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UNIT 1: INVENTORY CONTROL CONCEPTS

1.00 INTRODUCTION

In this unit we will study the various conceptsatetl to inventory and inventory control. A simple
way of looking at inventory is like a list of vatie physical objects used by the business for
reselling or repairing. In hotels and restauramshave inventoy like the stock of consumables
(edibles, washing agents, etc) as well as fabeiggipments, furniture and fixtures. It is a pragtic
to keep stock of the items in the hotels or restaiiand keep a check on their quantity availability
to ensure that business is able to give propelicgetw its customer. If you do not keep periodic
record of inventory, it may happen that suddenlghitag powder runs out and you have to rush to
purchase it. Similarly keeping periodic check owveimtory or stock allows you to know if an item
is stolen.

Close to the concept of inventory control is theaapt of valuation. In any business dealing it is
important that you do valuation of the businessskol\s a hotelier suppose you wish to acquire
another hotel by purchase, you would like to knber fair price which you may pay. For this you
need to know how valuation is carried out, what vheous assumptions of valuations are and
similar things.

Hence it is important that you go through this watefully. The concepts learned in this unit
would be very helpful to you as a professional &il ws in understanding various concepts in
other courses of the program.

1.01 UNIT OBJECTIVES

After completing this Unit, you will be able to

» Explain what is meant by Inventory control

» Discuss the concept of Periodic inventory

» Elaborate the importance of Physical inventory
» Discuss the meaning of Stock-taking

» Describe the concept of Inventory

» Explain the importance of Valuation (finance)

1.02 INVENTORY

Inventory (American English) or stock (British Eistl) is the goods and materials that a business
holds for the ultimate goals to have a purposeséle (or repair).

Inventory management is a discipline primarily algpecifying the shape and placement of stocked
goods. It is required at different locations withifacility or within many locations of a supply
network to precede the regular and planned codrseoduction and stock of materials.

The concept of inventory, stock or work-in-prockas been extended from manufacturing systems to
service businesses and projects, by generalizanddfinition to be "all work within the process of
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production- all work that is or has occurred ptimthe completion of production.” In the contexiaof
manufacturing production system, inventory referalt work that has occurred - raw materials,
partially finished products, finished products ptio sale and departure from the manufacturing
system. In the context of services, inventory ieferall work done prior to sale, including pattial
process information.

Definition

The scope of inventory management concerns thadalaetween replenishment lead time, carrying
costs of inventory, asset management, inventogchsting, inventory valuation, inventory visibility
future inventory price forecasting, physical invagt available physical space, quality management,
replenishment, returns and defective goods, andiddrforecasting. Balancing these competing
requirements leads to optimal inventory levels,olitis an ongoing process as the business needs
shift and react to the wider environment.

Inventory management involves a retailer seekirgctuire and maintain a proper merchandise
assortment while ordering, shipping, handling a#ldted costs are kept in check. It also involves
systems and processes that identify inventory rements, set targets, provide replenishment
techniques, report actual and projected inventtatys and handle all functions related to the fragk
and management of material. This would includentieaitoring of material moved into and out of
stockroom locations and the reconciling of the ey balances. It also may include ABC analysis,
lot tracking, cycle counting support, etc. Managetwd the inventories, with the primary objectivie o
determining/controlling stock levels within the gigal distribution system, functions to balance the
need for product availability against the needmimimizing stock holding and handling costs.

Business inventory
Reasons for keeping stock
There are five basic reasons for keeping an invgnto

Time - The time lags present in the supply chammfsupplier to user at every stage, requires that
you maintain certain amounts of inventory to usthia lead time. However, in practice, inventory is
to be maintained for consumption during 'variationkead time'. Lead time itself can be addressed b
ordering that many days in advance.

Seasonal Demand: demands varies periodically, fodiugers capacity is fixed. This can lead to stock
accumulation, consider for example how goods coesuomly in holidays can lead to accumulation
of large stocks on the anticipation of future canption.

Uncertainty - Inventories are maintained as buffenmeet uncertainties in demand, supply and
movements of goods.

Economies of scale - Ideal condition of "one uhé éime at a place where a user needs it, when he
needs it" principle tends to incur lots of costsdrms of logistics. So bulk buying, movement and
storing brings in economies of scale, thus inventor

Appreciation in Value - In some situations, sontzktgains the required value when it is kept for
some time to allow it reach the desired standarddasumption, or for production. For example;
beer in the brewing industry
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All these stock reasons can apply to any ownerauyzct.
Special terms used in dealing with inventory manageent

Stock Keeping UnifSKU) SKUs are clear, internal identification nuenbd assigned to each of the
products and their variants. SKUs can be any coatioim of letters and numbers chosen, just as long
as the system is consistent and used for all th@ugts in the inventory.

Stockoutmeans running out of the inventory of an SKU.

"New old stock” (sometimes abbreviated NOS) isrmtgsed in business to refer to merchandise

being offered for sale that was manufactured laymlaut that has never been used. Such merchandise
may not be produced anymore, and the new old stagkrepresent the only market source of a
particular item at the present time.

Typology

» Buffer/safety stock

* Reorder level

» Cycle stock (Used in batch processes, it is thdabla inventory, excluding buffer stock)

» De-coupling (Buffer stock held between the machinessingle process which serves as a
buffer for the next one allowing smooth flow of wanstead of waiting the previous or next
machine in the same process)

» Anticipation stock (Building up extra stock for pmts of increased demand - e.g. ice cream
for summer)

* Pipeline stock (Goods still in transit or in th@pess of distribution - have left the factory but
not arrived at the customer yet)

» Average Daily/Weekly usage quantity X Lead timelays + Safety stock

Inventory examples

While accountants often discuss inventory in teofngoods for sale, organizations - manufacturers,
service-providers and not-for-profits - also haweentories (fixtures, furniture, supplies, etcatth

they do not intend to sell. Manufacturers', disttiss', and wholesalers' inventory tends to cluster
warehouses. Retailers' inventory may exist in eetvawse or in a shop or store accessible to
customers. Inventories not intended for sale téoeners or to clients may be held in any premises an
organization uses. Stock ties up cash and, if unalbed, it will be impossible to know the actual

level of stocks and therefore impossible to corttiem.

While the reasons for holding stock were coveratiezgamost manufacturing organizations usually
divide their "goods for sale" inventory into:

» Raw materials - materials and components schedoitadse in making a product.

* Work in process, WIP - materials and componentstthge begun their transformation to
finished goods.

» Finished goods - goods ready for sale to customers.

» Goods for resale - returned goods that are salable.

* Stocks in transit.

» Consignment stocks.

* Maintenance supply.
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For example:
Manufacturing

A canned food manufacturer's materials inventocjuithes the ingredients to form the foods to be
canned, empty cans and their lids (or coils oflsiealuminum for constructing those components),
labels, and anything else (solder, glue, etc.)whihform part of a finished can. The firm's wairk
process includes those materials from the timelefse to the work floor until they become complete
and ready for sale to wholesale or retail custoniéris may be vats of prepared food, filled cants no
yet labeled or sub-assemblies of food componeintsay also include finished cans that are not yet
packaged into cartons or pallets. Its finished goedntory consists of all the filled and labeleths

of food in its warehouse that it has manufacturediva@ishes to sell to food distributors (wholesglers
to grocery stores (retailers), and even perhapsrisumers through arrangements like factory stores
and outlet centers.

Capital Projects

The partially completed work (or Work in Process@imeasure of inventory built during the work
execution of a capital project, such as encoudtereivilian infrastructure construction or oil gas.
Inventory may not only reflect physical items (s@shmaterials, parts, partially-finished sub-
assemblies) but also knowledge work-in-procesd(asgartially completed engineering designs of
components and assemblies to be fabricated).

Virtual inventory

A "virtual inventory" (also known as a "bank invent") enables a group of users to share common
parts, especially where their availability at shastice may be critical but they are unlikely to
required by more than a few bank members at anyiome

Costs associated with inventory

There are several costs associated with inventory:

Ordering cost

» Setup cost
* Holding Cost
» Shortage Cost

Principle of inventory proportionality

Purpose

Inventory proportionality is the goal of demandven inventory management. The primary optimal
outcome is to have the same number of days' (aishaic.) worth of inventory on hand across all
products so that the time of runout of all prodwetsild be simultaneous. In such a case, there is no
"excess inventory," that is, inventory that woutdleft over of another product when the first pretdu
runs out. Excess inventory is sub-optimal becalsertoney spent to obtain it could have been
utilized better elsewhere, i.e. to the product jphsit ran out.
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The secondary goal of inventory proportionalitynigentory minimization. By integrating accurate
demand forecasting with inventory management, rattzm only looking at past averages, a much
more accurate and optimal outcome is expected.

Integrating demand forecasting into inventory mamaent in this way also allows for the prediction
of the "can fit" point when inventory storage miied on a per-product basis.

Applications

The technique of inventory proportionality is magpropriate for inventories that remain unseen by
the consumer, as opposed to "keep full" systemsenneetail consumer would like to see full shelves
of the product they are buying so as not to thindytare buying something old, unwanted or stale;
and differentiated from the "trigger point" systewisere product is reordered when it hits a certain
level; inventory proportionality is used effectiydly just-in-time manufacturing processes and Iretai
applications where the product is hidden from view.

One early example of inventory proportionality used retail application in the United States was
for motor fuel. Motor fuel (e.g. gasoline) is gealéyr stored in underground storage tanks. The
motorists do not know whether they are buying gaeabff the top or bottom of the tank, nor need
they care. Additionally, these storage tanks harv&gimum capacity and cannot be overfilled.
Finally, the product is expensive. Inventory prdonality is used to balance the inventories of the
different grades of motor fuel, each stored in daigid tanks, in proportion to the sales of eactiggra
Excess inventory is not seen or valued by the aomsuso it is simply cash sunk (literally) into the
ground. Inventory proportionality minimizes the ambof excess inventory carried in underground
storage tanks. This application for motor fuel \iest developed and implemented by Petrolsoft
Corporation in 1990 for Chevron Products Compangstnajor oil companies use such systems
today.

Roots

The use of inventory proportionality in the Unit8thtes is thought to have been inspired by Japanese
just-in-time parts inventory management made fanbbyuSoyota Motors in the 1980s.

High-level inventory management

It seems that around 1880 there was a changenaofa@uring practice from companies with
relatively homogeneous lines of products to hotatyintegrated companies with unprecedented
diversity in processes and products. Those compdegpecially in metalworking) attempted to
achieve success through economies of scope - the gfgointly producing two or more products in
one facility. The managers now needed informatiothe effect of product-mix decisions on overall
profits and therefore needed accurate productiofisimation. A variety of attempts to achieve this
were unsuccessful due to the huge overhead ohfbemation processing of the time. However, the
burgeoning need for financial reporting after 180€ated unavoidable pressure for financial
accounting of stock and the management need tov@sige products became overshadowed. In
particular, it was the need for audited accourds $kaled the fate of managerial cost accounting. T
dominance of financial reporting accounting ovenagement accounting remains to this day with
few exceptions, and the financial reporting deffimis of 'cost' have distorted effective management
‘cost' accounting since that time. This is paréidyltrue of inventory.

Hence, high-level financial inventory has these basic formulas, which relate to the accounting
period:
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Cost of Beginning Inventory at the start of theigetr- inventory purchases within the period + cost
of production within the period = cost of goods italzle

Cost of goods available - cost of ending inventdrihe end of the period = cost of goods sold

The benefit of these formulas is that the firstaaibs all overheads of production and raw material
costs into a value of inventory for reporting. Hezond formula then creates the new start point for
the next period and gives a figure to be subtraftted the sales price to determine some form of
sales-margin figure.

Manufacturing management is more interesteidventory turnover ratior average days to sell
inventorysince it tells them something about relative ineenlevels.

Inventory turnover ratio (also known as inventargns) = cost of goods sold / Average Inventory =
Cost of Goods Sold / ((Beginning Inventory + Endingentory) / 2)

and its inverse

Average Days to Sell Inventory = Number of DayseaiY/ Inventory Turnover Ratio = 365 days a
year / Inventory Turnover Ratio

This ratio estimates how many times the inventargg over a year. This number tells how much
cash/goods are tied up waiting for the procesdsadritical measure of process reliability and
effectiveness. So a factory with two inventory tihas six months stock on hand, which is generally
not a good figure (depending upon the industry)enghs a factory that moves from six turns to
twelve turns has probably improved effectivenesd®¥%. This improvement will have some
negative results in the financial reporting, sitiee 'value' now stored in the factory as inventsry
reduced.

While these accounting measures of inventory ang wgeful because of their simplicity, they are
also fraught with the danger of their own assunmaid here are, in fact, so many things that cap var
hidden under this appearance of simplicity thaamety of 'adjusting' assumptions may be used.
These include:

» Specific Identification

* Lower of cost or market
* Weighted Average Cost
* Moving-Average Cost

* FIFO and LIFO.

Inventory Turn is a financial accounting tool fmaéuating inventory and it is not necessarily a
management tool. Inventory management should leaforlooking. The methodology applied is
based on historical cost of goods sold. The ratig not be able to reflect the usability of future
production demand, as well as customer demand.

Business models, including Just in Time (JIT) Irteey, Vendor Managed Inventory (VMI) and
Customer Managed Inventory (CMI), attempt to mizenon-hand inventory and increase inventory
turns. VMI and CMI have gained considerable atantue to the success of third-party vendors who
offer added expertise and knowledge that orgamiaatinay not possess.
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Inventory management in modern days is online teikand more viable in digital. This type of
dynamics order management will require end-to-asithility, collaboration across fulfillment
processes, real-time data automation among diffe@npanies, and integration among multiple
systems.

