.Accordingtosourcingstrategy,

thesupplier(s)areidentified.Variousinternalaswellasexternalsourcesofinformation

areusedtoidentifythesupplier(s).Thebuyerorganisationmaygetalonglistof

suppliers.Thelistmustbenarroweddownonthebasisofsomecriterialikefinancial

risk analysis evaluation ofprevious performance ofthe suppliers,evaluation of

informationprovidedbysuppliersetc.

DetermineMethodofSupplierEvaluationandSelection

Afterreducingthenumberofsuppliers,themethodistobedeterminedregarding

suppliers’evaluation and selection.The evaluation processoften includesuse of

questionnairetools,interviewsandsupplier’ssitevisit.Thepossibleareastoevaluate

duringasuppliervisitareworkforcecapability,productioncapability,qualityparameters,

supplier agility and flexibility,supplier’s supply chain management capabilities,

productionschedulingandcontrolsystems,statisticalqualitycontrolmethodsetc.

SelectSupplierandReachAgreement

Inthelaststage,thesupplier(s)isfinalisedandnegotiatedforcertainstipulatedterms
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andconditions.

4.8VendorRating

Avendorisanypersonorcompanythatsuppliesrawmaterials/parts,goodsorservices

tothebuyerorganisations.Theeffectivenessofthepurchasingdepartmentisjudgedby

thequalityandreliabilityofitssuppliers.Goodsuppliersneedtobecultivatedtomeet

currentandfuturedemandofthebuyerorganisations.Thebuyerorganisationswantto

workwiththesuppliersthatgivethem value.Therefore,thesuppliers’performance

mattersa lot.Vendorsorsuppliersarerated on thebasisoftheirperformance,

consistency in delivery,lead time,quality products and services,price orsome

combinationofthesevariables.Ratingevaluationisdoneonaperiodicbasisanditmay

taketheform ofahierarchicalrankingfrom poortoexcellent.

ObjectivesofVendorRating

Assessmentofvendor’sperformanceoncertaincriteriaiscalledvendorrating.Vendor

ratingistheresultofaformalvendorevaluationsystem.Itcanbeusedto“assessand

monitor supplier performance,provide accurate feedback to suppliers,provide

benchmarkdata,improveoverallcompetitivenessinthemarket,minimizesubjectivityin

judgment,makeitpossibleto considerallrelevantcriteriainassessingsuppliers,

providing feedbackfrom allareasin onepackage,establishing continuousreview

standardsforvendors,andselectvendorsforfurtherdevelopment.”(John,Baby,&

Mangalathu,2013)

Thekeyobjectivesofvendorratingareasunder:

 SelectionofRightSuppliers

 Ithelpsthebuyerorganisationsintheselectionofrightsuppliers.

 RatingAssessmentofSuppliers

 Itratestheentireperformanceofthesuppliersandgivesaclear-cutvisionabout

thequality,cost,reliabilityoftheproductsandservicestobeprovidedbythe

suppliers.
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 NegotiationwithSuppliers

 Itprovides buyerorganisations with the information helpfulin subsequent

negotiationwithsuppliers.

ProperFeedback

Itgivesafeedbacktosupplierstofurtherimprovetheirperformances.

UsefulInformation

Itprovidesthebuyerorganisationswiththeimportantinformationwhichishelpfulinthe

developmentofthesuppliers.

Reward

Itrecognizesandrewardsoutstandingsuppliers.

StandardisedPractices

Itgeneratessuppliers’standardpractices.

4.9FactorsAffectingtheSelectionofOptimalSuppliersorVendorRating

Mostbuyerorganisationswantallthe suppliersto provide supplyofqualityraw

materials/parts,defect-freegoodsandservicesanddeliverthem whenrequired.To

fulfiltheseobjectivesthebuyersneedrightsuppliersandtoidentifyrightsupplieritis

requiredthattoevaluatethem from timetotimesothattheirperformancecanbe

certified.There are manyfactors like quality,cost,delivery,service,consistency,

reliability,technicallyupgraded,qualityfactorsetc.onwhichsuppliers’performanceis

usuallyevaluated.Amorecomprehensiveapproachcovers7C’s(Competency,Capacity,

Commitment,Control,CashResources,Cost,andConsistency)whichareneedtobe

measuredtoevaluatethesuppliers’performance.“From research,itwasfoundthat

quality,deliveryandcostarethemostconsideredcriteriawithpercentagesover90.

Quality,delivery,cost,productionfacilityandcapability,technicalcapabilityandsupport,

andfinancialcriteriaaresignificantbasiccriteriagenerallyusedforlastfortyyears.”

(Thanaraksakul&Phruksaphanrat,2009)
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4.10SuppliersEvaluationMethods/VendorRatingMethods

Thebuyerorganisationsknowtheimportanceofevaluatingthesuppliers.Itisimportant

toevaluateeachsupplierbeforesigninganagreementororders.Theimpropervendor

evaluation and selection processlead to production lossand raw materials/parts

rejection.Therefore,thebuyerorganisationrequiresanappropriatesuppliersevaluation

methodorvendorratingmethod.Therearethreekeymethodsofvendorratingmethods:

categoricalmethod,weightedscoremethodandcost-ratiomethod.

CategoricalMethod

Categoricalmethodisaveryeasymethod.Thebuyerorganisationpreparesthelistsof

relevantperformancevariablesorfactorsaccording to theirexperience.Then the

buyersassignperformanceratingsofeachvariableincategoricalterms,like‘verygood’,

‘good’,‘neutral’,‘verypoor’and‘poor’.Eachsupplierisevaluatedagainsteachfactoron

thebasisofperformanceratings.Thesupplierwhoobtainshighestscorewillthenbe

thebestperformer.Themainadvantagesofthismethodarethatitisveryeasyto

implement,requiresminimaldataandlowcost.

Weighted-Scoremethod

Weighted-pointmethodisthemostfrequentlyusedmethodforevaluationprocess.In

this method,differentweights are given to differentvariables according to the

importance level.The mostimportantvariables getmaximum weights and lest

importantvariablesgetleastweights.Theevaluatorassignsthescoretoeachsupplier

performanceineachattributeandthenthescorewillbemultipliedbytheassigned

weightofeachvariableaccordingly.Finally,theweightedscoreistotalledtofindoutthe

finalperformanceratingofeachsupplier.Thesupplierwhoobtainshighestscoreisthe

bestperformer.Themainadvantageofthismethodisthattheweightsaregiven

accordingtotheimportanceofvariables/factors.Itisverysuitableastheimportanceof

differentvariablesisdifferentindifferentindustries.

Cost–RatioMethod

Inthismethod,thesupplierratingisdoneonthebasisofvariouscostsincurredfor
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procuringthematerials/partsfrom varioussuppliers.Thecostratiosarecalculatedfor

differentfactorssuchasquality,price,timelydelivery,etc.thecostratioiscalculatedin

percentagesonthebasisoftotalindividualcostsandtotalvalueofpurchases.Asfor

example,thetotaldeliverycostisK10,000andthetotalpurchaseisofK100,000then

thedeliverycostratiowillbe(10,000/100,000)x100=10percent.“Thesupplierwiththe

lowestnetadjustedcostwouldbethebestpreferredsupplier.However,thisapproach

is complicated and requires a comprehensive accounting system to identify the

accurate costdata.Hence,itis usually used only in the big-sized companies.”

(Humphreysetal.,1998).

4.11AdvantagesofVendor/SupplierRating

Therearemanyadvantagesofvendorratingasfollows:

ComparisonofSuppliers

Thekeyadvantageofvendorratingisthatitishelpfulinidentificationofbestsuppliers.

Thebestsuppliersgivebestresultsintermsofrightquality,rightquantity,righttime

delivery,atrightcost.

PerformanceofSuppliers/Vendors

Itgivesclear-cutpictureabouttheperformanceofthesuppliers.

FeedbackaboutSuppliers

Itprovidesfeedbackregardingthesuppliersaboutallareasinonepackagetothe

manufacturer.

FeedbacktotheSuppliers

Itgivesfeedbacktothesuppliersaboutspecificaction(s)tocorrecttheiridentified

performanceweaknesses.

BetterCommunication

Itfacilitatesbettercommunicationwithvendorswhichgeneratescordialrelationships.

Ithelpsbuildingsupplierpartnerships.
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Control

Itprovidesoverallcontrolofthesupplierbase.

Revision/Review

Itestablishes continuous review standards forvendors,thus ensuring continuous

improvementofvendorperformance.

4.1Activity

 Explain vendor/supplierevaluation?Explain theneed formeasuring supplier

performance?

 Enumeratethecategoriesofsuppliers.

 Explainthestepsofsupplierevaluationandselectionprocess?

 Definevendorrating.Howitisusefulinpurchasingdecisions?

 ElaboratethefactorsaffectingtheselectionofoptimalsuppliersorVendor

Rating.