Accounting for inventory

Each country has its own rules about accountingfiggntory that fit with their financial-reporting
rules.

For example, organizations in the U.S. defmeentory to suit their needs within US Generally
Accepted Accounting Practices (GAAP), the rulesrdef by the Financial Accounting Standards
Board (FASB) (and others) and enforced by the Begurities and Exchange Commission (SEC) and
other federal and state agencies. Other countfies bave similar arrangements but with their own
accounting standards and national agencies instead.

It is intentional that financial accounting usesnstards that allow the public to compare firms'
performance, cost accounting functions internallgn organization and potentially with much
greater flexibility. A discussion of inventory frostandard and Theory of Constraints-based
(throughput) cost accounting perspective follomsis@xamples and a discussion of inventory from a
financial accounting perspective.

The internal costing/valuation of inventory candoenplex. Whereas in the past most enterprises ran
simple, one-process factories, such enterpriseguate probably in the minority in the 21st century
Where 'one process' factories exist, there is &ehéor the goods created, which establishes an
independent market value for the good. Today, mititistage-process companies, there is much
inventory that would once have been finished galish is now held as ‘work in process' (WIP).
This needs to be valued in the accounts, but thetian is a management decision since there is no
market for the partially finished product. This samhat arbitrary ‘valuation' of WIP combined with
the allocation of overheads to it has led to somatanded and undesirable results.

Financial accounting

An organization's inventory can appear a mixeddohgs since it counts as an asset on the balance

sheet, but it also ties up money that could sasvether purposes and requires additional expearse f
its protection. Inventory may also cause signifidar expenses, depending on particular countries'
laws regarding depreciation of inventory, as in MRower Tool Company v. Commissioner.

Inventory appears as a current asset on an org@mmzsbalance sheet because the organization can,
in principle, turn it into cash by selling it. Soraeganizations hold larger inventories than their
operations require in order to inflate their apptiasset value and their perceived profitability.

In addition to the money tied up by acquiring intaey, inventory also brings associated costs for
warehouse space, for utilities, and for insuranaeot/er staff to handle and protect it from firelan
other disasters, obsolescence, shrinkage (thefeanods), and others. Such holding costs can mount
up: between a third and a half of its acquisitiatue per year.

Businesses that stock too little inventory canakétadvantage of large orders from customers yf the
cannot deliver. The conflicting objectives of coshtrol and customer service often pit an
organization's financial and operating managergagas sales and marketing departments.
Salespeople, in particular, often receive salesnaizgion payments, so unavailable goods may
reduce their potential personal income. This conflan be minimised by reducing production time to
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being near or less than customers' expected dglivee. This effort, known as "Lean production"
will significantly reduce working capital tied up inventory and reduce manufacturing costs (See the
Toyota Production System).

Role of inventory accounting

By helping the organization to make better decisitine accountants can help the public sector to
change in a very positive way that delivers inoegagalue for the taxpayer’'s investment. It can also
help to incentive's progress and to ensure thatmef are sustainable and effective in the long term
by ensuring that success is appropriately recogdnrizéoth the formal and informal reward systems
of the organization.

To say that they have a key role to play is an tstde2ment. Finance is connected to most, if npt al
of the key business processes within the orgaoizali should be steering the stewardship and
accountability systems that ensure that the orgéiniz is conducting its business in an appropriate,
ethical manner. It is critical that these foundasiare firmly laid. So often they are the litmust tey
which public confidence in the institution is eitlveon or lost.

Finance should also be providing the informatiorglgsis and advice to enable the organizations’
service managers to operate effectively. This p@gend the traditional preoccupation with budgets

— how much have we spent so far, how much do we l&t/to spend? It is about helping the
organization to better understand its own perforceaimhat means making the connections and
understanding the relationships between given gpuhe resources brought to bear — and the outputs
and outcomes that they achieve. It is also abodérstanding and actively managing risks within the
organization and its activities.

FIFO vs. LIFO accounting

When a merchant buys goods from inventory, theevaftthe inventory account is reduced by the
cost of goods sold (COGS). This is simple wherecthst has not varied across those held in stock;
but where it has, then an agreed method must Iiedeo evaluate it. For commaodity items that one
cannot track individually, accountants must chamseethod that fits the nature of the sale. Two
popular methods in use are: FIFO (first in - fogt) and LIFO (last in - first out).

FIFO treats the first unit that arrived in invert@as the first one sold. LIFO considers the lagt un
arriving in inventory as the first one sold. Whitiethod an accountant selects can have a significant
effect on net income and book value and, in tumtaation. Using LIFO accounting for inventory, a
company generally reports lower net income and tdwek value, due to the effects of inflation.

This generally results in lower taxation. Due t&-Qls potential to skew inventory value, UK GAAP
and IAS have effectively banned LIFO inventory aguing. LIFO accounting is permitted in the
United States subject to section 472 of the InldReaenue Code.

Standard cost accounting

Standard cost accounting uses ratios called afftoés that compare the labour and materials agtuall
used to produce a good with those that the samegsgeould have required under "standard"
conditions. As long as actual and standard conditare similar, few problems arise. Unfortunately,
standard cost accounting methods developed abOuwedrs ago, when labor comprised the most
important cost in manufactured goods. Standard oasticontinue to emphasize labor efficiency even
though that resource now constitutes a (very) spaati of cost in most cases.
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Standard cost accounting can hurt managers, workedsfirms in several ways. For example, a
policy decision to increase inventory can harm auf@cturing manager's performance evaluation.
Increasing inventory requires increased produciinch means that processes must operate at
higher rates. When (not if) something goes wrohg,drocess takes longer and uses more than the
standard labor time. The manager appears resperisitthe excess, even though s/he has no control
over the production requirement or the problem.

In adverse economic times, firms use the same@ifiees to downsize, rightsize, or otherwise reduce
their labor force. Workers laid off under thosecamstances have even less control over excess
inventory and cost efficiencies than their managers

Many financial and cost accountants have agreechéory years on the desirability of replacing
standard cost accounting. They have not, howevand a successor.

Theory of constraints cost accounting

Eliyahu M. Goldratt developed the Theory of Congtiain part to address the cost-accounting
problems in what he calls the "cost world." He offa substitute, called throughput accounting, that
uses throughput (money for goods sold to custoniedpce of output (goods produced that may sell
or may boost inventory) and considers labor agedfrather than as a variable cost. He defines
inventory simply as everything the organization ewlmat it plans to sell, including buildings,
machinery, and many other things in addition todéegories listed here. Throughput accounting
recognizes only one class of variable costs: thlg trariable costs, like materials and components,
which vary directly with the quantity produced

Finished goods inventories remain balance-sheetsassut labor-efficiency ratios no longer evaluate
managers and workers. Instead of an incentivedwoelabor cost, throughput accounting focuses
attention on the relationships between throughmwefiue or income) on one hand and controllable
operating expenses and changes in inventory ootlies.

National accounts

Inventories also play an important role in natiomatounts and the analysis of the business cycle.
Some short-term macroeconomic fluctuations aréated to the inventory cycle.

Distressed inventory

Also known as distressed or expired stock, distegsventory is inventory whose potential to be
sold at a normal cost has passed or will soon jrasgrtain industries it could also mean that the
stock is or will soon be impossible to sell. Exaegpbf distressed inventory include products which
have reached their expiry date, or have reachedeaid advance of expiry at which the planned
market will no longer purchase them (e.g. 3 mokgfido expiry), clothing which is out of fashion,
music which is no longer popular and old newspapersagazines. It also includes computer or
consumer-electronic equipment which is obsoletdisgontinued and whose manufacturer is unable
to support it, along with products which use tlygetof equipment e.g. VHS format equipment and
videos.

In 2001, Cisco wrote off inventory worth US $2.28ién due to duplicate orders. This is considered
one of the biggest inventory write-offs in businaistory.

Stock Rotation
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Stock Rotation is the practice of changing the wagntory is displayed on a regular basis. This is
most commonly used in hospitality and retail - jgaiteirity where food products are sold. For
example, in the case of supermarkets that a custivetgients on a regular basis, the customer may
know exactly what they want and where it is. Tleisults in many customers going straight to the
product they seek and do not look at other itemsad®. To discourage this practice, stores wilitieot
the location of stock to encourage customers tk tbmugh the entire store. This is in hopes the
customer will pick up items they would not normadise.

Inventory credit

Inventory credit refers to the use of stock, orimwory, as collateral to raise finance. Where banks
may be reluctant to accept traditional collatei@ example in developing countries where lane titl
may be lacking, inventory credit is a potentiaftypiortant way of overcoming financing constraints.
This is not a new concept; archaeological evideggests that it was practiced in Ancient Rome.
Obtaining finance against stocks of a wide rangerofiucts held in a bonded warehouse is common
in much of the world. It is, for example, used withrmesan cheese in Italy. Inventory credit on the
basis of stored agricultural produce is widely uisedatin American countries and in some Asian
countries. A precondition for such credit is thahks must be confident that the stored product will
be available if they need to call on the collataifzik implies the existence of a reliable netwotk
certified warehouses. Banks also face problemsilning the inventory. The possibility of sudden
falls in commodity prices means that they are uguialuctant to lend more than about 60% of the
value of the inventory at the time of the loan.

CHECK YOUR PROGRESS

Define “inventory” and ‘inventory management’.

Explain reasons for keeping inventory

Describe the various types of inventory

What is the use of ‘blank’ or ‘virtual’ inventory?

What is the purpose of Inventory proportionality@Hin using example.
Describe the various tools used in inventory manege.

What is the role of inventory accounting?

Explain the concept of LIFO and FIFO accounting.

Describe the concept of Standard cost accountimg/entory accounting practice.
Elaborate the theory of constrain cost accounting.

Explain inventory credit.
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1.03INVENTORY CONTROL

Inventory control or stock control can be broadly defined as "the activity of checlkarnghop’s
stock”. More specificallyjnventory control may refer to:

* In operations managem, logistics and supply chain managemdné technological syste
and the programmed softwenecessary for managing inventory

e In economics andperations managem;, the inventory control problemvhich aims to
reduce overhead cost without hurting sales. It answhe 3 basic questions of any suj
chain: When? Where? How mur

* Inthe field ofloss preventio, systems designed to introduce technical bartieshoplifting

Systems

Inventay control is also about knowing where all stoclf& ensuring everything is accounted fc
any given time.An inventory control system or a computerized invgngyster is a process for
managing and locating objects or mater In common usagehé term may also refer to jithe
software component#lany shops now use stock control systems. Tme tstock control systen
can be used to @fude various aspects of controlling the amourgto€k on the shelves and in
stockroom and how reordering happens. Typical feataf stock control software inclu

* Ensuring that theroduct: are on the shelf in shops in just the right qugu

* Recognizing when austome has bought a product.

» Automatically signalling when more products nito be put on the shefifom the stockroom.

« Automatically reordering stock at the appropri@teetfrom the maiwarehous.

» Automatically producing management information mpthat could be used both by lo
managers and aead offict.

These might detail what has sold, how quickly andteatprice, for example. Reports could be ut
to predict when to stock up on extra productsef@mple, aChristmasor to make decisions abc
special offersdiscontinuing products and so on. Sending reordenformation not only to th
warehous but also directly to thfactoryproducing the products enables them to optir
production.

Fig 1.01 Wireless ba-code reader with docking station.
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Modern inventory control systems often rely uporcbdes and radio-frequency identification (RFID)
tags to provide automatic identification of invemtobjects. Inventory objects could include anydkin
of physical asset: merchandise, consumables, figedts, circulating tools, library books, or cdpita
equipment. To record an inventory transaction sifstem uses a barcode scanner or RFID reader to
automatically identify the inventory object, an@hcollects additional information from the
operators via fixed terminals (workstations), orom®computersThe new trend in inventory
management is to label inventory and assets withCQ&Re, and use smart-phones to keep track of
inventory count and movement. These new systemssarecially useful for field service operations,
where an employee needs to record inventory trénsaar look up inventory stock in the field, away
from the computers and hand-held scanners.

Advantages and disadvantages

Stock control systems ensure that shelves are jppatay stocked. If there is too much stock,asti

up a company's money, money that might be betemtsm reducing their overdraft, on advertising
the business or on paying for better facilitiesdostomers, for example. Too much stock means that
some perishable products might not sell and woalato be thrown away and this would reduce a
stock control system outweigh the disadvantages.

Inventory optimization

Inventory optimization is a method of balancingitapnvestment constraints or objectives and
service-level goals over a large assortment okskeeping units (SKUs) while taking demand and
supply volatility into account.

Inventory management software

Inventory management software is a computer-bagsdra for tracking inventory levels, orders,
sales and deliveries. It can also be used in theufaaturing industry to create a work order, bill o
materials and other production-related documenim@anies use inventory management software to
avoid product overstock and outages. It is a toobfganizing inventory data that before was
generally stored in hard-copy form or in spreadihégis often associated with and is similar to
distribution software, as distributors that can pete with less cash tied up in inventories have a
distinct advantage over their competitors.

CHECK YOUR PROGRESS

Define ‘inventory control’.

Describe the inventory control system.

What are the advantages and disadvantages of aryaruntrol system?

1.04 PERIODIC INVENTORY

Periodic inventory is a system of inventory in which updates are nwada periodic basis. This
differs from perpetual inventory systems, whereaies are made as seen fit.
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In a periodic inventory system no effort is mad&dep up-to-date records of either the inventory or
the cost of goods sold. Instead, these amounigeseemined only periodically - usually at the efid o
each year. This physical count determines the abhwfunventory appearing in the balance sheet. The
cost of goods sold for the entire year then isrddteed by a short computation.

1.05 PHYSICAL INVENTORY

Physical inventoryis a process where a business physically cousentire inventory. A physical
inventory may be mandated by financial accountirlgs or the tax regulations to place an accurate
value on the inventory, or the business may neegduat inventory so component parts or raw
materials can be restocked. Businesses may usebdifferent tactics to minimize the disruption
caused by physical inventory.

* Inventory services provide labor and automatiogukly count inventory and minimize
shutdown time.

» Inventory control system software can speed thaiphlinventory process.

» A perpetual inventory system tracks the receiptuwusalof inventory, and calculates the
guantity on hand.

» Cycle counting, an alternative to physical inveptanay be less disruptive.

The Finance or Business Manager of the unit isorsiple for ensuring the annual physical inventory
is properly performed, inventory records refleduatquantities on hand, inventory valuation
methods are appropriate, and adjustments are dritetiee business's accounting system on a timely
basis. In addition, the Finance or Business Managasponsible for ensuring that segregation of
duties is maintained throughout the inventory pssde promote the safeguarding of the assets,
protection of employees, and objective reportingieéntory. Specifically, no one person should be
able to authorize a transaction (e.g., a purchasale), record the transaction, have custodyef th
inventory, and perform the related reconciliation.

CHECK YOUR PROGRESS

Describe the periodic inventory.

Explain the physical inventory.

Explain the various tactics employed by businesganwdonducting physical inventory.

1.06 STOCK-TAKING

Stock-taking or "inventory checking" is the physical verifiaati of the quantities and condition of
items held in an inventory or warehouse. This magdne to provide an audit of existing stock. It is
also the source of stock discrepancy information.

Stock-taking may be performed as an intensive dnaod of fiscal year, procedure or may be done
continuously by means of a cycle count. An annadl@f fiscal year stock-taking is typically
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undertaken for use in a company's financial statesndt is often done in the presence of the exiern
auditors who are auditing the financial statements.

Periodic counting is usually undertaken for regulaexpensive items. The term "periodic” may refer
to annual stock count. However, "periodic” may akser to half yearly, seasonal, quarterly, monthly
bi-monthly or daily. For expensive items a shopteriod of stock-taking is preferred.

A stock-take sale is a sale with reduced pricesshop designed to sell off stock from previous
seasons. This makes the task of stock-taking easier

Another purpose of stock take is determination ofitaff point i.e. what was the stock position o t
company/organization at a specific point of time.

CHECK YOUR PROGRESS

Describe the process of stock taking.
Explain the concept of stock taking.

What is the purpose of stock taking?

1.07 VALUATION (FINANCE)

In finance valuation is the process of determining the present valig @Pan asset. Valuations can

be done on assets (for example, investments inetarle securities such as stocks, options, business
enterprises, or intangible assets such as patedtsademarks) or on liabilities (e.g., bonds isshg

a company). Valuations are needed for many reagmisas investment analysis, capital budgeting,
merger and acquisition transactions, financial riépg, taxable events to determine the proper tax
liability, and in litigation.

Valuation overview
Valuation of financial assets is done using onmore of these types of models:

Absolute value models that determine the presdoevaf an asset's expected future cash flows.
These kinds of models take two general forms: apdtiod models such as discounted cash flow
models or single-period models such as the Gordmtem These models rely on mathematics rather
than price observation.

Relative value models determine value based oolikervation of market prices of similar assets.

Option pricing models are used for certain typesnaincial assets (e.g., warrants, put options, cal
options, employee stock options, investments withedded options such as a callable bond) and are
a complex present value model. The most commomiicing models are the Black—Scholes-
Merton models and lattice models.

BCH305/HTS613: F&B INVENTORY CONTROL Page 18



Common terms for the value of an asset or liabdity market value, fair value, and intrinsic value.
The meanings of these terms differ. For instan¢esnaan analyst believes a stock’s intrinsic vadue i
greater (less) than its market price, an analy&esa "buy" ("sell") recommendation. Moreover, an
asset's intrinsic value may be subject to persgpiaion and vary among analysts.

The International Valuation Standards include defins for common bases of value and generally
accepted practice procedures for valuing asseif tfpes.

Business valuation

Businesses or fractional interests in businessgsb@aalued for various purposes such as mergers
and acquisitions, sale of securities, and taxai@ats. An accurate valuation of privately owned
companies largely depends on the reliability offtira's historic financial information. Public
company financial statements are audited by CedtiRublic Accountants (USA), Chartered Certified
Accountants (ACCA) or Chartered Accountants (UK &ashada) and overseen by a government
regulator. Alternatively, private firms do not hag@vernment oversight—unless operating in a
regulated industry—and are usually not requireldatee their financial statements audited. Moreover,
managers of private firms often prepare their foi@rstatements to minimize profits and, therefore,
taxes. Alternatively, managers of public firms téadvant higher profits to increase their stoclceri
Therefore, a firm's historic financial informatiamay not be accurate and can lead to over- and
undervaluation. In an acquisition, a buyer ofterigrens due diligence to verify the seller's
information.

Financial statements prepared in accordance witkrgdly accepted accounting principles (GAAP)
show many assets based on their historic costsrrdthan at their current market values. For insanc
a firm's balance sheet will usually show the vaitiand it owns at what the firm paid for it rather
than at its current market value. But under GAAGureements, a firm must show the fair values
(which usually approximates market value) of soypes of assets such as financial instruments that
are held for sale rather than at their originat.céthen a firm is required to show some of its tssae
fair value, some call this process "mark-to-markBtit reporting asset values on financial statement
at fair values gives managers ample opportunigldot asset values upward to artificially increase
profits and their stock prices. Managers may bdvatgd to alter earnings upward so they can earn
bonuses. Despite the risk of manager bias, equigsiors and creditors prefer to know the market
values of a firm's assets—rather than their histbgosts—because current values give them better
information to make decisions.

There are commonly three pillars to valuing busirexgtities: comparable company analyses,
discounted cash flow analysis, and precedent tctinsaanalysis.

Discounted cash flow method

This method estimates the value of an asset basesd expected future cash flows, which are
discounted to the present (i.e., the present valig$ concept of discounting future money is
commonly known as the time value of money. Foraneg, an asset that matures and pays $1 in one
year is worth less than $1 today. The size of theatint is based on an opportunity cost of capital
and it is expressed as a percentage or discownt rat

In finance theory, the amount of the opportunitgtde based on a relation between the risk andrretu
of some sort of investment. Classic economic themmintains that people are rational and averse to
risk. They, therefore, need an incentive to acdskt The incentive in finance comes in the form of
higher expected returns after buying a risky asseither words, the more risky the investment, the
more return investors want from that investmentntyshe same example as above, assume the first
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investment opportunity is a government bond thiltpaly interest of 5% per year and the principal
and interest payments are guaranteed by the goeaitnilternatively, the second investment
opportunity is a bond issued by small company &atlhond also pays annual interest of 5%. If given
a choice between the two bonds, virtually all ineeswould buy the government bond rather than the
small-firm bond because the first is less riskyle/piaying the same interest rate as the riskiesrskc
bond. In this case, an investor has no incentivmitothe riskier second bond. Furthermore, in order
to attract capital from investors, the small firgsuing the second bond must pay an interest rate
higher than 5% that the government bond pays. @iker no investor is likely to buy that bond and,
therefore, the firm will be unable to raise capiiuit by offering to pay an interest rate more tbé@

the firm gives investors an incentive to buy aigskond.

For a valuation using the discounted cash flow omtlone first estimates the future cash flows from
the investment and then estimates a reasonableudistate after considering the riskiness of those
cash flows and interest rates in the capital markéext, one makes a calculation to compute the
present value of the future cash flows.

Guideline companies method

This method determines the value of a firm by olisgrthe prices of similar companies (called
"guideline companies") that sold in the market. §heales could be shares of stock or sales oéentir
firms. The observed prices serve as valuation beadks. From the prices, one calculates price
multiples such as the price-to-earnings or priebdok ratios—one or more of which used to value
the firm. For example, the average price-to-eamimgltiple of the guideline companies is applied to
the subject firm's earnings to estimate its value.

Many price multiples can be calculated. Most argeldaon a financial statement element such as a
firm's earnings (price-to-earnings) or book valpede-to-book value) but multiples can be based on
other factors such as price-per-subscriber.

Net asset value method

The third-most common method of estimating the eafia company looks to the assets and
liabilities of the business. At a minimum, a solveampany could shut down operations, sell off the
assets, and pay the creditors. Any cash that weah@in establishes a floor value for the company.
This method is known as the net asset value ormesitod. In general the discounted cash flows of a
well-performing company exceed this floor valuerng@ocompanies, however, are worth more "dead
than alive”, like weakly performing companies tbain many tangible assets. This method can also
be used to value heterogeneous portfolios of imvests, as well as nonprofits, for which discounted
cash flow analysis is not relevant. The valuatingse normally used is that of an orderly
liquidation of the assets, although some valuagmenarios (e.g., purchase price allocation) imply a
"in-use" valuation such as depreciated replacemmasttnew.

An alternative approach to the net asset value adaththe excess earnings method. This method was
first described in ARM34and later refined by the U.S. Internal Revenueie’s Revenue Ruling
68-609. The excess earnings method has the appdeséfy the value of tangible assets, estimate a
appropriate return on those tangible assets, dnidastithat return from the total return for the
business, leaving the "excess" return, which isymreed to come from the intangible assets. An
appropriate capitalization rate is applied to tkeess return, resulting in the value of those igitale
assets. That value is added to the value of thgltknassets and any non-operating assets, and the
total is the value estimate for the business ab@enr

Usage
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In finance, valuation analysis is required for maegsons including tax assessment, wills and astate
divorce settlements, business analysis, and basikkieeping and accounting. Since the value of
things fluctuates over time, valuations are as spjecific date like the end of the accounting agrart

or year. They may alternatively be mark-to-marlaineates of the current value of assets or
liabilities as of this minute or this day for therposes of managing portfolios and associated €iahn
risk (for example, within large financial firms incing investment banks and stockbrokers).

Some balance sheet items are much easier to Velnethers. Publicly traded stocks and bonds have
prices that are quoted frequently and readily abédl. Other assets are harder to value. For instanc
private firms that have no frequently quoted prigdditionally, financial instruments that have ric
that are partly dependent on theoretical modetsefkind or another are difficult to value. For
example, options are generally valued using thelBi&choles model while the liabilities of life
assurance firms are valued using the theory ofpteslue. Intangible business assets, like gobdwil
and intellectual property, are open to a wide rasfgealue interpretations.

It is possible and conventional for financial pagi®nals to make their own estimates of the
valuations of assets or liabilities that they ateriested in. Their calculations are of variouslkin
including analyses of companies that focus on goeleook, price-to-earnings, price-to-cash-flow
and present value calculations, and analyses afdtbrat focus on credit ratings, assessments of
default risk, risk premia, and levels of real ietgrrates. All of these approaches may be thougig o
creating estimates of value that compete for ciigilvith the prevailing share or bond prices, whe
applicable, and may or may not result in buyingelling by market participants. Where the valuation
is for the purpose of a merger or acquisition #spective businesses make available further detaile
financial information, usually on the completionabhon-disclosure agreement.

It is important to note that valuation requiresgoent and assumptions:

* There are different circumstances and purposesalt®\an asset (e.g., distressed firm, tax
purposes, mergers and acquisitions, financial temgr Such differences can lead to different
valuation methods or different interpretationsha method results

* All valuation models and methods have limitatioeg(, degree of complexity, relevance of
observations, mathematical form)

» Model inputs can vary significantly because of ssegy judgment and differing assumptions

Users of valuations benefit when key informaticggluanptions, and limitations are disclosed to them.
Then they can weigh the degree of reliability & thsult and make their decision.

Valuation of a suffering company

Additional adjustments to a valuation approach, tiwbeit is market-, income-, or asset-based, may
be necessary in some instances like:

» Excess or restricted cash

» Other non-operating assets and liabilities

* Lack of marketability discount of shares

e Control premium or lack of control discount

* Above- or below-market leases

» Excess salaries in the case of private companies
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There are other adjustments to the financial statgsthat have to be made when valuing a distressed
company. Andrew Miller identifies typical adjustmemised to recast the financial statements that
include:

* Working capital adjustment

» Deferred capital expenditures

» Cost of goods sold adjustment

* Non-recurring professional fees and costs

» Certain non-operating income/expense items

Valuation of a startup company

Startup companies such as Uber, which was valug8(abillion in early 2015, have a valuation
based on what investors, for the most part verdapial firms, are willing to pay for a share oéth
firm. They are not listed on any stock market, isdhe valuation based on their assets or prdfits,
on their potential for success, growth, and evdlytyaossible profits. Many startup companies use
internal growth factors to show their potential\gtio which may attribute to their valuation. The
professional investors who fund startups are egpbut hardly infallible, see Dot-com bubble.

Valuation of intangible assets

Valuation models can be used to value intangildetassuch as for patent valuation, but also in
copyrights, software, trade secrets, and custoatationships. Since few sales of benchmark
intangible assets can ever be observed, one ddlers/these sorts of assets using either a present
value model or estimating the costs to recreaidgardless of the method, the process is oftes tim
consuming and costly.

Valuations of intangible assets are often necedsaffinancial reporting and intellectual property
transactions.

Stock markets give indirectly an estimate of a ocapion's intangible asset value. It can be rectone
as the difference between its market capitalisadimhits book value (by including only hard assets
it).

Valuation of mining projects

In mining, valuation is the process of determirting value or worth of a mining property. Mining
valuations are sometimes required for IPOs, fagmgsnions, litigation, mergers and acquisitions,
and shareholder-related matters. In valuationrafrang project or mining property, fair market valu
is the standard of value to be used.