 Enumeratethesupplierevaluationmethodsorvendorratingmethods.

4.12Summary

AVendororSupplierisanypersonorcompanythatsuppliesrawmaterials/parts,goods

orservicestothebuyerorganisations.Vendorsorsuppliersareratedonthebasisof

theirperformance,consistencyindelivery,leadtime,qualityproductsandservices,
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priceorsomecombinationofthesevariables.Ratingevaluationisdoneonaperiodic

basisanditmaytaketheform ofahierarchicalrankingfrom poortoexcellent.There

arethreekeymethodsofvendorratingmethods:categoricalmethod,weightedscore

methodandcost-ratiomethod.

Vendorevaluationisasystem forrecordingandrankingtheperformanceofasupplier.

Thevendorcanbeevaluatedonthebasisofdeliveryperformance,leadtime,andthe

supplyofqualityofrawmaterialsandparts.Evaluationofsuppliers’efficiencyismust

forthepurposeofreducingcost,reducingbusinessrisk,anddevelopingcontinuous

improvement.Itisacordialworkingcooperationbetweenthesupplierandorganisation.

The evaluation process often includes use ofquestionnaire tools,interviews and

supplier’ssitevisit.Therearemanytypesofsupplierslikewholesalesuppliers,strategic

suppliers,preferredsuppliers,transactionalsuppliers,franchisers,registeredsuppliers,

panelsuppliersetc.Thesupplierevaluationandselectionprocessconsistsofstepslike

indentifying the need ofthe supplierevaluation,identifying criteria forsupplier

evaluation,determinesourcingstrategy,determinemethodofsupplierevaluationand

selectionandselectsupplierandreachagreement.

Unit5:MaterialsManagement

5.1Introduction

Welcometothefifthunitofthismodule,Ialsowanttocongratulateyouforreaching

thisfar.Yes,wearenowgoingtolookatMaterialsManagement.MaterialManagement
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istheprocessofmanagement,whichco-ordinates,supervisesandexecutesthetasks

associatedwiththeflow ofmaterialsto,through,andoutofanorganizationinan

integratedfashion.Thereismaximum utilization,conservation,eliminationofwastes,

andthusavoidanceofunnecessarydelays.

5.2LearningOutcome

Bytheendofthisunit,youshouldbeableto;

 explainthematerialplanning,inventorymanagementandcontrolsystems.

 describetheobjectivesofmaterialmanagement

 discussmaterialhandling

 describewarehousing

5.3TimeFrame:

Youwillcoverthefollowingtime;

 2hour30minutes’studytime

 2hoursinclass

5.4MaterialsPlanning

Thisisascientifictechniqueofdetermining inadvance,therequirementsofraw

materials,ancillary parts and components,spares,etc.given by the production

programme.The overallmanagementplanning and controlsystem is a broad

perspectivewithinwhichmaterialplanningfunctions,andmaterialsbudgetingarean
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exercisetranslatedinmoneytermsforitseffectivefunctioning,controlaswellas

execution.

The actualplanning starts with the information gathered from the annualsales

forecasts,productionandgeneralbusinessforecast.Forecastsprovidethemeansfor

satisfyinglocationalneeds,andthegeneralbusinessforecastsprovidethemeansto

estimateinadvancethetrendsinprices,wagesandcostsofotherservices. While

breakingdownbroadforecastsintospecificplans,thenextstepistomaketheprice

and supplyavailable to confirm to the specific plan.The materials consumption

estimationisbrokendownintospecificperiods.Thequantitiesarecheckedagainstthe

inventorycontrolprocedure,bytakingintoaccountthesafetystockandlead-time

requirements.

5.5Objectivesofmaterialsmanagement

 Economicalprocurementofmaterials

 Issuanceandtimelydistribution

 Storeaccounting

 Recordkeeping

 Storescontrol

 Lookingatnewsupplysources

 Developmentofvendors

 Valueengineering

 Coordinatingsmoothflowofmaterials

Astheobjectivesofpurchasing:

 Tomaintainacontinuoussupplyofmaterialstosupportproductionaswellasthe

schedule

 Avoidanceofduplicationofpurchases,wastes,obsolescenceanddelays



67

 Adoptingproperstandardsofqualityonthebasisofsuitability

 Procurementofmaterialsatthelowestpossiblecost,atthesametimeensuring

thatitisconsistentwithqualityandservicerequirements

 Maintenanceofthecompany’scompetitivepositioninthemarket

Thepurchasingdepartmenthasthefollowingfunctions:

 Selectionofsuppliers

 Analyzingbids

 Pricenegotiations

 Issuingpurchaseorders

 Follow–upactions

 Cost–analysisandstudyofmarketconditions

 Maintenanceofpricecatalogues,informationlibrary,etc.

5.6InventoryManagementandControlSystems

Inventoryreferstothestockofmaterialsofanykindstoredforfutureuse,mainlyinthe

productionprocess.Inventoryiscriticaltosupplychainmanagementbecauseitdirectly

impactsbothcostandservice. Itisnecessarytohaveanoptimum minimum of

inventories,wheretheinventoriesareminimum andthechancesofstockoutalso

minimum.ACompanyachievesthisthroughinventorymanagement.

Inventoryhasvariousfunctionslikestrikingabalancebetweendemandandsupply;

minimizecostsatacceptableinventorylevels,providingthedesiredcustomerlevels,

availingquantitydiscountsetc.

Inventorycontrolisascientificmethodofstorekeepingandconsiderablybringsdown

theacquisitionandretentioncostsofmaterials.Itisconcernedwithmaintainingthe

optimum levelofstockandalsorecordingitsmovement.Theneedforinventorycontrol
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arisesdueto manyfactorssuchasincreaseinthemanufacturingunits,growing

complexityofthemodernindustry,higheridletimecostofmachineandmenanda

higherdegreeofstressonliquidity.

The various inventory models are Economic Order Quantity (EOQ),Materials

RequirementPlanning,Just–In–Time,andDistributionRequirementPlanning.

5.7StoresManagementandOperation

Thethreemainstoragesystemsonabroadview arereceipts,physicalupkeepand

maintenancesystem.Thesystem mustbeflexibleenoughtochangewiththechangein

theenvironmentaswellasproductiondemands.

5.8Thekeyactivitiesofstoresareasfollows:

 Receiptofmaterials,checkingthequantity,co-ordinationforinspectionandthe

preparingthegoodsreceiptnote

 Acceptingthecheckedmaterials,preparingrejectionnotesandthuscompletionof

formalitiesforpaymentofbills

 Taking stock ofthe accepted materials and storing them in theirrespective

locations

 Preparingissuevouchers,makingactualissuesfordisposalsandaccountingfor

thesame

 Ensuringpropersharingofinformationwiththepurchasedepartmentsthrough

regularreports

 Ensuringthestorageplaceiscleantofacilitatehandling,movementsandobserving

allsafetyandsecuritymeasures.
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Havingakeyroletoplayinthesuccessofwarehousingoperations,thestoragesystem

shouldbedesignedinsuchawaythatitaccommodatestheinflow ofinputsof

materialsandboughtoutcomponentsfrom theoutsidesources,in-processinventories

andtheoutflow offinishedgoodstotheultimatecustomers.Thedesign,sizeand

locationofastorehousemustbeanimportantpartofthemanagementstrategy.

5.9Threebasicwaysofstorageareasfollows:

 FixedLocation:Stockcanbefoundeasilywithoutanycomplexsystem ofrecording,

butthereisaconsiderablewastageofspace.

 Random Location:Spaceisbetterutilized,butthereisaneedtokeepgoodand

elaboraterecordsforthelocationofmaterials.

 ZonedLocation:Goodsofaparticulargrouparestoredtogetherinagivenarea.

5.10Warehousing

Warehousingisanelementofstrategicimportanceinthepurchasing.Aproperdecision

makingregardingwarehouseisnecessarytoensureeffectivenessofmarketing.The

warehouseactsasanimportantlinkinthesupplychainofacompany.Itservesasthe

interface area forproduction,market,customers and suppliers.Functionality of

warehousingcoversoperationslikeholding,consolidatingbreakbulk,crossdocking,

postponement,mixing,packaging,and information handling.Public,private and

contractstoragearethedifferenttypesofwarehousingoperations.

Whilemakingthewarehouseselection,factorslikenatureoftheproduct,access,

availability,infrastructure,market,regulationsandlocalfactorsinfluence.Warehouse

networkplanning is a complexactivity,and whose decision upon the numberis

dependenton a numberoffactorssuch asproductcharacteristics,objectivesof

purchasing,andavailabilityofresource.Performanceparameterratiossuchasstock

turnover,costtosales,occupancyrateetcenableinsuccessfulmanagementofa
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warehouse.

5.11MaterialHandlingandStorageSystems

Everyoperationinmaterialsmanagementinvolvestheraising,loweringormovingan

item,whichistermedasmaterialshandling.