The CIMVal Standards ("Canadian Institute of MiniMgtallurgy and Petroleum on Valuation of
Mineral Properties") are a recognised standarddration of mining projects and is also recognised
by the Toronto Stock Exchange. The standards sstiresuse of the cost approach, market approach,
and the income approach, depending on the stadevefopment of the mining property or project.

Depending on context, Real options valuation templnes are also sometimes employed; for further
discussion here see Business valuation: Optiomgriepproaches, Corporate finance: Valuing
flexibility, as well as Mineral economics in genlera

BCH305/HTS613: F&B INVENTORY CONTROL Page 22



CHECK YOUR PROGRESS

Explain the concept of Valuation.

What is the purpose of Valuation?

What are the various models which are employeddogss valuation?

Discuss the discounted flow method of valuation.

Elaborate on the Guideline companies method faratain.

Explain the Net asset value method for valuation.

Describe the various judgments and assumptionswisigel conducting valuation.
Explain the process of Valuation of a suffering gamy.

Elaborate on the processes and issues in Valuatiarstartup company.

Discuss the issues pertaining to Valuation of igtble assets.

1.08 END QUESTIONS

1. Define “inventory” and ‘inventory management’.

2. Explain reasons for keeping inventory

3. Describe the various types of inventory

4. What is the use of ‘blank’ or ‘virtual’ inventory?

5. What is the purpose of Inventory proportionality@Bin using example.

6. Describe the various tools used in inventory marnegyg.

7. What is the role of inventory accounting?

8. Explain the concept of LIFO and FIFO accounting.

9. Describe the concept of Standard cost accountimgentory accounting practice.
10. Elaborate the theory of constrain cost accounting.

11. Explain inventory credit.

12. Define ‘inventory control’.

13. Describe the inventory control system.

14. What are the advantages and disadvantages of aryezantrol system?

15. Describe the periodic inventory.

16. Explain the physical inventory.

17. Explain the various tactics employed by businesigevdonducting physical inventory.
18. Describe the process of stock taking.

19. Explain the concept of stock taking.
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20.
21.
22.
23.
24,
25.
26.
27.
28.
29.
30.

What is the purpose of stock taking?

Explain the concept of Valuation.

What is the purpose of Valuation?

What are the various models which are employeddogss valuation?
Discuss the discounted flow method of valuation.

Elaborate on the Guideline companies method faratein.

Explain the Net asset value method for valuation.

Describe the various judgments and assumptionswisigel conducting valuation.

Explain the process of Valuation of a suffering paimy.
Elaborate on the processes and issues in Valuatiarstartup company.
Discuss the issues pertaining to Valuation of igtble assets.

1.09 REFERENCES AND FURTHER READING

Wikipedia (n.d.) entries on

Inventory control
Periodic inventory
Physical inventory
Stock-taking
Inventory
Valuation (finance)
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UNIT 2 PROCUREMENT PROCEDURES - |

2.00 INTRODUCTION

In the previous Unit we have studied inventorygintory control and valuation. As | mentioned in
that Unit, the purpose of inventory control is #vdble to take decision of procuring items witliinet
to be able to serve the customers with due qudlitgt means before the washing powder runs out
completely we should procure sufficient stock. Tikia very important decision. Many consumables
have seasonable price patterns. If you purchases itghen their prices are lowest you would save
money and add to your profit. On the other hanid,would mean that you need sufficiently large
storage space and you may need to take due catbehaaterial does not spoil or rust or otherwise
become ineffective. The cost of maintaining wouldet the saving due to optimal purchase time.
Thus it is a very complex decision.

In this unit we will learn processes of procurem@&mnbcurement is a general term which includes
purchase. We will however begin with a study ofghase process. | know that you are more familiar
with the term ‘purchase’ in comparison to the tgpnocurement’. That is why | will introduce you to
purchase concept and procedure. We will then gwolgurement process. WE will also learn about
various organizations which specialize in procuneinfier government or other agencies. Even though
you plan to work in hospitality, catering and teuni industry, you need to know the procedures for
government procurements as you may need to semezrgoent agencies too.

The content for procurement is very important drete are so many concepts to cover. | will be
covering them in this unit as well as in the naxt too. As | pointed out earlier, these concepés a
very general and you need to learn to apply theyotw specific needs and context.

2.01 UNIT OBJECTIVES

After completing this unit you will be able to

Describe Purchasing

Elaborate Purchasing process

Discuss Purchasing management

Explain Procurement

Give a detailed account of E-procurement
Elaborate Procurement outsourcing

Explain Agreement on Government Procurement
Elaborate on Strategic sourcing

Descrine Global sourcing

Explain Group purchasing organization

Discuss on National Association of State Procurer@éficials
Explain Selection in planning

Discuss Leverage (negotiation)
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2.02 PURCHASING

Purchasingrefers to a business or organization attemptirggtpuire goods or services to accomplish
its goals. Although there are several organizattbasattempt to set standards in the purchasing
process, processes can vary greatly between oegimmig. Typically the word “purchasing” is not
used interchangeably with the word “procuremeritica procurement typically includes expediting,
supplier quality, and transportation and logis{iE&L) in addition to purchasing.

Details

Purchasing managers/directors, and procurementgassidirectors guide the organization’'s
acquisition procedures and standards. Most orgémizause a three-way check as the foundation of
their purchasing programg his involves three departments in the orgaropatompleting separate
parts of the acquisition process. The three depantsdo not all report to the same senior manéger,
prevent unethical practices and lend credibilityht® process. These departments can be purchasing,
receiving and accounts payable; or engineering;hasing and accounts payable; or a plant manager,
purchasing and accounts payable. Combinations agnsignificantly, but a purchasing department
and accounts payable are usually two of the thepardments involved.

When the receiving department is not involveds ttypically called a two-way check or two-way
purchase order. In this situation, the purchasegpdment issues the purchase order receipt not
required. When an invoice arrives against the oittieraccounts payable department will then go
directly to the requestor of the purchase ordeetify that the goods or services were receiveds Th
is typically what is done for goods and services thill bypass the receiving department. A few
examples are software delivered electronically, NiRiEk (non-reoccurring engineering services),
consulting hours, etc.

Historically, the purchasing department issued Ipase orders for supplies, services, equipment, and
raw materials. Then, in an effort to decrease thmimistrative costs associated with the repetitive
ordering of basic consumable items, "blanket" ocastar" agreements were put into place. These
types of agreements typically have a longer dunadiad increased scope to maximize the quantities
of scale concept. When additional supplies weraired, a simple release would be issued to the
supplier to provide the goods or services.

Another method of decreasing administrative cost®@ated with repetitive contracts for common
material, is the use of company credit cards, lfsnvn as "Purchasing Cards" or simply "P-Cards".
P-card programs vary, but all of them have intechalcks and audits to ensure appropriate use.
Purchasing managers realized once contracts fdothdollar value consumables are in place,
procurement can take a smaller role in the operatia use of the contracts. There is still ovetdigh
the forms of audits and monthly statement revidws most of their time is now available to
negotiate major purchases and setting up of otimgy term contracts. These contracts are typically
renewable annually.

This trend away from the daily procurement funcfitactical purchasing) resulted in several changes
in the industry. The first was the reduction ofsmemel. Purchasing departments were now smaller.
There was no need for the army of clerks processidgrs for individual parts as in the past. Anothe
change was the focus on negotiating contracts esaipement of large capital equipment. Both of
these functions permitted purchasing departmentsake the biggest financial contribution to the
organization. A new term and job title emerged rat8ic sourcing and Sourcing Managers. These
professionals not only focused on the bidding pse@nd negotiating with suppliers, but the entire
supply function. In these roles they were abled @alue and maximize savings for organizations.
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This value was manifested in lower inventoriess lgsrsonnel, and getting the end product to the
consumer quicker. Purchasing managers' succelsssa toles resulted in new assignments outside to
the traditional purchasing function — logistics,terals management, distribution, and warehousing.
More and more purchasing managers were becominghs0pain Managers handling additional
functions of their organization's operation. Pusthg managers were not the only ones to become
Supply Chain Managers. Logistic managers, materaalagers, distribution managers, etc. all rose to
the broader function and some had responsibilitytfe purchasing functions now.

In accounting, purchases is the amount of goodsr@any bought throughout this year. It also refers
to information as to the kind, quality, quantitpdacost of goods bought that should be maintained.
They are added to inventory. Purchases are offsBulbchase Discounts and Purchase Returns and
Allowances. When it should be added depends ofride On Board (FOB) policy of the trade. For
the purchaser, this new inventory is added on shiqinf the policy was FOB shipping point, and the
seller remove this item from its inventory. On tiber hand, the purchaser added this inventory on
receipt if the policy was FOB destination, and $b#er remove this item from its inventory when it
was delivered.

Goods bought for the purpose other than diredinsglsuch as for Research and Development, are
added to inventory and allocated to Research aneélDgment expense as they are used. On a side
note, equipments bought for Research and Developanemot added to inventory, but are
capitalized as assets

Purchasing topics
Acquisition process

The revised acquisition process for major systanmbe U.S. Department of Defense is shown in the
next figure. The process is defined by a serigshakes during which technology is defined and
matured into viable concepts, which are subsequeetteloped and readied for production, after
which the systems produced are supported in tha fie

* Process entry at
Milestones A, B, or C
{or within phases)

Milestones

* Program outyear funding
when it makes sense, but
no later than Milestone B

Concept and System megn Sustainment
Techneolegy Development and ~and and
Development Demonstration Deployment Dispaosal
Pre-Systems Systems Acguisition Sustainment
Acquisition {Enginearing Development, Demonstration, and
LRIP and Production) Maintenance

MHNS I ORD All validated by JROC

Relationzhip 1o Requirements Process

Fig 2.01 Model of the Acquisition Process.
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The process allows for a given system to enteptheess at any of the development phases. For
example, a system using unproven technology wautler et the beginning stages of the process and
would proceed through a lengthy period of technplogturation, while a system based on mature
and proven technologies might enter directly intgieeering development or, conceivably, even
production. The process itself includes four phadetevelopment:

Concept and Technology Development: is intendezkfbore alternative concepts based on
assessments of operational needs, technology essdinisk, and affordability.

Concept and Technology Development phase begisosiicept exploration. During this stage,
concept studies are undertaken to define altematwcepts and to provide information about
capability and risk that would permit an objectagmparison of competing concepts.

System Development and Demonstration phase. Thiseptould be entered directly as a result of a
technological opportunity and urgent user needyedsas having come through concept and
technology development.

The last, and longest, phase is the SustainmenDepdsal phase of the program. During this phase
all necessary activities are accomplished to mairstad sustain the system in the field in the most
cost-effective manner possible.

Selection of bidders

This is the process where the organization idestifiotential suppliers for specified supplies, ises/
or equipment. These suppliers' credentials andryisire analyzed, with the products or serviceg the
offer. The bidder selection process varies fromanization to organization, but can include running
credit reports, interviewing management, testirgdpcts, and touring facilities. This process is not
always done in order of importance, but ratherraeo of expense. Often purchasing managers
research potential bidders obtaining informatiorit@norganizations and products from media
sources and their own industry contacts. Additignalurchasing might send Request for Information
(RFI) to potential suppliers to help gather infotima. Engineering would also inspect sample
products to determine if the company or organisat@én produce products they need. If the bidder
passes both of these stages engineering may dealtesome testing on the materials to further
verify quality standards. These tests can be expeasd involve significant time of multiple
technicians and engineers. Engineering managemssttimake this decision based on the cost of the
products they are likely to procure, the importaotthe bidders’ product to production, and other
factors. Credit checks, interviewing management;ing plants as well as other steps could all be
utilized if engineering, manufacturing, and supgihain managers decide they could help their
decision and the cost is justifiable.

Other organizations might have minority procurengwdls to consider in selection of bidders.
Organizations identify goals in the use of compsuo@ned and operated by certain ethnicities or
women owned business enterprises. Significanizurgiof minority suppliers may qualify the firm as
a potential bidder for a contract with a companga@vernmental entity looking to increase their
minority supplier programs.

This selection process can include or exclude mattewnal suppliers depending on organizational
goals and criteria. Companies looking to increhsé pacific rim supplier base may exclude
suppliers from the Americas, Europe, and Austr@iduer organizations may be looking to purchase
domestically to ensure a quicker response to o@@ergell as easier collaboration on design and
production.
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Organizational goals will dictate the criteria the selection process of bidders. It is also pessitat
the product or service being procured is so speetithat the number of bidders are limited and the
criteria must be very wide to permit competitidnomly one firm can meet the specifications for the
product then the purchasing managers must congiiieing a “Sole Source” option or work with
engineering to broaden the specifications if treggmt will permit alteration in the specificatiorishe
sole source option is the part of the selectiobiddiers that acknowledges there is sometimes only
one reasonable supplier for some services or ptediihis can be because of the limited applications
for the product cannot support more than one matwfer, proximity of the service provided, or the
products are newly designed or invented and cotigeis not yet available.

Bidding process

This is the process an organization utilizes t@pre goods, services or equipment. Processes vary
significantly from the stringent to the very infoaLarge corporations and governmental entities ar
most likely to have stringent and formal proces$éese processes can utilize specialized bid forms
that require specific procedures and detail. Thg s&ingent procedures require bids to be open by
several staff from various departments to ensuredss and impartiality. Responses are usually very
detailed. Bidders not responding exactly as spatiind following the published procedures can be
disqualified. Smaller private businesses are nikedylto have less formal procedures. Bids cambe i
the form of an email to all of the bidders specifyproducts or services. Responses by biddersecan b
detailed or just the proposed dollar amount.