BasicPrinciplesofMaterialHandling

Besthandlingisleasthandling:Ashandlingdoesnotaddanyvaluetotheproduct,itis

advisabletokeepthehandlingcostminimum

Useofstandardizedequipment:Thematerialhandlingequipmentmustbechosenin

suchamannerastoaffordflexibilityandalsobecapableofperformingmultiple

standardizedoperations.

Minimum useofspecializedequipments:Thoughitisdesirabletohavespecialized

equipment,thecostofacquisition,costofoperation,maintenance,repairetcneedsto

betakenintoconsideration

Payload:Theselectionofequipmentneedstobemadeaftercarefulconsiderationof

thecostofmoving.Theeconomicscanbemeasuredbystudyingthecostofoperation

involvedinhandlingineachmove.

Standardizedmethods:Whenthemethodsofpicking,carryingandsettlingdownare

fixed,thewastageintime,labourandequipmentwillbeeliminated.

Capacityofequipment:Thecapacityneedstobeexaminedcarefully,asanyover

loadingcausesunduewear,andalsoresultsinexcessivemaintenance.

Loadingandunloading:AmajorportionofMaterialhandlingactivityisintheloading

andunloadingandthusthisfunctionneedsalotofattention.

5.12Typesofmaterialhandlingequipments

Pallets:Specially designed platform,which is builtto dimension to suitforklift

operations.Thesearedesignedoutofhardwoods,thoughinsomecases,steelpallets

mayalsobeused.Thesuppliesareloadedontothepallets,transportedandstoredin

warehouses.
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Forklifttrucks:Moveloadsofmastercartonhorizontallyandvertically.Themaster

cartonsarestackeduponthepallet,whichformsaplatform.Therearemanytypesof

forklifttrucks,whichareavailableforhandlingavarietyofproducts.Thoughthese

truckscanbeusedtoloadandunloadothervehiclestooapartfrom transporting

material,theyarenoteconomicalforlongdistancehorizontalmovementduetothehigh

ratiooflabourperunitoftransfer.

Cranes:Thesearepower-driven,self-propelledunitsfittedwithaboom mountedona

mobilechassis.

Conveyors:Theseenablestraightforwardtransportationasre-handlingbeforeeachand

everyactivityiseliminated.Nowadaystheseareloadedandunloadedautomatically.

Thecostincreaseswiththedistancetobetraveledandthusitmakesthem more

attractiveforhigh–volumethroughputsovershootingthedistances.

Elevators:Containsanendlesschainorabeltwhichrunsovertwoterminalpulleysor

sprocketwheelsfixedatdifferentlevelsonaverticalplane.

Tractors:Usedasasubstituteforforklifttrucks,whichareuneconomicalforlong

distancemovements.

Towlines:Consistofeitherinfloororoverheadmounteddragdevicesandareusedin

combinationwithfour-wheeltrailersonacontinuouspowerbasis.

Carousels:Operatesonadifferentconceptthanotherequipments.Thedesireditem to

theorderselectorisdeliveredbyusinganumberofbinsmountedonanovaltrack.The

logicbehindcarouselsystemsistoreducewalkinglength/pathsandtime.

5.13Containerization

Containerisationunifiesanumberofshipmentswhichthenmoveasindividualunits.It

isusedtohandlebulkcommoditiesaswellasmerchandise.Someofthebenefits

includedoor-to-doorshipment,reducedfreightcosts,higherlabourproductivity,lesser

documentation,reducedwarehousingcosts,environmentalcontrolandbetterutilization

ofcapitalequipment.

RollOn/RollOffFerries(RORO)
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Alorryisloadedatthemanufacturer’sworkstationdrivenontoashipandthendriven

offattheendofthevoyagedirectlytotheconsignee,usingtheshipasthemoving

bridge.

LASH(LightersAboardaShip)

LASHbargesareloadedatInlandRiverandshallowports.Then,thebargesaretowed

tooceanport’sfleetingareastomeettheLASHmothervessel.Onarrival,themother

vessel’scraneliftsLASHbargesontotheships.Thesamecraneliftsoutboundbarges,

whichareplacedinthewater,andthentowed,totheirfinaldestination.LASH cargo

doesnotrequiretransshipment,asthemovementfrom origintodestinationwitha

singlebillofloading.

5.14MaterialStorageSystems

Thestoragesystem inawarehousehasakeyroletoplayinthetotalcostandthe

efficiencyofwarehouseoperations.Themannerinwhichinventoriesarehandledrather

thanhow theyarestoredisveryimportant.Anefficientusageofmaterialhandling

equipmentispossibleifthestorage system allowseasyaccessand retrievalof

inventory.Selectingastoragesystem foraspecificapplicationdependsuponthe

followingfactors:

Natureoftheproduct:Products,whichhaveahigherriskofcontamination,willhaveto

beisolatedfrom otherproductgroups.Forexamplehazardouschemicalscancause

damagetootherproducts.

Configuration:Whileuniform productsmaybestoredinstacksorinanenclosure,

products,whichareinoddshapesandsizes,needmorespace.

Perishability:Perishableproductsarestackedinsuchamannerthatconsignments,

whichcomeinfirst,aredistributedfirst.

Productvariety:Whenavarietyofproductsarestoredtogether,thereneedstobe

segregationforeasyidentificationforstorageandretrieval.
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Activity5.1

1.Explainthematerialplanning,inventorymanagementandcontrolsystems.

2.Describetheobjectivesofmaterialmanagement

3.Discussmaterialhandling

4.Describewarehousing

5.15Summary

Congratulationforreachingthisfar,bynow,weareconfidentthatwecanelaborate

clearlyandconfidentlyonmaterialhandling.

Unit6:InventoryManagement

6.1Introduction

Welcometoanotherexcitingunitofthismodule.Inthismodulewearegoingtolookat
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InventoryManagement.

6.2LearningOutcome

 explainthecharacteristicsofinventory.

 describetheneedforinventoryanditscontrol.

 discusstheimportanceofinventorymanagementinthesupplychain.

 explainthetypesofselectiveinventorycontroltechniques.

 evaluatetheinventorymanagementstrategydevelopmentprocess.

 demonstrateimprovedinventorymanagement.

6.3TimeFrame:

Youwillcoverthefollowingtime;

 2hour30minutes’studytime

 2hoursinclass

6.4Inventory

Inventorydecisions are high -riskand high -impactin nature from the logistics

perspective. Inventory Management is an integrated process,which aims to

operationalizeafirm’saswellasthevaluechain’sinventorypolicy.Itisastrategicarea

inlogisticsandhasanoverallimpactontheefficiencyandeffectivenessoftheentire

supplychain.Itisbasicallyapracticeofplanning,directingandcontrollinginventoryso

thatitcontributestotheprofitabilityofbusiness.
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Sinceitisnecessarytohaveanoptimum minimum ofmultipletypesofinventory,

inventorymanagementisessential.Therearethreemethodsforinventorymanagement

–Thefirstonebeingareactiveorpullapproach,whichusesthecustomerdemandto

pulltheproductthroughthedistributionchannel.Anotherphilosophyistheplanning

approach,whichproactivelyschedulestheproductmovementandalsoitsallocation

throughthechannelaccordingtothedemandforecast.Thefinalapproach,hybridlogic

combinestheformerversionsandresultsinaninventorymanagementphilosophy,

whichrespondstoproductaswellasmarketenvironments.

6.5CharacteristicsofInventory:

 Onceaninvestmenthasbeenmadeininventory,itcannotbereversedandthatfund

cannotbeutilizedtoobtainotherassetstoimprovecorporateperformance.Thus

investmentsininventoryarerisky.

 Therearealotofchancesfortheinventorytobepilferedortobecomeobsolete.

 Themagnitudeofriskvariesaccordingtothepositionoftheenterpriseinthe

distributionchannel:

Manufacturer:Forthemanufacturer,thereisalongerdimensionofrisk.Startingwith

theraw material,andcomponentparts,theriskincludeswork–in–progress,and

finallythefinishedgoods.Itdoesn’tendhere,astheinventoryneedstobetransferred

towarehousesincloseproximitytothewholesalersandretailers.Though,theproduct

linemaybenarrower,theriskelementisdeeperandoflongerduration.

Wholesaler:Thewholesalerhandlesmoreproductlinesthanthemanufacturer.He

purchasesinbulkanddistributesinsmallerlotstotheretailers.Alsothesesmalllots

areinassortment.Especially,whentheproductlinesaremoreinnumber,thereisa

graveproblem.Theproblem escalatesforaseasonalproductwherethewholesalerhas

tostockmuchinadvanceofthesale.