Most bid processes are multi-tiered. Acquisitionder a specified dollar amount can be “user
discretion” permitting the request or to choose whier they want. This level can be as low as $100
or as high as $10,000 depending on the organizafioa rationale is the savings realized by
processing these request the same as expensiigenmimal and does not justify the time and
expense. Purchasing departments watch for abuske aer discretion privilege. Acquisitions in a
mid range can be processed with a slightly mommébiprocess. This process may involve the user
providing quotes from three separate supplierscliaging may be asked or required to obtain the
quotes. The formal bid process starts as low aD®00r as high as $100,000 depending on the
organization. The bid usually involves a specifimfi the bidder fills out and must be returned by a
specified deadline. Depending of the commodity ¢garchased and the organization the bid may
specify a weighted evaluation criterion. Other hidsild be evaluated at the discretion of purchasing
or the end users. Some bids could be evaluatecchysa-functional committee. Other bids may be
evaluated by the end user or the buyer in PurchaEispecially in small, private firms the bidders
could be evaluated on criteria or factors that Hetbe if anything to do with the actual bid. Exafas

of these factors are history of the bidder with¢bepany, history of the bidder with the company’s
senior management at other firms, and bidder’sdbheaf products.

Technical evaluation

Technical evaluations, evaluations of the techrgoéhbility of the quoted goods or services, if
required, are normally performed prior to the comuia evaluation. During this phase of the
procurement process, a technical representatitlieatompany (usually an engineer) will review the
proposal and designate each bidder as either tadlyniicceptable or technically unacceptable.

Technical evaluation is usually carried out agaanset of pre-determined Technical Evaluation
Criteria. There are two types of criteria, generdéria (whereby scores are given if they are raat)
essential criteria (failing of which shall rendke thid technically disqualified).

Commercial evaluation
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Cost of Money is calculated by multiplying the d@pable currency interest rate by the amount of
money paid prior to the receipt of the Goods. & thoney was to have remained in the buyer's
account, interest would be drawn. That interessgentially an additional cost associated with such
Progress or Milestone payments.

The manufacturing location is taken into consideratiuring the evaluation stage primarily to
calculate for freight costs and regional issues.ifgiance, it is common in Europe for factories to
close during the month of August for a summer taglidcabor agreements may also be taken into
consideration and may be drawn into the evaluatitire particular region is known to have frequent
labor disputes.

The manufacturing lead-time is the time from thecpment of the order (or time final drawings are
submitted by the Buyer to the Seller) until the d®are manufactured and prepared for delivery.
Lead-times vary by commodity and can range fronessh\days to years.

Transportation time is evaluated while comparirgdklivery of goods to the Buyer's required use-
date. If Goods are shipped from a remote port, imifttequent vessel transportation, the transpantati
time could exceed the schedule and adjustmentsdwméd to be made.

Delivery Charges - the charge for the Goods todlieeted to a stated point.
Bid Validity
Packing
Bid Adjustments
Terms and Conditions
Seller's Services
Standards Organizations
Financial Review
Payment Currency
Risk Analysis - market volatility, financial stresgthin the bidders
Testing
Negotiating

Negotiating is a key skillset in the Purchasinddfi©ne of the goals of Purchasing Agents is to
acquire goods per the most advantageous terme tiuying entity (or simply, the "Buyer").
Purchasing Agents typically attempt to decreasesamhkile meeting the Buyer's other requirements
such as an on-time delivery, compliance to the ceraial terms and conditions (including the
warranty, the transfer of risk, assignment, auditights, confidentiality, remedies, etc.).

Good negotiators, those with high levels of docuteericost savings”, receive a premium within the
industry relative to their compensation. Dependinghe employment agreement between the
Purchasing Agent (Buyer) and the employer, Buys$ savings can result in the creation of value to
the business, and may result in a flat-rate booua,percentage payout to the Purchasing Agent of
the documented cost savings.

Purchasing Departments, while they can be considese support function of the key business, are
actually revenue generating departments. For exgrifghe company needs to buy $30 million USD
of widgets and the Purchasing Department secueewitigets for $25M USD, the Purchasing
Department would have saved the company $5M USEt 3dwings could exceed the annual budget
of the department, which in effect would pay thpatément's overhead - the employee's salaries,
computers, office space, etc.

Post-award administration
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Post-award administration typically consists of mgkminor changes, additions or subtractions, that
in some way change the terms of the agreemenedséher's Scope of Supply. Such changes are
often minor, but for auditing purposes must be doented into the existing agreement. Examples
include increasing the quantity of a Line Item baeging the metallurgy of a particular component.

Order closeout

Is the closing of order.

CHECK YOUR PROGRESS

Describe Purchasing.
Explain the importance of purchasing.

2.03 PURCHASE PROCESS

Purchasingis the formal process of buying goods and serviEhepurchasing processcan vary
from one organization to another, but there areescommon key elements.

The process usually starts with a demand or reqpainés — this could be for a physical part
(inventory) or a service. A requisition is genedatehich details the requirements (in some cases
providing a requirements specification) which agtiche procurement department. A request for
proposal (RFP) or request for quotation (RFQ) éntraised. Suppliers send their quotations in
response to the RFQ, and a review is undertakenewthe best offer (typically based on price,
availability and quality) is given the purchaseeatd

Purchase orders (PO) can be of various types,dimgu
standard - a one time buy
planned - an agreement on a specific item at aroajppate date

blanket - an agreement on specific terms and donditdate and quantity and amount are not
specified.

Purchase orders are normally accompanied by temths@nditions which form the contractual
agreement of the transaction. The supplier theiwafslthe products or service and the customer
records the delivery (in some cases this goes @iraLgoods inspection process). An invoice is sent
by the supplier which is cross-checked with thechase order and documents specifying which
goods have been received. The payment is then aratizansferred to the supplier.

Types of Purchases

Depending on what type of purchase you are goimgake, then the process concerned is not the
same. The following examples show the differentpsses that take place concerning the different
purchase types.

Personal Purchases
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The consumer purchases for the consumption of thlees then they fall into this very important
category class. They are ultimately driving theresoy through the purchase of its products.
Therefore, the economy becomes dependent on them.

Mercantile Purchasing

Facilitated by middlemen for the intention of rdes@ meet others requirements. Agents, wholesalers
and retailers come under this category providimgy thwn channels of distribution to the consumer.
Examples of these types of companies who facilitadse channels;,

Industrial Purchasing

The purchaser is buying to convert material inbished goods and product. It entails buying raw
materials. Components, supplies and consumablesstgpares and tools, machines and equipment
and office appliance.

Institutionalised or government purchasing

Government agencies or institutions are very ingrdrtthey purchase in bulk for public utilities.

CHECK YOUR PROGRESS

Elaborate Purchasing process
Explain the various issues in purchase process.

2.04 PURCHASING MANAGEMENT

(From Wikipedia, the free encyclopedia)
Purchasingis the function of buying Goods & Services front&ral Source to an Organization.

Purchase departmentbuys Raw Materials, Spare parts, services etRegsiired by the company or
Organization.

Purchase managemenis One of the most Crucial Area of the Entire @igation. Thus, Needs
Intensive management.

Purchaseis the Main Activity in Area of Material managenen

Purchasing managements a department in an organization responsibl@diochasing activities.
Purchaseis Most Important Function in any Organization.

Purchaseis the first element which affects the producticos

Purchase managemendtlecides profitability of the Company.

Purchasing managemenglso covers the areas of outsourcing and insagircin

Purchasing managements the management of purchasing process, anededaipects in an
organization.

Becausef production companies purchase nowadays al@¥t of their turnover, and service
companies purchase approximately 40% of their ttgno
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Thepurchasing management departmenensures that all goods, supplies and inventorgeaté&o
operate the business are ordered and kept in dtaslalso responsible for controlling the costlué
goods ordered, controlling inventory levels anddng strong relationships with suppliers.

Objectives of Purchasing Management
To purchase the required material at minimum pésgibce by following the company policies.
to keep department expenses low.
Development of good & new vendors (suppliers).
Development of good relation with the existing digyp.
training & development of personal employees inadgpent.
to maintain proper & up to date records of all saations.
Participating in development of new material anodpicts.
to contribute in product improvement.
to take Economic "MAKE OR BUY" decisions.
to avoid Stock- out situations.
to develop policies & procedure.
to maintain of ROL

Principles of Purchasing Management OR (8 R'S)
Buying Material at RighQUALITY .
In the RightQUANTITY .
From the Righ6OURCE.
At the RightPRICE.
Right service ...
Delivered at the RigHeLACE in.
At the RightTIME .
With Right mode offRANSPORT.
With Right CONTRACT .
With Right payment terms.

Procurement cycle refers to a term used to destirdbactions, procedures, systems and methods used
to purchase and obtain the goods and servicesegited execute a project.

Purchasing Cycle :

1) Indent

2) purchase Requisition
3) Purchase Quotation

4) Purchase Order
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5) Goods Receipt
6) Purchase Invoice
7) Payment out

8) Goods Issue

9) Approval to manent

Purchasing Cycle / System OR Steps in Purchasing
Get Requirement from User Department with Propeciigation.
Send the INQUIRY to the Vendors(Suppliers). (Retj@sotation)

Get the QUOTATIONS from Vendors.
Make COMPARATIVE Statement.
NEGOTIATE, Fix the Price and Terms & Conditions.
Place the ORDER to the right Vendor.
FOLLOW up with Vendor.
RECEIPT & INSPECTION. (GRN)
STORAGE & RECORD- KEEPING. (Batching)
INVOICE & PAYMENT.
Purchasing Process

Purchasing Process includes as usual 8 main stiadedows:

Market survey

Requisitioning

Approving

Studying Market

Making Purchase Decision

Placing Orders

Receipting Goods and Services Received

Accounting Goods and Services

Receiving Invoices and Making Payment

Credit note in case of material defect
Purchasing Management Process

Purchasing Management Process consists usualbupstages:

Purchasing Planning
Purchasing Tracking
Purchasing Reporting

Negotiate

BCH305/HTS613: F&B INVENTORY CONTROL

Page 34



Purchasing Reporting
Purchasing Reporting includes:
comparing actual and estimated values
calculating purchasing task and project statistics
sorting, grouping or filtering tasks by attributes

creating charts to visualize key statistics andKPI
THE IMPACT OF PURCHASING MANAGEMENT

A large study based on 175 company surveys wigspand rate of 22% performed by Carr and
Pearson (2002) shows that the factors strateghpsmg and Purchasing Management have a
positive impact on the firm’s financial performannéboth small and large firms. Carr and Pearson
(2002) also write that Purchasing Management apgl®r involvement does affect the success of a
new product introduction. This study also shows &bnk exist between implementation of strategic
Purchasing Management and achievements of a foamgprehensive goals. It is also stated in the
report by Carr and Pearson (2002) that it is beliethat most firms recognize the importance of
strategic purchasing, because they spend a largertage of their sales on purchased inputs. Carr
and Pearson (2002) also finish their study withviloeds “Based on this study, management should
better understand the importance of Purchasing ment, supplier involvement, strategic
purchasing and its relationships with firm’s fined@erformance.

CHECK YOUR PROGRESS

Discuss Purchasing management
Elaborate on the importance of purchase management

2.05 PROCUREMENT

Procurementis the process of finding, agreeing terms and isiogugoods, services or works from

an external source, often via a tendering or coitiygebidding process. The process is used to ensur
the buyer receives goods, services or works dbélsepossible price, when aspects such as quality,
quantity, time, and location are compared. Corpamatand public bodies often define processes
intended to promote fair and open competition fi@irtbusiness while minimizing risk, such as
exposure to fraud and collusion.

Almost all purchasing decisions include factorssas delivery and handling, marginal benefit, and
price fluctuations. Procurement generally involueking buying decisions under conditions of
scarcity. If good data is available, it is goodqice to make use of economic analysis methods such
as cost-benefit analysis or cost-utility analysis.

An important distinction should be made betweenyaea without risk and those with risk. Where
risk is involved, either in the costs or the betsethe concept of best value should be employed.
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Direct procurement and indirect procurement
Types
Direct .
Indirect procurement
procurement
Raw material and Mamtenange, repalr., Capital
. and operating supplies, | goods and
production goods : .
outsourcing services
Quantity Large Low Low
F Frequency| High Relatively high Low
E
A - .
T Value Industry-specific Low High
U
E Nature Operational Tactical Strategic
S
Crude oil in Crude oil
Examples | petroleum Lubricants, spare parts | storage
industry facilities

Procurement activities are often split into twatidist categories, direct and indirect spend. Direct
spend refers to production-related procurementehabmpasses all items that are part of finished
products, such as raw material, components and.fzirect procurement, which is the focus in
supply chain management, directly affects the pcodn process of manufacturing firms. In contrast,
indirect procurement concerns non-production-relatjuisition: obtaining “operating resources”
which a company purchases to enable its operatiodisect procurement comprises a wide variety of
goods and services, from standardized items likeeo$upplies and machine lubricants to complex
and costly products and services like heavy equipneensulting services, and outsourcing services.

Topics
Procurement vs. sourcing vs. acquisition

Procurement is one component of the broader coméegmurcing and acquisition. Typically
procurement is viewed as more tactical in nature firocess of physically buying a product or
service) and sourcing and acquisition are vieweti@® strategic and encompassing.

BCH305/HTS613: F&B INVENTORY CONTROL Page 36



The Institute of Supply Management (ISM) defingategic sourcing as the process of identifying
sources that could provide needed products orcasor the acquiring organization. The term
procurement used to reflect the entire purchasinggss or cycle, and not just the tactical
components. ISM defines procurement as an orgamizdtfunction that includes specifications
development, value analysis, supplier market reseaegotiation, buying activities, contract
administration, inventory control, traffic, receig and stores. Purchasing refers to the major ifamct
of an organization that is responsible for acgiisiof required materials, services and equipment.