Retailer:Theriskforaretaileriswiderandnotdeeperinthesensehestocksawide

varietyofproducts.ThenumberofStockKeeping Unitswithin a Supermarketis
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enormous.Theriskisprimarilyofmarketinginnature.Theenormityofriskfacedbythe

retailersmakesthem pushtherisktowardsmanufacturersandwholesalersbypressing

them toassumegreaterinventoryresponsibility.

6.6Theneedforinventoryanditscontrol

Inventoriesofmaterialsarenecessarybyallmanufacturingorganizations.Materials

andinventoriesservesomesocialpurposeinindustries,whichstemsfrom some

economicmotives.Themotivebehindinventoryisthefollowing:

Meetingtheproductionrequirements:A manufacturingorganizationneedstokeep

stockofrawmaterials,componentsandpartsrequiredforproducingfinishedgoodsto

meetthecontinuousproductionrequirements.

Supportinoperationalrequirements:Inventoriesarerequiredforrepairs,maintenance

aswellasoperationalsupport.Inventoryforthispurposeincludeproductionmachinery

spareparts,chemicals,lubricatingoils,weldingrodsetc.

CustomerService:Customersatisfactionisusedasatoolforcompetitiveadvantage.

Toensurecustomersatisfaction,itisnecessaryforsupplierstomaintainpartsinorder

toextendaftersalesservicetotheirclients.

Speculation:Providesamplescopeforholdinglargeamountofinventories,butthis

inventoryisnotimportantforindustrialpurpose.

Precaution:Arisesoutoftheinabilitytopredictfuturedemandspreciselyandgetting

thematerialsintime,withoutincurringextracosts.

6.6ImportanceofInventoryManagementintheSupplyChain

Managinginventoryhasbecomeimportantduetothefollowingfactors:

 Availabilityofresource(suchasfinanceandspace)hasmadethemanagementto

considerloweringthelevelsofinventorywithinthesupplychainmanagement

systemstomaintainmargins
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 LatestconceptslikeJustinTime(JIT)applicationsandleanmanufacturinghave

reducedtheneedforinventoryasaninsurancebufferwithintheoveralllogistics

activity

 Manycompanieshaverealizedthatagreaterreturnoninvestment(ROI)canbe

obtainedbydevelopingthecorebusiness,andinvestmentinworkingcapitalitems,

likeinventoryanddebtorsgivelesserreturns.

 WiththeadventofInformationtechnology(IT),inventorymanagementhasbecome

essentialwhichcanbeusedtoreduceinventory.Bettertheinformation,loweristhe

inventory.

6.7InventoryControl

Thisisamechanicalprocedure,whichhelpsinimplementing aninventorypolicy.

Controlprocedures are devised to implementthe desired inventorymanagement

policies.Proceduresforinventorycontrolcaneitherbeperpetualorperiodic.Ina

perpetualcontrolprocess,inventorystatusisrevieweddailyinordertodeterminethe

needsofreplenishment.Toensureproperimplementationofthissystem,thereisneed

tohaveaccurateaccountabilityofallstockkeepingunits,apartfrom propercomputer

assistance.Inaperiodicreview,theinventorystatusofanitem isreviewedatregular

timeintervals,maybeweeklyormonthly.

6.8TypesofSelectiveInventoryControlTechniques

ABCAnalysis

Relatestotheannualusagecostofaparticularitem.Generally10percentofitems

accountfornearly70percentofusagevalue,another20-30percentmayaccountfor

20percentofusagevalueandthebalance60–70percentaccountsfor10percentof

theusagevalue.Itemsareclassifiedaspertheirusagevalue.

‘A’itemscostsapproximately60–70percentofthetotalinventorycostwhiletheyare

lessinnumber.‘B’itemscost20-30percentofthetotalinventorycostwhile‘C’class



78

itemsaregreaterinnumberandcarrylessthan10percentofthecostoftheentire

inventory.

VEDAnalysis

RelatedtotheVital,Essential,andDesirablestatusofinventoryitems.Astheterm

implies,certainpartsanditemsareconsideredtobevitalformeetingoperational

requirementsandthisaspectistakenintoconsiderationwhilemakingaforecast.While

makingaforecast,certainitemsandparts,whichareconsideredasvitalformeeting

operationalrequirements,areconsidered.ThemodifiedversionofthisistheABC

analysis.VEDanalysis,takesintoconsiderationboththevalueandcriticalityofeach

item.Continuousreview isnecessaryforhighvalueandcriticalitemsandthusis

orderedinlow quantities.Low value,leastcriticalitemsarereviewedperiodicallyand

orderedinlargequantitiesandhavelowersafetystockrequirements.

SAPanalysis

ReferstoScarce,AvailableandPlentyanalysiswhichallowstobuildintoprovision

forecasts.Theorderedquantityisgovernedbythescarcityfactor.Theguidelinefor

procurementpolicydecisionswouldbethelimitationsinsupplyortheobsolescenceof

thefirm inthenearfuture.

FSNanalysis

TheFast,Slow orNormalanalysisdeterminestheconsumptionpatternofeachitem.

However,a realistic picture forprocurementaction willnotbe available from a

consumptionpatternwheretheproductionrunissloweddownduetovariousother

reasons.

SDEClassification

Classificationbasedontheavailabilityofanitem.Sitemsarescarceitems,which

needstobeimportedandthustakealongtimetoobtain.Ditemsaredifficulttoobtain,

andEitemsareeasilyobtainable.

InventoryPlanningModels:
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1.EconomicOrderQuantity(EOQ):Thisisthereplenishmentorderquantity,which

minimizesthecombinedcostofinventorymaintenanceandordering.

AssumptionsofBasicEOQModel

 Demandisknownwithcertainty

 Demandisrelativelyconstantovertime

 Noshortagesareallowed

 Leadtimeforthereceiptofordersisconstant

 Theorderquantityisreceivedallatonce

Inthismodel,theinventoryholding/carryingcostistakentobeproportionaltothe

averageinventoryheldduringaperiod.Thus,byreducingtheinventory,itscarryingcost

canbereduced.Ontheotherside,smallerlotsizeswillincreasethenumberoflotsizes

perannum tocovertheannualdemandandthusthecostoforderingwillbemore.

Thustheeconomiclotsizemustbalanceboththeseopposingcosts.

Themathematicalformulaforeconomicallotsizeis:

Q=
2DS/HC

Where:

Q=Orderquantityinunits

S=Costofplacinganorderinrupees

D=Averageannualconsumptioninunits

H=PercentageofinventorycostvisavisunitcostC=Costperunit

MaterialRequirementPlanning(MRP)

Materials RequirementPlanning (MRP)is a scheduling procedure forproduction

processesthathaveseverallevelsofproduction.MRPdeterminesascheduleforthe
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operationsandraw materialpurchases,giveninformationdescribingtheproduction

requirements ofthe severalfinished goods ofthe system,the structure ofthe

production system,the currentinventories foreach operation and the lotsizing

procedureforeachoperation.

DistributionRequirementPlanning(DRP)

Thisisasophisticatedplanningapproach,whichconsidermultipledistributionstages

andthecharacteristicsineachstage.ItisalogicalextensionofMRP.WhileMRPis

determinedbyaproductionschedule,whichisdefinedandcontrolledbytheenterprise,

aDRPisguidedbycustomerdemands,whichcannotbecontrolledbytheenterprise.A

DRPallocatesinventoryfrom themotherwarehousetothevariousdistributioncenters

basedonthefollowing:

 Patternofdemand

 Provisionofsafetystock

 Quantityordered

 Re-orderpoint

 Averageperformancecyclelength

DRPalsocoordinatesthefinishedgoodsrequirementacrossthedistributionnetwork.

6.8MajorbenefitsofusingDRP

 Improvedcustomerservicelevelwithincreasedon-timedeliveries.

 Efficientandeffectivemarketingeffortsforhighstockitems.

 Reducedinventorylevelsandthuslowercarryingcosts.

 Reducedinventoryandthuslesserwarehousespacerequirements.

 Reducedcustomerfreightcostsduetofewerback-orders.

 Improved budgeting capability where DRP can simulate inventory and

transportationrequirementsundermultipleplanningscenarios
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Just–in–TimeSystem (JIT)

Justin Time (JIT)is a manufacturing philosophy,which leads to Production of

necessaryunits,inthenecessaryquantitiesatthenecessarytimewiththerequired

quality.Itisanapproachtoachievingexcellenceinthereductionortotaleliminationof

waste(Non-ValueAddedActivities).TheJIT-techniqueisa"PullSystem",basedonnot

producingunitsuntiltheyareneeded.TheKanbanCardisusedasasignaltoproduce.

Overproduction,UnnecessaryInventory,Defective Products,Transportand Waiting

TimearesomeexamplesofwasteaccordingtoJIT.ThebenefitsofJITinclude:

 Betterqualityproducts.

 Higherinventoryturnover.

 Higherproductivity.

 Lowerproductioncosts.

 VendorManagementInventory(VMI)

InVMI,thesuppliertakeschargeoftheinventorymanagementoftheproductandalso

managesthereplenishmentprocessbasedonthecustomer’sconsumptionpattern.EDI

orotherinter–organizationalsoftwarepackagesareused.

6.9InventoryManagementStrategyDevelopmentProcess

Thisprocessconsistsofthreesteps:

Market/ProductClassification:Also known as ABC classification,this groups

productsandmarketswithsimilarcharacteristicstoeaseinventorymanagement.The

objectiveofthisclassificationistofocusandtorefinetheinventorymanagement

efforts.Classificationcanbebasedonavarietyofmeasureslikesales,contributionof

profit,inventoryvalue,natureoftheitem etc.

SegmentStrategy:In the second step,the integrated inventorystrategyforeach

productormarketgrouporsegmentisdefined.Variousaspectsoftheinventory
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managementprocesslikeserviceobjectives,forecastingmethodology,management

techniqueandthereviewcycleareincludedinthisstrategy.

Operationalisedpoliciesandparameters:Finally,thefocusedinventorymanagement

strategyhastobeimplementedwhichinvolvesclearlydefiningthedetailedprocedures

and parameters.The procedures have to define the data requirements,software

applications,performanceobjectives,etc.Theparametersgivetheactualnumeric

valueslikethelengthofthereview period,serviceobjectives,percentageofinventory

carryingcost,orderquantitiesandre-orderpoints.

6.10ImprovedInventoryManagement

Certainadditionalinitiativesneedtobetakentoimprovetheeffectivenessofinventory.

Theseareanumberofpoliciesandproceduresthatform guidelinesforinventory

relateddecisionsareincorporatedininventorymanagement.

PerformanceMeasures:Clearandconsistentmeasuresofperformancearenecessary

fortheinventorymanagementprocess.Thesemeasuresmustbringoutthetradeoffs

betweenserviceandinventorylevel.Forexample,iftheperformancemeasureofthe

plannerfocusesonlyoninventorylevel,thentheplannerwillhaveatendencyto

minimizetheinventorylevels,whichmighthaveapotentialnegativeimpactonthe

servicelevel.Onthecontrary,iftheplanner’ssinglefocusisonservice,itwillleadthe

plannertodisregardtheinventorylevel.

Training:Inventorymanagementiscomplexowingtothenumberoffactorsinvolved.

Theinterfacebetweentheinventorymanagementintheenterpriseandalsoother

entitieswithinthevaluechainneedstobeunderstood.Thusthefirmsneedtoincrease

notonlytheamount,butalsothesophisticationoftraininginordertoimproveinventory

managementdecision-making.Planners mustunderstand how certain inventory

parameterslikeserviceobjectives,review periods,orderquantity,safetystocketc,

influenceinventoryoperationsandperformanceetc.Also,plannersmustunderstand

howtheirinventorymanagementdecisionswillaffectothermembersinthevaluechain.

Integration ofInformation:Effectiveness and performance ofinventory can be

increased substantially and the uncertainty can be decreased by integrating the
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information requirementrelated to forecasts,orders,marketing plans,status of

inventory,shipmentetcacrosstheenterpriseandalsoamongthechannelpartners.

Exchangeofinformationusingglobalnetworks,forecastsandalsoareliablemeasure

ofinventoryreducetheuncertaintybetweentheenterprisesystemsandthusresultin

lesserneedforbufferinventory.

Application ofExpertSystems: These expertsystems utilize a computerized

knowledgebasetoshareinventorymanagementexpertiseamongtheenterprise.This

expertisecanprovidealotofsupportforthetrainingandawarenessandthusleadto

substantialimprovementsinproductivityandperformanceofinventory.

Activity6.1

1.Explainthecharacteristicsofinventory.

2.Describetheneedforinventoryanditscontrol.

3.Discusstheimportanceofinventorymanagementinthesupplychain.

4.Explainthetypesofselectiveinventorycontroltechniques.

5.Evaluatetheinventorymanagementstrategydevelopmentprocess.

6.Demonstrateimprovedinventorymanagement.

6.11Summary

SupplyChainsbeingcomplexandpurchasingbeingpartandparcelofit,inventoryplays
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akeyroleinmanagingthem.Inventorymanagersneedtoprovideforstocks,whenever

necessaryinordertoutilizetheavailablestoragespaceefficienciessuchthatstocksdo

notexceedthestoragespaceavailableforthem,andattheminimum inventorycost.

Thereisaneedfortrade-offstobeachievedamongstthevariouscostssothatthe

productionandmarketingfunctionsofinventoryarefulfilled.

Unit7:QualityInspectionandAssurance

7.1Introduction

Qualityinspectionaimsatregularchecking,measuringandtestingofthefollowing:(i)

incomingmaterialsandparts;(ii)oneormoreprocesses;and(iii)finishedgoods.

Quality inspection is very much helpfulin improving the quality,minimising the

manufacturingcostandeliminatingthescraplosses.Itisthemostcommonmethod
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usedtoattainthestandardisationandconformancetoquality.

Inproductiondepartment,thequalityinspectionisrelatedwithchecking,measuringand

testingofoneormoreproductsandtheproductsthatdon’tcomplywiththestandard

specificationsarerejectedorreturnedforimprovement.

7.2LearningOutcome

Aftergoingthroughthislesson,youwillbeableto:

 explainthebasicconceptofqualityinspection.

 explaintheimportanceofreceivingandincomingqualityinspection.

 discusstheprocessofreceivingmaterialsandparts.

 explainthecommonmethodsofinspection.

7.3TimeFrame

Inthisunityouareexpectedtospendapproximately;

 1hour30minutes’studytime

 2hoursinclass

7.4BroadObjectivesofQualityInspection

TheQualityInspectionhasthefollowingbroadobjectives:

Identificationoftheproblem:
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Qualityinspectionishelpfulintheidentificationoftheproblem.Theproblem canbe

relatedwiththeincomingmaterialsandparts,oneormoreprocessesintheproduction,

ortothefinishedgoods.

Prevention:

Qualityinspectionishelpfulinthepreventionoftheoccurrenceofproblemsinthearea

ofincomingandreceptionofrawmaterialsandparts,intheproductionprocessandin

thefinishedgoods.

Eliminationoftheproblem:

Qualityinspectionaimstoeliminateoftheproblem(s)ofthepoorquality,pilferage,

shortageordamageofanykind.

ResponsibilitiesoftheReceivingandStoreUnits

Thereceivingandstoreunitsprovidemultipleservices.Firstofall,thereceivingofficers

collectinformationregardingtheestablishedstandardsoftheincomingmaterialsand

partsfortheiruseinproduction.Thisinformationhelpstokeepacheckonincoming

raw materialsandpartsfrom thesuppliersintermsofquality.Thereceivingofficers

inspectallthecontainersforexternaldamage.Afterunpackingofthecontainersthey

ensurethattheitemssuppliedareingoodcondition.Thentheycheckthequantityof

materialsandparts.Theydistinguishgoodlotsfrom badlotsandgoodpiecesfrom bad

pieces.Thisprocesshelpstomaintainqualitystandardsofincomingmaterialsand

parts.Italsohelpstoratethequalityofproductsaswellassuppliers.

Thus,receivingandstoreunitsareveryhelpfulinthesmoothandeffectiveflow of

materialsrequiredintheproductionoperations.

StagesofQualityInspection

TherearethreestagesofQualityInspection:

 Inspectionofincomingmaterialsandparts;

 Inspectionofproductionprocess/processes;
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 Inspectionofthefinishedgoods.

i)Inspectionofincomingmaterialsandparts:

Itisalsocalledreceivinginspection.Itischecking,measuringandtestingofincoming

materialsandpartsthataresuppliedbeforetheyaretakentostoreorinventory.

Incominginspectioncanbeconductedeitheratsupplier’sendoratmanufacturer’sgate.

Iftheincomingmaterialsarebulkyorlargeinquantityandinvolvehugetransportation

cost,itiseconomicaltoinspectthem attheplaceofvendororsupplier.

ii)Inspectionofproductionprocess/processes:

Thisworkofinspectionisdonewhiletheproductionprocessisinprogress.Inspection

atproductionhouseisveryimportanttomaintainthequalityofproducts.Inspectionat

thispointisveryhelpfulinpreventingwastageofresourceslikematerials,parts,time

andmoney.Itpreventsdefectivegoodsandminimizesthewastage.

iii)Inspectionofthefinishedgoods:

This is the laststage when finished goods are inspected before deliveryto the

customers.Atthispoint,thepoorqualityproductsarerejectedorsentbackforfurther

improvement.

ReceivingandIncomingQualityInspection

Eachdepartmentmakessurethatthegoodsorservicesreceivedareacceptableand

complywithallthestatedtermsandconditionsofthepurchase-document.Theentire

receivingprocessconsistsofthefollowingsteps:

Receiving

Itistheactoftakingpossessionofgoodsinordertostagethem forinspectionorplace

them intoinventory.