The United States Defense Acquisition UniversitA(D defines procurement as the act of buying
goods and services for the government. DAU defaweglisition as the conceptualization, initiation,
design, development, test, contracting, productieployment, Logistics Support (LS), modification,
and disposal of weapons and other systems, supptissrvices (including construction) to satisfy
Department of Defense needs, intended for use im support of military missions.

Acquisition and sourcing are therefore much widaroepts than procurement.
Multiple sourcing business models exist, and adgpismodels exist.
Acquisition process

The revised acquisition process for major systemsdustry and defense is shown in the next figure.
The process is defined by a series of phases dwtingh technology is defined and matured into
viable concepts, which are subsequently developddeadied for production, after which the
systems produced are supported in the field.

The process allows for a given system to enteptbeess at any of the development phases. For
example, a system using unproven technology wontier @t the beginning stages of the process and
would proceed through a lengthy period of technplogturation, while a system based on mature
and proven technologies might enter directly intgieeering development or, conceivably, even
production. The process itself includes four phagekevelopment:

Concept and technology development is intendedptoee alternative concepts based on
assessments of operational needs, technology essdinisk, and affordability.

The concept and technology development phase begfimeoncept exploration. During this stage,
concept studies are undertaken to define altematwcepts and to provide information about
capability and risk that would permit an objectammparison of competing concepts.

The system development and demonstration phasd bewntered directly as a result of a
technological opportunity and urgent user needyedsas having come through concept and
technology development.

The last, and longest phase is the sustainabldiapdsal phase of the program. During this phdse al
necessary activities are accomplished to maintainsastain the system in the field in the most-cost
effective manner possible.

Sourcing business models

Procurement officials increasingly realize thaifrtineake-buy supplier decisions fall along a
“continuum” from simple buying transactions to meomnplex, strategic buyer-supplier
collaborations. It is important for procurementicitfls to use the right sourcing business model tha
fits each buyer-seller situation. There are sevedats along the sourcing continuum: basic provider,
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approved provider, preferred provider, performabased/managed services model, Vested business
model, shared services model and equity partnesship

A basic provider model is transaction-based; iallgihas a set price for individual products and
services for which there are a wide range of stahderket options. Typically these products or
services are readily available, with little diffat@tion in what is offered.

An approved provider model uses a transaction-bagprbach where goods and services are
purchased from prequalified suppliers that medaaaeperformance or other selection criteria.

The preferred provider model also uses a transabésed economic model, but a key difference
between the preferred provider and the other tctimgabased models is that the buyer has chosen to
move to a supplier relationship where there ispoaunity for the supplier to add incremental ealu
to the buyer’s business to meet strategic objextive

A performance-based (or managed services modg#nsrally a formal, longer-term supplier
agreement that combines a relational contractindaineith an output-based economic model. It
seeks to drive supplier accountability for outpaséd service-level agreements (SLAs) and/or cost
reduction targets.

A vested sourcing business model is a hybrid iatiip that combines an outcome-based economic
model with a relational contracting model. Compargater into highly collaborative arrangements
designed to create and share value for buyersuppliers above and beyond.

A shared services model is typically an internglamization based on an arm’s-length outsourcing
arrangement. Using this approach, processes ae oéhtralized into an SSO that charges business
units or users for the services they use.

An equity partnership creates a legally bindingtenit can take different legal forms, from buyiag
supplier (an acquisition), to creating a subsidi&myequity-sharing joint ventures or entering into
cooperative (co-op) arrangements.

Procurement software

Procurement software (often labeled as e-procuresmdtware) manages the purchasing processes
electronically or via cloud computing. As Procuremietwork's research provides, there are more
than one hundred e-procurement solutions avaitali@y. As an important element of supply chain
management systems, these systems help organgatiarniently manage their purchasing cycle
times and maximize profit on every purchase order.

Procurement TV and radio

Procurement TV, established in 2015, is a mediaceocaiming to broadcast procurement news and
trends in video format on daily basis. Thought-mtormg programs and interesting discussions made
Procurement TV reach the audience of more than 80b8cribers by 2017. Other procurement media
or podcast outlets includéhe Art of Procuremeraind BlogTalk Radio.

Procurement life cycle

Most organizations think of their procurement psxcin terms of a life cycleDifferent consulting
firms and experts have developed various framew@&@&me of the most common steps from the
most popular frameworks include:

Identification of need and requirements analysiss an internal step that involves an understanding
of business objectives by establishing a short sdrategy (three to five years) for overall spend
category followed by defining the technical direatiand requirements.
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External macro-level market analysis Once an organization understands its requiremirstsould
look outward to assess the overall marketplaceeyAdart of a market analysis is understanding the
overall competitiveness of the marketplace anddsehat are likely to impact the organization.

Cost analysisis the accumulation, examination and manipulatibcost data for comparisons and
projections. A cost analysis is important to helpeganization make a make-buy decision.

Supplier identification includes identifying particular suppliers that ganvide the required product
or services. There are many sources to searctofential suppliers. One good source is trade shows.
Modern procurement software often incorporatespplger catalog for standardized goods and
services.

Non-disclosure agreement (NDA)It is quite normal to request vendors to sigiN&A prior to
engaging with them. This protects the organisatibere sensitive information is shared with
multiple potential vendors ahead of releasing tedaiequirements which often point to strategic
decisions a firm has taken.

Supplier communication: When one or more suitable suppliers have beerifge) an organization
will typically conduct a competitive bidding prose®rganizations can use a variety of competitive
bidding methods including requests for quotatieguests for proposals, requests for information,
requests for tender, request for solution or aeegfor partnership. Some institutions choose &aus
notification service in order to raise the competitfor the chosen opportunity. These systems can
either be direct from their e-tendering softwarea®a re-packaged notification from an external.
During this step direct contact may be made withdhppliers. References for product/service quality
are consulted, and any requirements for follow-enwises including installation, maintenance, and
warranty are investigated. Samples of the prodemtise being considered may be examined, or trials
undertaken. Organizations should do a risk assegstogal cost of ownership analysis and best value
assessment before selecting the final supplietdisol

Negotiations and contracting:Negotiations are undertaken that often includeepravailability,
customization, and delivery schedules. The deg@ésoutlined in a purchase order or more formal
contract.

Logistics and performance managementSupplier preparation, expediting, shipment, dejivand
payment for the product/service are completed,dasecontract terms. Installation and training may
also be included. An organization should evaluageperformance of the product/service as they are
consumed. A supplier scorecard is a popular taahig purpose. When the product/service has been
consumed or disposed of, the contract expire$ieptoduct or service is to be re-ordered, the
organization should review their experience with pinoduct/service. If the product/service is tadse
ordered, the company determines whether to conettier suppliers or to continue with the same
supplier.

Supplier management and liaisonOrganizations that have more strategic goodsrerces that
require ongoing interfaces with a supplier will @ssupplier relationship management process.
Strategic outsourcing relationships should setoumél governance processes.

Procurement performance

The Chartered Institute of Procurement and Suppli?$) promotes a model of "five rights" which

are "a traditional formula expressing the basiedidyes of procurement and the general criteria by
which procurement performance is measured", nathaelygoods and services purchased should be of
the right quality, in the right quantity, deliveremthe right place at the right time and obtaiatthe
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right price. CIPS also offers an alternative ligtof the five rights as "buy[ing] goods or serviods
the right quality, in the right quantity, from thght source, at the right time and at the rigltear

Ardent Partners published a report in 2011 whigsented a comprehensive, industry-wide view into
what is happening in the world of procurement topylrawing on the experience, performance, and
perspective of nearly 250 chief procurement ofcamnd other procurement executives. The report
includes the main procurement performance and tpeed benchmarks that procurement leaders use
to gauge the success of their organizations. Hpmert found that the average procurement
department manages 60.6% of total enterprise sfénsimeasure commonly called "spend under
management" refers to the percentage of total gmgerspend (which includes all direct and indirect
spend) that a procurement organization managedloeinces. The average procurement department
also achieved an annual savings of 6.7% in thedgestrting cycle, sourced 52.6% of its addressable
spend, and has a contract compliance rate of 62.6%.

Relationship with Finance

Procurement and Finance have, as functions witi@rcorporate structure, been at loggerheads. The
contentious nature of their relationship can pesHapattributed to the history of procurementftsel
Historically, Procurement has been considered Egarunderling. One reason behind this perception
can be ascribed to semantics. When Procuremenivitasnfancy, it was referred to as a
“‘commercial” operation. And so the procurement depant wasn't called the procurement
department, but theommercialdepartment. And the word “commercial” was undeydtto be
associated with money. And so it was obvious thattrement would become directly answerable to
Finance. Another factor, equally grounded in serognivas that procurement departments (or rather,
commercial departments) were always seen as “spgtigé money.” This impression was enough to
situate Procurement within the Finance functids.dasy to see why Procurement and Finance are
functions with interests that are mutually irredtatdle. Whereas Procurement is fundamentally
concerned with the spending or disbursal of moR@&ance, by its very nature, performs a cost-
cutting role. That is fundamentally the reason Wwhycurement's aspirations have been constantly
checked by Finance's cost-cutting imperatives. mbton, however, has been changing as more chief
procurement officers have begun to argue for materemmy and less interference from Finance
departments.

Public procurement

Public procurement generally is an important seatdhe economy. In Europe, public procurement
accounts for 16.3% of the Community GDP.

Green public procurement

In green public procurement (GPP), contracting atitiles and entities take environmental issues into
account when tendering for goods or services. Taig to reduce the impact of the procurement on
human health and the environment.

In the European Union, the Commission has adopgezbimmunication on public procurement for a
better environment, where proposes a politicaletaod) 50% Green public procurement to be reached
by the Member States by the year 2010.

Accessible procurement

The United States Section 508 and European Conamistandard EN 301 549 require public
procurement to promote accessibility. This meangrguproducts and technology that has
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accessibility featurebBuilt in to promote access for the around 1 billp@ople worldwide who have
disabilities.

Alternative competitive bidding procedures

There are several alternatives to traditional cditipe bid tendering that are available in formal
procurement. One approach that has gained incgeagmentum in the construction industry and
among developing economies is the selection innutan(SIP) process, which enables project
developers and equipment purchasers to make signifchanges to their requirements with relative
ease. The SIP process also enables vendors amdatord to respond with greater accuracy and
competitiveness as a result of the generally lotegat times they are afforded. University of
Tennessee research shows that Request for SolutibRequest for association (also known as
request for partner or request for partnershiphots are also gaining traction as viable alterpeativ
and more collaborative methods for selecting stratsuppliers — especially for outsourcing.

Eriksson and Westerberg also reported that traditiprocurement focused on competition is suitable
for simple and standardised projects with low utaety. However, most projects are not like that.
There is a trend towards increased complexity, taicgy, and time pressure in projects, which has
rendered traditional procurement procedures olesoldten and Manley emphasized that projects
focused on collaborative schemes, in which it igeexed that relationships between project
participants will be encouraged, can potentiallkiméze project outcomes. Cooperative procurement
procedures entail among other things, joint speatibn, selected tendering, soft parameters in bid
evaluation, joint subcontractor selection, incesdased payment, collaborative tools, and contracto
self-control. Collaborative approaches to projedivéry are believed to be especially appropriate f
projects of high complexity and uncertainty. CamerV/oordijk, and Dewulf have recently shown
that some elements of the collaborative approagndourement and delivery are beneficial in
complex projects. The data on which this findingriginated consist of records on 58 European
infrastructure projects. The records were obtafn@th a review of the pre- and post-contract
transactions and were complemented with persomnbdiemi-structured interviews held with the
management of the projects. Another paper whicltates a positive link between relational
procurement and performance is Gillett's studyoél government, which was based on a survey of
local authorities in England

Fraud

Recognizing the negative impact of procurementdr@ECD has published guidelines on how to
detect and combat bid rigging.

Procurement fraud can be defined as dishonesthiroby an advantage, avoiding an obligation or
causing a loss to public property or various mehngg procurement process by public servants,
contractors or any other person involved in theprement. An example is a kickback, whereby a
dishonest agent of the supplier pays a dishonesitag the purchaser to select the supplier's bid,
often at an inflated price. Other frauds in procueat include:

Collusion among bidders to reduce competition.
Providing bidders with advance "inside" information

Submission of false or inflated invoices for seegi@nd products that are not delivered or workithat
never done. "Shadow vendors", shell companiesatteaset up and used for billing, may be used in
such schemes.

Intentional substitution of substandard materiathout the customer's agreement.
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Use of "sole source" contracts without proper figstiion.

Use of prequalification standards in specificatitmannecessarily exclude otherwise qualified
contractors.

Dividing requirements to qualify for small-purchgs®cedures to avoid scrutiny for contract review
procedures of larger purchases.

E-procurement

E-procurement (electronic procurement sometimes also known aspplier exchangg is
the business-to-business or business-to-consuniersaress-to-government purchase and
sale of supplies, work, and services through thermet as well as other information and
networking systems, such as electronic data inéergé and enterprise resource planning.

The e-procurement value chain consists of indemagement, e-Informing, e-Tendering, e-
Auctioning, vendor management, catalogue manageranthase Order Integration, Order Status,
Ship Notice, e-invoicing, e-payment, and contraahagement. Indent management is the workflow
involved in the preparation of tenders. This pathe value chain is optional, with individual
procuring departments defining their indenting @ss: In works procurement, administrative
approval and technical sanction are obtained ictrglric format. In goods procurement, indent
generation activity is done online. The end restithe stage is taken as inputs for issuing the. NIT

Elements of e-procurement include request for mttdion, request for proposal, request for
guotation, RFx (the previous three together), dRBxe(software for managing RFx projects).