Inspecting:



88

Itistheactofexamininggoodsthathavebeensuppliedbythesuppliertocheckthe

qualityofwhatwasorderedviapurchasedocument.Itrequiresspecializedskillsor

expertisetoexaminethegoodstoensurethatthegoodsreceivedcomplywiththe

standards.

Acceptance:

Itisthelegalactofdocumentingthatthegoodsand/orservicesconform tothe

requirementsofthepurchasedocumenttermsandconditionsnormally,thepurchasing

departmentisresponsibleforpurchasing ofmaterialsandpartsrequired.So,the

purchasingmanagersmustbewellversedintheknowledgeofthechecking,measuring

andtestingofraw materialsandpartstobepurchased.Thereceivingdepartmentis

responsibleforreceipt,identification,generalinspectionandconditionofallincoming

rawmaterialsandparts.Now,thereceivingmanageractslikeacontrollingagencyfor

receivingandmaintainingthequalityofthematerialstobereceived.He/sheactsas

custodialagencytoobecausehe/sheprotectsallthematerialsandpartsfrom pilferage,

damage,unauthorizedwithdrawals,etc.

7.5ImportanceofReceivingandIncomingQualityInspection

QualityInspectionconsistsofchecking,measuringandtestingofallthepurchasedraw

materialsandpartsreceivedfrom thesuppliers.Itismustbeforethematerialsand

partsaretakenintostock.ReceivingInspectionisthemostimportantaspectbecause

thepurchasedraw materialsandpartsareto beusedinthemanufacturing.The

substandardraw materialsandsparepartsgeneratesub-standardproductswhichis

unacceptableatanystagebyanystakeholder.

Receivingandincomingofmaterialsandpartsisaroutinework,hence,itisconsidered

asclericaltaskandunderstatedbysomecompanies.Sometimesthisjobisconsidered

verylightintermsofreceiving,incomingandgeneratingdocuments.Itisaveryserious

mistake.Ifthepoorquality,pilferage,shortageordamagedquantityisoverlookedatthe

receivingstageandtheproblem(s)isdiscoveredatlaterstage,itwillprovetobea

disaster.Itwillnotonlyincreasethecostoftheproduct,butalsowastetheprecious

timeoftheemployees.Theproblem(s)mustbeconsideredatthereceivingtorunthe
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productionsmoothly.

Check-listsforReceivingandIncomingMaterialsandParts

Table7.1Check-listbeforeTakingReceiptofanyShipment

Statement Yes No

Theincomingshipmentisfortheconcerneddepartment.

Thenumberofcontainersiscorrect.

Thecontainersarefreefrom anydamage

Ifcontainersareexternallydamaged,thenitisnotedonthereceipt.

Source(Sharma,2014)

Table7.2Check-listforreceivinggoodsonbehalfofthedepartment

Statement Yes No

Thedeliveryissignificantlyontime.

Thedeliveryiscomplete.

Thespecificationsandpackagingrequirementscomplywiththeorder.

Correctitemsareshipped.

Thedeliveryrequiresfurtherinspectionbyanothertechnicalperson.

Allthetermsmentionedinthepurchasedocumenthavebeenmet

Damageisfrom supplierside.

Damageisfrom carrierside.

Source(Sharma,2014)

Table7.3:Check-listforcompletionofthereceivingreportanddocumentation.

Statement Yes No

Timelyinspectionisdone.

Duringinspectionallthestatedstandardsarefollowed

Purchaseordernumberismentionedonthereceivingreport.

Partialshipmentisclearlymentioned,ifany.

Source(Sharma,2014)
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7.6InspectingaShipment

Afteracknowledgingreceiptoftheorder,thereceivingstaffmustconductaninspection

ofallthematerialsandpartsreceived.Ifthegoodsareverytechnical,he/shemay

accompanyaspecializedexpert.He/shemustcheck/inspectandverifythefollowing

veryimportantaspects:

 Verify that allthe items are according to purchase document and the

specifications,measurements,model,productdescription,companyname,brand

aresameasmentionedinthepurchasedocument.He/shemustcarryacopyof

purchaseorderasthepurchaseistheprimarydocumentbasedonwhichthe

suppliesaremade,examined,acceptedandpaidfor.

 Thepurchaseofficershouldcheckandverifythatthequantityreceivedismatched

againsttheordergiven.

 Inspectforanypilferage,leakage,damageorbreakageofthecontainer.

 Thepurchaseofficershouldcheckandverifythesupplier’sfullnameandaddress,

theordernumber,date,deliverydateandschedule,packinginstructionsetc.

 Checkforoperability/functionality.

 Confirm instructionsregardingspecialhandlingorpackagingwerefollowed.

 Verify thatthe unitofmeasurementcountis correct(e.g.ifthe unitof

measurementon the purchase documentisone dozen,count12 in the unit

package).

 Verifythatdeliverydocumentation(packingslip,certifications,etc.)isacceptable.

 Verifythatpackagingintegrityispreserved.

 Verifythatperishableitemsareingoodconditionandexpirationdateshavenot
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beenexceeded.

 Conducttimelyinspections

 Inspections should be completed within a reasonable amountoftime.Ifa

departmentknowsthattheinspectionwillnotbeimmediate,thenthepurchase

documentmustprovide when the inspection willoccurand how itwillbe

accomplished.

Installationchecklist

Documentation may include a standard installation checklistforthe supplierto

completeandprovidetoastaterepresentativeuponcompletionofthetasks.

Documentingtheresults

Departmentsareadvisedtodocumentallinspectionresultsandprovidetheresultsto

thedepartmentprocurementofficeforfilingwithintheprocurementfile.Thedocument

should,ataminimum,identifywhatactionwasperformed,whowasinattendance,both

departmentandsupplierpersonnelbynameandtitle,whenandwheretheinspection

occurred,and the inspection results.Documentation shallbe retained within the

procurementfile.

7.7InspectionofGoodsatReceiving

Inspectionisthemostcommonmethodofattainingstandardisation,uniformityand

qualityofthereceivingandincomingmaterialsandparts.Itisconfirmedthattheraw

materialsandpartsareaccordingtothepurchaseorderandconformsstandardsand

specifications.Inspectionismustfrom qualityaspect.Infact,itisthefunctionof

qualitycontrol.Ifthesaiditem doesnotfallwithinthezoneofacceptabilityitwillbe

rejectedandcorrectivemeasureswillbeappliedtoseethattheitemsinfutureconform

tospecifiedstandards.Inspectionisanindispensabletoolofmodernmanufacturing

process.Ithelps to controlquality,reduces costs,eliminate scrap losses and

assignablecausesofdefectivework.Itisimportant,uponreceivingashipment,to

makesurethatthematerialmeetsqualityspecifications.Ifitisofgreatimportancethat
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nodefectsinqualityexist,youwillprobablywanttorunacompleteinspectioncheckon

thematerialsanditemsreceived.

Increasedcostsofproductmaintenanceandrepair,togetherwithincreasedreliability

requirements,havegeneratedbothinternalandexternalpressuresonfirmstointensify

theirconcernforproductquality.

7.8MethodsofInspection

Thedecisionofacceptanceorrejectionofreceivingandincomingraw materialsand

partsdependuponthemethodsofinspection.Therearetwomethodsofinspection.

Theseare(i)100%inspection/Censusmethod;and(ii)Samplinginspectionmethods.

100%Inspection/CensusMethod

Censusmeansthatthedataaretobeobtainedfrom eachandeveryunitofthe

population.Thistypeinvolvescarefulinspectionofqualityindetailaseverypieceis

separatelyinspected.Theeffort,moneyandtimearerequiredtocarryoutcomplete

inspection.Evenmorenumberofinspectorsisrequiredandhenceitisacostlymethod.

Thereisnochanceofsamplingerroraseachitem hasgonethroughtheprocessof

inspection.However,inspectionerrorsarisingoutoffatigue,negligence,difficultyof

supervisionetc.cannotbeneglectedinthiscase.Itissuitableonlywhenasmall

numberofpiecesrequireinspectionoraveryhighdegreeofqualityisrequired.This

methodissuitablefortheorganisationsdealinginthebusinessofjetengines,aircraft,

medicalandscientificequipmentetc.

SamplingInspection

Samplingistheprocessoflearningaboutthepopulationonthebasisofasample

drawnfrom it.Insamplinginspection,moneyandtimeissaved.Here,lessnumberof

inspectorsisrequiredincomparisonto censusmethod.Inthismethodrandomly

selectedsamplesareinspectedinsteadofeveryreceivingraw materialsandparts.