In the public sector

E-procurement in the public sector is emergingrivg8onally. Hence, initiatives have been
implemented in Ukraine, India, Singapore, Estobiaited Kingdom, United States,
Malaysia, Indonesia, Australia, European Union, Rideaadded by TOMMY Youn.

Public sector organizations use e-procurerf@ntontracts to achieve benefits such as ineas
efficiency and cost savings (faster and cheapeagpirernment procurement and improved
transparency (to reduce corruption) in procurersentices. E-procurement in the public sector has
seen rapid growth in recent years. Act 590 of Liania's 2008 Regular Legislative Session requires
political subdivisions to make provisions for tleeeipt of electronic bids.

E-procurement projects are often part of the cgtmtarger e-Government efforts to better serve its
citizens and businesses in the digital economyekample, Singapore’s GeBIZ was implemented as
one of the programmes under its e-Government nmater

The Procurement G6 leads the use of e-procuremsinttments in Public procurement.

One more example of successful incredible reforeh@vn by Ukraine Prozorro. Itis a
result of collaboration between Ukrainian governtnbuosiness sector, and civil society. This
system was developed by reputable internation&lcantuption organization Transparency
International Ukraine with a help of volunteers, @& business community and state bodies
of Ukraine, the WNISEF fund, the EBRD and otheltipers.

Vendors

This field is populated by two types of vendorg enterprise resource planning (ERP) providers
which offer e-procurement as one of their serviees, the more affordable services focused
specifically of e-procurement.

E-procurement systems
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Implementing an e Procurement system benefiteedl$ of an organisation. E Procurement systems
offer improved spend visibility and control andiéhance officers match purchases with purchase
orders, receipts and job tickets. An e-procuremsgstem also manages tenders through a web site.
This can be accessed anywhere globally and hasygirearoved the accessibility of tenders. An
example is the System for Acquisition ManagemeAtM$ which on July 30, 2013 combined
information from the former Central Contractor Retgition and Online Representations and
Certifications Application (ORCA), in the Uniteda®es.

CHECK YOUR PROGRESS

Explain Procurement
Discuss the importance of procurement in hotelrimgs
Distinguish between concepts of procurement, aitgquisand purchase.

2.06 PROCUREMENT OUTSOURCING

Procurement outsourcingis the transfer of specified key procurement #ativ relating to sourcing
and supplier management to a third party — pertmpsduce overall costs or maybe to tighten the
company's focus on its core competencies. Procurecag¢egorisation and vendor management of
indirect materials and services (commonly refetceds Indirect procurement) are typically the most
popular outsourced activity.

Overview

Outsourced procurement teams allow companies tefivémmediately from experienced
procurement specialists support & expertise. Tisds the creation of an internal team (new
resources) and the required time for that teantrtwtsire itself, its processes and its expertise.

Outsourced procurement is therefore an availabigisn for companies who Have no internal
competencies but want to quickly benefit from precaent action (Cost reduction, suppliers and
contract management...) - Have internal procuremepértise (department) but want to outsource
activity on specific area(s) like indirect matesiaind services. - Consider Procurement as a non
strategic / core function and want to have it maaldoy a procurement service provider - Want to
develop quickly a procurement function to delivaviags, with a willingness to internally develop
this function in the mid term

Procurement Outsourcing is being thought of ingaiy in automobile manufacturers in India and
China because with increasing number of cars h@ioduced every passing day more man hours are
required in trivial issues like timely delivery ofaterials. Hence Procurement team cannot
concentrate on its core competency of negotiatmasvendor selections.

Procurement categories
Procurement specialists usually split procuremefiviéies into two parts:

Direct procurement. Direct categories are all goods purchased bgdhgpany which directly enter
into the production process of that company. Ferftiod industry as an example, ingredients and
packaging will be the key direct procurement catego
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Indirect Procurement. Indirect categories are all the goods and seswitat are bought by the
company to enable its activity. This entails a wedepe, including marketing related services (media
buying, agencies), IT related services (hardwarkware), HR related services (recruitment agencies
training), facilities management and office sersi¢eelecoms, furniture, cleaning, catering, prisiter

or utilities (gas, electricity, water)...etc.

Procurement services providers (PSP)

Specialized procurement service providers are dégticto procurement and have developed a strong
expertise in procurement and procurement outsagyanainly in indirect procurement. Additionally,
several consulting companies offer procurementooutsng services in a limited manner, mainly
focusing on strategic inputs or recommendationscifiement services providers will usually ask for
a fixed remuneration against commitment to savielydry. Some providers also work on incentives
or performance related fees (% of savings). Aparhfprocurement outsourcing, PSPs will offer
other services like spend analysis or opporturéigeasments.

CHECK YOUR PROGRESS

Give a detailed account of E-procurement

Explain the advantages of e-procurement.

Elaborate Procurement outsourcing

Explain the advantages and disadvantages of pnomeunteoutsourcing

2.07 AGREEMENT ON GOVERNMENT PROCUREMENT

The Agreement on Government Procuremen{GPA) is a plurilateral agreement under the auspices
of the World Trade Organization (WTO) that enteirgd force in 1981. It was then renegotiated in
parallel with the Uruguay Round in 1994, and ertténéo force on 1 January 1996. The agreement
was subsequently revised on 30 March 2012. TheedWsPA came into effect on 6 July 2014. It
regulates the government procurement of goods emvites by the public authorities of the parties to
the agreement, based on the principles of opentraasparency and non-discrimination.
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The parties to the GPA . Parties I:‘ Observers negotiating accession D Observers only
Fig 2.02: Various contries covered under agreement

Parties

The following WTO Members are parties to the agrestm

. Accession
Parties
date
1 January
Canada 1996
The European Union with respect to Austria, Belgianmark, Finland, France, 1 Januar
Germany, Greece, Ireland, Italy, Luxemburg, thehdgands, Portugal, Spain, 1996 y
Sweden and the United Kingdom
Israel 1 January
1996
1 January
Japan 1996
1 January
Norway 1996
. 1 January
Switzerland 1996
United States 1 January
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1996

The Netherlands with respect to Aruba 25 October
1996
1 January
South Korea 1997
Hong Kong, China 19 June 1991

Liechtenstein 18 Septembs

1997
Singapore 20 October
gap 1997
Iceland 28 April 200]\
The European Union with respect to Cyprus, the B&epublic, Estonia, Hungary, 1 Mav 2004
Latvia, Lithuania, Malta, Poland, the Slovak Repubhd Slovenia y
The European Union with respect to Bulgaria and &umn ;;;;uary
Chinese Taipei 15 July 2009
, 15 Septembe
Armenia 2011
The European Union with respect to Croatia 1 July 2013
Montenegro 15 July 2015
12 August
New Zealand 2015
Ukraine 18 May 2016
Moldova 14 June 201%%

The following WTO Members have obtained observatust with respect to the GPA, with those
marked with an asterisk (*) negotiating accessidbania*, Argentina, Australia*, Bahrain,
Cameroon, Chile, China*, Colombia, Costa Rica, @idr India, Indonesia, Jordan*, Kyrgyz
Republic*, Malaysia, Mongolia, Oman*, Panama, Raisstederation, Saudi Arabia, Seychelles, Sri
Lanka, Tajikistan*, Thailand, The former Yugoslaggrblic of Macedonia, Turkey, Viet Nam.
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Several commentators have suggested that follothimdJnited Kingdom's departure from the
European Union, the UK would wish to become a piartyhe GPA in its own right.

CHECK YOUR PROGRESS

Explain Agreement on Government Procurement

Broadly outline the features of Agreement on Gorent Procurement

2.08 STRATEGIC SOURCING

Strategic sourcingis an institutional procurement process that camtiisly improves and re-
evaluates the purchasing activities of a compamshé services industry, strategic sourcing ref@is
service solution, sometimes called a strategicpaship, which is specifically customized to ménet t
client's individual needs. In a production enviramt) it is often considered one component of supply
chain management. Modern supply chain managemefegsionals have placed emphasis on
defining the distinct differences between stratsgiercing and procurement. Procurement operations
support tactical day-to-day transactions suchsasrnig Purchase Orders to suppliers, whereas
strategic sourcing represents to strategic plansiagplier development, contract negotiation, syppl
chain infrastructure, and outsourcing models.

Term

The term "strategic sourcing" was popularized tgrowork with a variety of blue chip companies by
a number of consulting firms in the late 1980s eady to mid 1990s. This methodology has become
the norm for procurement departments in large, istipated companies such as fortune 500
companies.

Strategic Sourcing is the process of developingeiks of supply at the lowest total cost, not jhst
lowest purchase price. It expands upon traditipoathasing activities to embrace all activitieshivit
the procurement cycle, from specification to retaipd payment of goods and services.

Steps
The steps in a strategic sourcing process weraatkfin 1994, as:

Assessment of a company's current spending (wihaiight, where, at what prices?).

Assessment of the supply market (who offers what?).

Total cost analyses (how much does it cost to dthose goods or services?).

Identification of suitable suppliers.

Development of a sourcing strategy (where to pwseheonsidering demand and supply
situations, while minimizing risk and costs).

Negotiation with suppliers (products, service |sy@rices, geographical coverage, Payment
Terms, etc.).

Implementation of new supply structure.

Track results and restart assessment (Continuals)cy

A slimmed down strategic sourcing process was ddfim 2012, as:
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Data collection and spend analysis

Market Research

The RFx process (also known as go-to-market)

Negotiations

Contracting

Implementation and continuous improvement
Note that while the modernized process combinesidniet assessment and cost analyses steps of
the older model into a single "market researchi,st@d the supplier identification and sourcing
strategy development steps into a single "go-tokatarstep, negotiation has split into "negotiation™
and "contracting”. This is due to the heightenepdrtance of market intelligence in modern strategic
sourcing, and its ability to deliver value by impiray both pricing and contract terms when leveraged
against the identified suppliers.

Note also that, while both descriptions of the sig process are accurate to some extent, theee is
standard set of steps and procedures. As strategicing is put in place and practiced over time,
many large, sophisticated organizations will modhifg process to better meet their individual
corporate needs.

Outsourcing a business practice to another compeyyalso be incorporated into a sourcing strategy
for services. This may involve the transfer of fsteifd assets to the outsource company. Due to the
strategic and complex nature of outsourcing, maggmizations such as Procter & Gambile,

Microsoft and McDonald's have created what is refto as Vested Outsourcing agreements to help
create highly collaborative win-win business relaships. Researchers at the University of Tennessee
provide guidance on how to create Vested Outsogiagmeements in their book Vested Outsourcing:
Five Rules that will Transform Outsourcing.

Sourcing plan

The sourcing plan is the result of all planning&f on strategic sourcing. Into this planning all
sourcing events are organized and detailed wittaefical and operational information such as, the
sourcing team responsible for each event, whemgpased to begin and end each RFX step (RFl,
RFP, RFQ), the requirement, specifications of@liges or materials and negotiations/cost goals.
The objective of the sourcing plan is to manage tamd quality of all sourcing events in the striateg
sourcing program.

Sourcing optimization

Operations research is a discipline of applyinggaded techniques to help make better decisions.
Optimization, in turn, utilizes mathematical algbms to rapidly solve a business problem by
evaluating all possible outcomes (or many outcorard)selecting those ones that yield the best
solution.

When applied to sourcing and supply chain operatioptimization helps the sourcing professional
simultaneously evaluate thousands of different yrement inputs. This evaluation can take into
consideration the global market, specific currempdy chain conditions, and individual supplier
conditions, and offers alternatives to addresdther’'s sourcing goals.

Cooperative sourcing

Cooperative sourcing is a collaboration or negmtiaof different companies, which have similar
business processes. To save costs, the compeititothe best production function can insource the
business process of the other competitors. Thaspecially common in IT-oriented industries due to
low to no variable costs, e.g. banking. Since falhe negotiating parties can be outsourcers or
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insourcers the main challenge in this collaboraisoto find a stable coalition and the company with
the best production function. This is difficult senthe real production costs are hard to estimate a
negotiators might be tempted to portray their oest much higher than they actually are in order to
demand higher fees for insourcing. High switchiogts, costs for searching potential cooperative
sourcers, and negotiating often result in inefficigolutions.

Sourcing business models

Sourcing Business Models are a systems-based appimatructuring supplier relationships. A
sourcing business model is a type of business nibdels applied to business relationships where
more than one party needs to work with anotherygarbe successful. There are seven sourcing
business models that range from the transactioriavestment-based. The seven models are: Basic
Provider, Approved Provider, Preferred Providerfdtenance-Based/Managed Services Model,
Vested outsourcing Business Model, Shared Serdioetel, and Equity Partnership Model. Sourcing
business models are targeted for procurement iofeeds who seek a modern approach to achieve
the best fit between buyers and suppliers.

In popular culture

Strategic sourcing from a professional standpaitampooned in the American syndicated comic
strip Sally Forth in which the titular character's husband Tedhrmremployed within this field for
the duration of the series's ri@ally Forthis currently written by the writer-illustrator teeof Craig
Maclntosh and Francesco Marciuliano and frequdattypoons many aspects of business and
procurement culture and new trends in purchasingvation.

CHECK YOUR PROGRESS

Elaborate on Strategic sourcing
Explain the importance of strategic outsourcinthim fields of hospitality, catering and tourism.

2.09 GLOBAL SOURCING

Global sourcingis the practice of sourcing from the global maffketyoods and services across
geopolitical boundaries. Global sourcing often aimexploit global efficiencies in the delivery @f
product or service. These efficiencies include tmst skilled labor, low cost raw material and other
economic factors like tax breaks and low traddfsard large number of Information Technology
projects and Services, including IS Applicationd dobile Apps and database services are
outsourced globally to countries like Pakistan batla for more economical pricing.