Samples taken from differentbatches ofproducts are representatives and the

conclusionsaredrawnonthatbasisfortheentirereceiving.Ifthesampleproves

defective,theentireconcernedistoberejected.Samplinginspectionischeaperand
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quicker.Inthisprocess,how youdraw thesamplemattersalot.Thismethodisvery

suitableandfrequentlyusedintheorganisationsmaking,fans,A.C.,musicsystems,

washingmachineetc.

7.9Summary

Qualityinspectionarethemeasuresaimedatchecking,measuringandtestingof

incomingmaterialsandparts,oneormoreprocessesandfinishedgoodsatregular

basis.Thereceivingandstoresunitsprovidebothserviceandcontrolfunctions.Firstof

all,thereceivingofficerscollectinformationregardingtheestablishedstandardsofthe

incomingmaterialsandpartsfortheuseinproduction.Theyarehelpfultoprotect

productionfrom receivingpoorquality.Theyinspectallthecontainersforexternal

damage.Afterunpackingofthecontainerstheyverifythecorrectitems.Thenthey

checkthequantityofmaterialsandparts.Theydistinguishgoodlotsfrom badlotsand

goodpiecesfrom badpieces.Theysortoutpoorqualityoftheincomingmaterialsand

partsandthusmaintainstandards.Theyareveryhelpfultoratequalityofproductas

wellassuppliers.Thereceivingandstoresareveryhelpfulinthesmoothflow of

materialsrequiredintheproductionoperations.Normally,thepurchasingdepartmentis

responsible forpurchasing ofmaterials and parts required.So,the purchasing

managersmustbewellversantwiththeknowledgeofthechecking,measuringand

testing ofraw materialsand partsto bepurchased.Thereceiving departmentis

responsibleforreceipt,identification,generalinspectionandconditionofallincoming

rawmaterialsandparts.

Thereceivingmanageractslikeacontrollingagencyforreceivingandmaintainingthe

qualityofthematerialstobereceived.He/sheactsascustodialagencyandlooksafter

the store management.Inspection is the most common method of attaining

standardisation,uniformityandqualityofthereceivingandincomingmaterialsand

parts.Itcan be conducted through either100 %/census inspection methods or

samplinginspectionmethod.
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Activity7.1

1.Definequalityinspection.Discussitsstages.

2.Prepareachecklistoftheactivitiesofinspectionofgoodsatreceiving.

3.Receivingandincomingraw materialsandpartsisveryimportantactivityandit

influencecost.”Commentonthisstatement.

4.Discussbrieflytheresponsibilitiesofapurchaseofficer.

5.Discusstheimportanceofreceivingandincomingqualityinspection.

6.Explainthewaysofdoinginspection?Enumerateadvantagesanddisadvantagesof

eachmethod.

7.Differentiatebetween100%inspectionandsamplinginspection

Unit8:Warehousing/Distribution

8.1Introduction

Iknowbynowwehavebeenintroducedtotheconceptofwarehousing.Inthisunitwe

aregoingtolookatwarehousingindetails.Warehousingisasupportfunctionfor

purchasing and plays an importantrole in attaining the overallobjectives ofan

organization’ssupplychainsystem.Warehouseisaplacewhereinventoryisstored.It

isbasicallyanareaofinterfaceforproduction,market,customersaswellassuppliers.

The performance ofwarehouse is often judged by its productivity and its cost

performance.
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8.2LearningOutcome

Bytheendofthisunityoushouldbeableto;

 discussthefunctionswithinthewarehouse.

 explainthebenefitsofthewarehouse.

 examinethewarehousealternatives.

 determinethenatureofwarehousecosts.

 discussthedecisionsinplanningthewarehouse.

 developawarehousespaceanddesign.

 developthewarehousemanagementsystems..

8.3TimeFrame:

Youwillcoverthefollowingtime;

 2hour30minutes’studytime

 2hoursinclass



8.2Warehousing

Intoday’shighlyinterconnectedandinterdependentsupplychainnetworks,successful

warehouse management involves a thorough understanding of how the basic

warehousemanagementfunctionsimpactthesupplychain.Thewarehouse,beinga
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criticallinkinthesupplychain,servesasthesourceoforderstatusinformationforthe

customers,provides inventoryvisibilityforthe supplychain partners and forthe

enterpriseasawhole.

Whilefocusingonwarehouseobjectivesofimprovingprofitthroughreducingcostand

enhancingcustomerservicelevel,thefollowinghavetobetakenintoconsideration:

 Utilizingthestoragespacetothemaximum

 Higherproductivityoflabour

 Reducedmaterialhandling

 ReducedorderfillingtimeMaximum utilizationofassets

 Reducedoperatingcost

8.5Functionswithinthewarehouse:

Receiving:Collectionofactivitiesinvolvedinproperreceiptofallmaterialscominginto

thewarehouse,providingtheassurancethatthequantityaswellasqualityisasper

ordered,and distributing the materials to storage orto the otherorganizational

functionswhichrequirethem.

Prepacking:Thisisdoneinthecasewhenproductsarereceivedinbulkfrom asupplier

andrepackedintosingleconsignments.Theentiremerchandise,whichisreceived,may

beprocessedatonce,oraportionmaybeheldinbulkforprocessinglater.

Storage:Puttingawaytheinventoryreceivedtocomplementorderpicking.Itcanbe

explainedasthephysicalholdingofmerchandisewhileitawaitsdemand.Methodof

storagedependsonthesizeandthequantityoftheitemsininventoryandthehandling

characteristicsoftheproductoritscontainer.

Orderpicking:Physicalselectionoftheproductsfrom theirlocationsafterreceivingthe

customerorders.Inotherwords,processbywhichitemsareremovedfrom storagein

ordertocatertoaspecificdemand.Adocumentnamedpicklistcontainingdetailslike

salesordernumber,shipmentdetails,item details,quantityetcfacilitatesorderpicking.
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Packagingand/orpricing:Thisisbasicallyoptionalwhichmaybedoneafterthe

pickingprocess.

Sortationand/oraccumulation:Whenawarehousestoresmultipleproducts,this

activityisdone.

Packingandshipping: Performanceoftasksrelatedtodispatchinganorder.This

includesthefollowingtaskslikecheckingwhetherorderiscompleteornot,packing

materialin an appropriate shipping container,preparation ofshipping documents,

includingpackinglist,addresslabel,andthebilloflading,weighingtheshipmentsto

determineshippingcharges,accumulateordersbyoutboundcarrier,loadingtrucksetc.

Trafficmanagement:Choosingthebestmodeoftransportationforinflowandoutflow.

8.6Benefitsofwarehousing:

Economic:Referstotheoverallreductioninthepurchasingcostsbyutilizingoneof

morebenefits.Themajorbenefitsareasfollows:

StockPiling:Stockspiledinthewarehouseactasbufferinventorywhichhelptotide

oversituationsofmaterialconstraintsandcustomerdemands.

Service:Servicebenefitsmaynotreducecostsandthejustificationforawarehouse

basedonserviceisanincreaseinthemarketshare,revenueandthusanincreasein

margin.Thebenefitsareasfollows:

SpotStocking:Aselectedamountofafirm’sproductlineisplacedinawarehouseto

fulfillcustomerordersduring akeyperiod ofmaximum seasonalsales.Features

includeanarrow productassortmentandstocksplacedinmanysmallwarehouses

cateringtospecificmarketsoveralimitedtimehorizon.

Assortment:Variousproductcombinationsarestockedinanassortmentwarehousein

anticipationofcustomerorders.Thisissimilartospotstockingexceptthatthishasa

broaderproductline,islimitedtoafewstrategiclocationsandfunctionsthroughoutthe

year.

Supportinproduction:Productionsupportwarehousesprovideaconstantsupplyof
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componentsandmaterialsforassemblyunits.Suchawarehousesupportsproduction

bysupplyingcomponentsorsub-assembliesinaregularandtimelymanner.

8.7WarehousingAlternatives:

Thevariouswarehousestrategiesareasfollows:

Privatewarehouse:

Referstohavingtheentirefacilityunderthefinancialandadministrativecontrolofthe

firm,i.e.thefirm ownstheproductandalsooperatesthewarehouse.Theactualfacility

canbeeitherownedorcanbetakenonlease,forashortperiod.Themajorbenefitsof

thiswarehouseare:

Control:Theenterprisehascompletedecision-makingauthorityoverallactivitiesinthe

facility thus enabling integration ofwarehousing operations with otherinternal

processesofthefirm.

Flexibility:Operationpoliciesandprocedurescanbeformulatedandalteredtosuit

individualneeds.

Cost:Thebasicobjectiveofthiswarehouseisnotprofit-making,thusthecostaspects

arelesscomparedtopublicwarehouses.

Marketing:Anintangiblebenefitisamarketingadvantageoverotherfirmsduetothe

firm’snameattachedwiththewarehousethusenhancingcustomerperception.

PublicWarehouse:

Publicwarehouseisaserviceprovidedtoothersbyfirmsthathavewarehousingspace,

storagefacility,andmaterialhandlingequipmentfortheirownuse.Thesearedesigned

tohandlethemostgeneralpackagedproductsorcommodities,whichwouldnotrequire

specializedstorageorhandlingarrangement.Theproductsusuallystoredarefood

grains,paperrolls,bulkmaterial(cement,fertilizers),furniture,chemicalsetc.

Amajoradvantageofapublicwarehouseisthattheyprovidefinancialflexibilityand

economies ofscale.More operating and managementexpertise is provided,as

warehousingisthecorebusinessforsuchfirms.Variablecostsarelowercomparedto
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privatefacilities.Withmorecustomersandhighervolumes,thefixedcostsarespread

overresultingineconomiesofscale.Publicwarehousesareofgreatusetofirms,which

arenewlyformed,andhavethedesireofexpandingtheirdistributionnetworkandthus

needn’tinvestindevelopingaprivatewarehouse.Theycanalternativelyhireaspacein

apublicwarehouseorchanneltheirfundsintootheractivities,whichgeneratemore

revenue.This would improve theirperformance and thus increase the return on

investment.Locationflexibilityisalsoavailablethroughpublicwarehouses.Firmscan

also closestoragefacilitiesinonemarketand openatotherplaceswithoutany

financiallosses.

ContractWarehouse:

Combinefeaturesofbothpublicandprivatewarehouses.Theriskissharedandthereis

along-term relationshipthatwillresultinlowercosts.Benefitsincludeeconomiesof

scale,flexibility,information,andequipmentsharingamongclients.

8.8Othertypesofwarehouse

GeneralMerchandise warehouses:Dealin allcommodities exceptspecialized or

commodityitems.Thesecaneitherbepublicorprivate.

Refrigerated/ColdStoragewarehouses:Usedforstoringperishableitems,whichare

keptatlowtemperaturestopreservequality.Theseareexpensiveandavariationofthis

typeofwarehouseisknownasthecontrolledtemperaturewarehouse,whichislesser

expensiveandisusedforstoringfruits,milketc.

Bondedwarehouses:Aspecialtypeofwarehousewherebydistributorscanproduce,

transferandstoreproductswithoutpayingexcisetaxesanddutiesonthem.The

governmentlicensesthesetovariousparties.

In-bond warehouses:Bring inimported merchandise,storeaswellasdisplaythe

merchandiseinshops,whichsellforexportorsellmerchandise,whichisdirectly

exported.

Specialcommoditywarehouses:Thesearespecializedandhandleaspecificorabulk

commodity.
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Combinationwarehouses:Warehouses,whichcombinealltheabovefacilities.

8.9Natureofwarehousingcosts:

Thewarehousingcostscanbeeither

Fixedcosts:Incurredirrespectiveofhowmuchorhowlittlethroughputisexperienced.

Variablecosts:Varywiththethroughput.

Table8.1:Warehousingcostsareassociatedwiththefollowing:

Association Costs

Land Rent

Building Rent&Rates

Storage and material handling

equipment

Maintenance

Labour Pickers,Packers

Supervision WarehouseManagement

Services Electricity,Telephone

Source:(ACCA,2018)

8.10Decisionsinplanningthewarehouse:

8.10.1WarehouseSiteSelection:

Costandservicearethekeyconsiderationshere.Theothersupplementaryfactorsare:

Nature ofproduct:This influences the numberand location ofwarehouses.For

perishable commodities,proximityto the consumption centers is essential.Itis

preferabletohavelimitednumberofwarehouses,whichhavedeliverylimitationin

termsofdistancesandgeographicalreach.

Infrastructure:Theefficiencyofthewarehouseoperationsimproveswiththeavailability

ofsuitableinfrastructurelikeroads,utilities(water,electricity,communicationetc)and
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labour,theunavailabilityofwhichwillincreasethetransportationcost.Forexample,for

coldstorage,availabilityofelectricityisamajorinfluencingfactor.

Access:Again,whentherethewarehouseislocatedataplacewherethereislittle

accessibility,thetransportationcostswillescalate.

Availability:Theavailabilityofwarehousespaceisan issue.In thecaseofnon-

availability,alternativelocationattheoutskirtswillbethealternative,butwhichwill

increasethetransportationcosts.

Market:Toofferbetterservicetocustomers,warehousesneedtolocateinproximityto

consumptioncenterssothatfrequentdeliveriesbycustomersinsmallquantitiescan

beorganizedatalimitedtime.

Regulationsandlocaltaxes:Governmentregulationsguidethesiteselectionforcertain

hazardouschemicals,explosivesetc.Insuchcases,therearelimitedoptionsforsite

selection.Alsotheregionalsalestaxandoctroichargesinfluencethesiteselection.

WithalackofuniformityinthesalestaxstructureacrosstheStates,warehouseswillbe

plannedtomakemaximum utilizationofthis.

Product–MixConsideration:

Theproductmixisdirectlyrelated to thedesign and operation ofa warehouse.

Considerationssuchasproductsales,demand,weight,bulk,packagingetcneedstobe

made.

8.11FutureExpansion

Someconsiderationabouttheestimatedrequirementsforfutureoperationsincaseof

expansionmustbemade.Afive–to–ten-yearexpansionplanmustbeconsidered

whileestablishingthewarehousefacilitiessothatnormaloperationsarenotdisturbed

duringexpansion.

8.11.1Selectingthematerialhandlingsystem:

Asmovementistheprimaryfunctionwithinawarehouse,itisnecessarytoselectthe

appropriatematerialhandlingsystem.



102

8.11.2Warehouselayout:

Thewarehouselayoutneedstofitspecificneeds.Considerationstobemadewhile

planningthelayoutandoperationare:

 Decidingonthereceivingandshippinglocations

 Identifyminimum pathsformovementofequipmentandpeople,forspeedystorage

andretrieval

 Classifyingitemsasslow,medium andfastandthenallocatingseparateareafor

these

 Placingthematerialhandlingsystemsattheirassignedlocation

8.11.3Determinationofwarehousespaceanddesign:

Asalesforecastortotaltonnageexpectedisusedtoestimatethefinalsizeofthe

warehouserequired.Anumberoftechniqueslikelinearprogramming,simulationetc

areusedtodeterminewarehousesize.

Warehousedesigningisaspecialtyplanningactivityusuallydonebyanarchitect.

Specificationslikesizeofwarehouse,lay-out,pathofmaterial-handlingequipmentare

required.Thewarehousemustbedesignedformaximum utilizationofavailablespace

andmaterialhandlingequipments.

8.11.4Factorstobeconsideredwhileinitiatingwarehouseoperations:

 Whilestockingthewarehouse,acompletelistofinventoryneedstobeobtained.

Quantitiesofindividualstockkeepingunitstobedeterminedwhileplanningthe

warehouse.

 Hiringandtrainingofpersonnelisanimportantissue.Theremustbeclarityabout

theroleplayedbypersonnelhiredforspecificrequirementsandeachgroupof

employeesneedstobegivenspecialtraining.

 The managementmustensure thatwork procedures are developed and also

understoodbypersonnel.
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 Protection againsttheftofmerchandise mustbe ensured.Adequate security

measurestobeundertakenbyallowingonlyauthorizedpersonneltoenterthe

premises,wherecomputerizedinventorycontrolandprocessingsystemsareofuse.

 Productdeteriorationarisesfrom carelessstorageandnon-compatibilityamong

productsstoredinthesamefacility.Carelesshandlingbywarehouseemployeesisa

matterofconcern.

 Whenfirmshandlealargenumberofproductsitiseconomicaltoutilizecomputers

forbillingandinventorycontrol.Thecomputerinventoryneedstobecomparedwith

thephysicalstock

Accidentpreventionisanimportantconsideration.

8.12WarehouseManagementSystems

Thisisasoftwaresolutiontocontrolmovementandstorageofmaterialswithina

warehouse, transportation management, order management, and a complete

accountingsystem.ThefollowingactivitiesaremanagedthroughaWMS:

Inbound:Functionslikeadditionofanewpurchaseorder,palletisation,receiptofgoods,

puttingawayreceivedgoodsetc

Inventory Management:Transferring inventory,holding and adjusting inventory,

awarenessofinventorybalancesetc

Outbound:Taskssuchascreatinganorderofshipment,shippingmultipleorders,

allocationoforders,shippingorderstatusetc.

8.1:Activity

(1)Explainthebenefitsofwarehousing.

(2)Evaluatethedecisionsinplanningthewarehouse.
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8.2Summary

Warehousebeingtheinterfaceareaforproduction,market,customersandsuppliers

performsanumberoffunctionsinthesupplychain.Whiletheroleofatraditional

warehouse was to maintain a supply ofgoods to protectany uncertainty,the

contemporarywarehousingoffersahostofmuchothervalueaddedservices.Effective

warehousinghasbecometheorderoftheday.