Common examples of globally sourced products arices include: labor-intensive manufactured
products produced using low-cost Chinese labol cealters staffed with low-cost English speaking
workers in the Philippines and Pakistan and Inalal IT work performed by low-cost programmers
in India and Pakistan and Eastern Europe. Whilsetlegxamples are examples of Low-cost country
sourcing, global sourcing is not limited to low-tosuntries.

Majority of companies today strive to harness tbteptial of global sourcing in reducing cost. Hence
it is commonly found that global sourcing initiags/and programs form an integral part of the
strategic sourcing plan and procurement strateggasfy multinational companies.
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Global sourcing is often associated with a cergtealiprocurement strategy for a multinational,
wherein a central buying organization seeks ecoeswii scale through corporate-wide
standardization and benchmarking. A definition fmlion this aspect of global sourcing is:
"proactively integrating and coordinating commamis and materials, processes, designs,
technologies, and suppliers across worldwide pwiolgaengineering, and operating locations (p.
304)"

The global sourcing of goods and services has adgas and disadvantages that can go beyond low
cost. Some advantages of global sourcing, beyomddst, include: learning how to do business in a
potential market, tapping into skills or resouraeavailable domestically, developing alternate
supplier/vendor sources to stimulate competitiong, imcreasing total supply capacity. Some key
disadvantages of global sourcing can include: mdaests associated with different cultures and time
zones, exposure to financial and political risksoantries with (often) emerging economies,
increased risk of the loss of intellectual propeatyd increased monitoring costs relative to doimest
supply. For manufactured goods, some key disadgestaclude long lead times, the risk of port
shutdowns interrupting supply, and the difficulfyn@onitoring product quality. (With regard to

guality in the food industry, see Roth et al. (2008

International procurement organizations (or IPOay tne an element of the global sourcing strategy
for a firm. These procurement organizations takegny responsibility for identifying and

developing key suppliers across sourcing categandshelp satisfy periodic sourcing requirements
of the parent organization. Such setups help peofadus in country-based sourcing efforts.
Particularly in the case of large and complex coest such as China, where a range of sub-markets
exist and suppliers span the entire value champrbduct/commaodity, such IPOs provide essential
on-the-ground information.

Over time, these IPOs may grow up to be completeysement organizations in their own right, with
fully engaged category experts and quality asserséemms. It is therefore important for firms to
clearly define an integration and scale-up plarttier|PO.

CHECK YOUR PROGRESS

Describe Global sourcing
Explain the importance of Global sourcing.

2.10 GROUP PURCHASING ORGANIZATION

In the United States,group purchasing organization(GPO) is an entity that is created to
leverage theurchasing poweof a group of businesses to obtain discounts fremdorsbased
on the collective buying power of the GPO members.

Many GPOs are funded by administrative fees thapard by the vendors that GPOs
oversee. Some GPOs are funded by fees paid bytfiegomembers. Some GPOs are
funded by a combination of both of these methoties€ fees can be set as a percentage of
the purchase or set as an annual flat rate. Sons G mandatory participation levels for
their members, while others are completely voluntitembers participate based on their
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purchasing needs and their level of confidencehatvghould be competitive pricing
negotiated by their GPOs.

Group purchasing is used in mangustriesto purchaseaw materialsand supplies, but it is
common practice in thgroceryindustry,health cargelectronics industrialmanufacturingand
agricultural industriesAs theelectricalindustry has started deregulating, it has alsoinecan
increasing trend there. Also, in recent years, gqowrchasing has begun to take root in the
nonprofit community. Group purchasing amongst nofiggris still relatively new, but is
quickly becoming common place as nonprofits airfirtd ways to reduce overhead
expenses. In the healthcare field, GPOs have nostnonly been accessed by acute-care
organizations, but non-profit Community Clinics afealth Centers throughout the U.S.
have also been engaging in group purchasing.

History

The first healthcare GPO was established in 191ihd&yHospital Bureau of New York. For
many decades, healthcare GPOs grew slowly in nyrtdenly 10 in 1962.

MedicareandMedicaidstimulated growth in the number of GPOs to 40974l That number
tripled between 1974 and 1977. The institutiorhef Medicare Prospective Payment System
(PPS) in 1983 focused greater scrutiny on costda@stdred further rapid GPO expansion. In
1986, Congress granted GPOs in healthcare "SafeoFdrom federal anti-kickback statutes
after successful lobbying efforts. By 2007, theerevhundreds of healthcare GPOs,
"affiliates" and cooperatives in the United Stdtest were availing themselves of substantial
revenues obtained from vendors in the form of adstrative fees, or "remuneration.” 96
percent of all acute-care hospitals and 98 perieall community hospitals held at least one
GPO membership. Importantly, 97 percent of all fieotprofit, non-governmental hospitals
participated in some form of group purchasing.

With healthcare costs rising sharply in the ea@80s, the federal government revised
Medicare from a system of fee-for-service (FFS)pagts to PPS, under which hospitals
receive a fixed amount for each patient with a gidiegnosis Other insurers also limited
what hospitals could charge. The result was a Gi@squeeze on hospitals, compelling
them to seek new ways to manage their costs.

In specifically exempting GPOs from the FederaliAfitkback Law, many healthcare
providers interpreted the act as an encourageroghetexpansion of GPOs. Congress did
not specify any limit on contract administratiome$e but required thenited States Department
of Health and Human Servic€slHS) to monitor such fees for possible abusertiquaarly

with respect to fees in excess of 3.0 percent.

In 1991, HHS promulgated safe harbor regulatiogféecting Congress’ intent to permit
contract administration fees and creating the amidit safeguard that GPOs inform members
of administrative fees in excess of 3.0 percensfle these safeguards, the Government
Accounting Office (GAO) published a study in 20@@icating that GPOs did not always in
fact reduce the cost of supplies and equipmertidgpitals, but in some cases increased these
costs by as much as 37%. Further examining thdipeamf GPOs, the Federal Trade
Commission (FTC) clarified that "safety zone thiddl do not prevent and should not be
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appropriately read as preventing antitrust chakertg any of the alleged anticompetitive
contracting practices..." of GPOs.

In 2002, the Senate Judiciary Committee's AntitBigicommittee imposed stricter standards
on GPOs in healthcare, requiring the adoption ©bde of Conducto which GPOs must
subscribe.

Critics of GPOs charge that, as long as GPOs redeas from the vendors they are charged
with policing, the industry has anti-competitivent@cting potential that should be subjected
to further scrutiny and/or regulation.

Vertical-market GPO

A vertical GPO assists companies and organizatiotign a specific industry or market
segment.

Healthcare GPO

A healthcare group purchasing organization (GP®istsin promoting quality healthcare
relief and assists diverse providers in effectivegnaging expenses. A GPO aggregates the
purchasing volume of its members for various gaaus services and develops contracts
with suppliers through which members may buy atigrprice and terms if they choose to.
GPOs typically provide contracted discounts on meddupplies, nutrition, pharmacy and
laboratory. Some of the large GPOs have expandetiacd portfolios to also offer discounts
on office supplies and non-medical related services

A GPO's earnings come from an "Administrative" i8€.0s may collect an "Administrative"
fee up to 3.0% of all sales volumes from the vesdioat they negotiate a contract from, upon
selling products to their member hospitals. Thess o not influence the prices negotiated.
They are used to cover the GPQO's operating expelfisiesre is a remainder it is distributed
back to the GPO owners; thus, GPO owners achiestesawings on the goods they choose to
buy through group contracts, and also receiveidigions back from the GPO. General GPO
members may also receive some fee share as gadiomember agreement, though this
practice is no longer typical; thus the primary éf@rto a GPO member is the access to
deeply discounted pricing.

GPOs submit that their services allow for improeperating margins for healthcare
providers, and that members enjoy value added leiligé clinical supportbenchmarking
data,supply chairsupport and comprehensive portfolios of produntsservices to address
specific needs.

GPOs vary in their strategy for negotiating disdsumith suppliers - from requiring that its
members not join other GPOs (exclusivity) to reiqgicompliance to awarding single source
contracts. As the healthcare industry becomesatatliwvith GPOs, pricing is one way for
GPOs to bring in new members or convince membeasnother GPO to switch.

Foodservice or grocery GPO
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A foodserviceor groceryGPO focuses exclusively on the $600 billion foodee

marketplace, including food and food-related pusatigfor multi-unit foodservice operators,
contract negotiation arglipply chairservices. These negotiations are made with
supplier/manufacturing agreements and purchasingaxs. Categories for grocer purchases
include:poultry, freshproduce frozen food products, fresh and frozen meatsdyandsnacks
dairy andbakery dry goods disposables areeverages

Industrial manufacturing GPO

A manufacturer's GPO succeeds in solvingcuremenaindsourcingconcerns by aggregating
the demand for products and services used in tmeifaeturing angbroductionprocess and
delivering deep savings @aw materialsservices and components by issuiglgates

discounts and preferred pricing to its members. The combimgying power helps
manufacturers save money on their purchases anel effectively compete against the
largest global manufacturers.

Electrical GPO

A GPO in theelectricalindustry attempts to help energy consumers anohésses solve
issues with the rising cost of electricity by poglithe electrical demand of multiple
consumers, grouping them together, and throughdbkis/ering savings to its members by
obtaining more favorablelectrical ratesThe difference between residential and commercial
rates can be quite large in many regions, andtdeast 7% cheaper in every US state. The
buying power of the resulting groups allows comparand individuals alike to save greatly
on their electrical bills.

Non-profit GPO

Non-profit GPOs are similar to regular GPOs, belythre typically made of up a board of
non-profit, community-based organizations workiagdther to help lower their costs.

Horizontal-market GPO

Whereas a vertical GPO assists organizations icifegpandustries, such as health care, food
service, legal, dairy, and industrial manufacturiadporizontal GPO assists companies across
a broad spectrum of industries.

Non-strategic, or indirect spend horizontal marketGPO

A horizontal indirect spend GPO succeeds in redupnocurement costs by aggregating the
demand for non-strategic, or indirect cost suppdies services used by a broad horizontal
market spectrum of member client organizationsdnsolidating purchasing power and
establishing contracts to achieve preferred pridiegns, and service standards.

The resulting combined buying power helps the uguaid-size and larger member client
organizations save money on their purchases ofjoaés such as temporary labor services,
office products, safety supplies, office equipm@aickaging supplies, uniform & laundry
services, pest control, and expedited parcel dgliviehe consolidation of purchasing effort
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with the GPO also allows member clients savingmfreduced staffing overhead costs.
According to an analysis by SpendMatters, fromdopéion perspective, 15-20% of the
Fortune 1000 currently use buying consortiums &% 8f the time, they're seeing 10%+ of
savings in the categories in which they put throaglonsortium model.

The suppliers to this type of GPO offer preferredipg, terms, and service standards
because they experience lower overall selling expeand the increased volume usually
associated with the addition of a single very lazgstomer.

CHECK YOUR PROGRESS

Explain the history of Group purchasing organizatio
Explain the various sectors catered to by Grouplmsing organization (GPO).

Elaborate on the advantages of procurement thr@ughp purchasing organization (GPO).

2.11 NATIONAL ASSOCIATION OF STATE
PROCUREMENT OFFICIALS

The National Association of State Procurement Offials (NASPO)is an Americamon-
profit association formed by the tppocuremenofficials for the fifty states and/ashington,
D.C. and dedicated to strengthening the state procurecoenmunity through education,
research, and communication. It was formally esgtabtl on January 29, 1947,Ghicagq
llinois, and is made up of the directors of the centratipasing offices in each of the 50
states, the District of Columbia and tkeritories of the United Statekt is now based in
Lexington, Kentucky

NASPO, in collaboration with thigational Institute of Governmental Purchasing (NJGBrmed
the Universal Public Purchasing Certification CauigPPCC) to encourage and award the
Certified Public Purchasing Officer (CPPO) and @ied Professional Public Buyer (CPPB)
designations to those working in the public puraigarena and honors important public-
sector procurement initiatives through its "CroAinvard for Procurement Excellence".

NASPO is an organization through which the membeclpasing officials provide leadership
in professional public procurement, improve theliggiaf procurement, exchange
information and cooperate to attain greater efficie economy, and customer satisfaction.
NASPO receives professional headquarters staff@tgrough AMR Management
Services, which is accredited by the AMC Institi8ervices provided to NASPO include
conference management, research and publicatioasd lof directors and committee
support, financial management and member services.
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2.12 SELECTION IN PLANNING

Selection in Planning also known as SIP is a metiaglection used to identify suitable vendors and
contractors and is an alternative to selectionutinoTendering.

SIP has gained momentum in those environments véheustomer's requirements are subject to

ongoing changes or where the development of agirojeprocurement exercise is expected to be
implemented gradually. In such circumstances custemmay choose to employ the SIP process

rather than issuing a formal tender.

The advantages of SIP are that changes to a cussamguirements or specifications do not require
that this information be re-issued as would norynladl the case with a tender (with the exception of
minor modifications). Instead a customer, during pkanning process of a project or procurement
requirement, solicits ongoing information and festdbfrom prospective vendors and contractors
making an assessment of their capability, skilfgricial competitiveness and overall suitability
during the communications process.

The SIP process is sometimes considered by ctitibs a less formal procedure in which the
gualification of vendors and contractors is notradded with the same scrutiny as would be the case
in a tender. This belief is however erreneous agjthality of the SIP process, just as with tendgrin

is at the discretion of the selector. Those custerbheund by statutory procurement procedures or
corporate policies governing the same, apply thegeirements to the SIP process by means of
ongoing dialogue and solicitation of informatioorfr vendors and contractors.

For these reasons and among specific industrieb,asiconstruction, as well as in certain economic
environments, the SIP process is considered tovimbe alternative to traditional tendering and
which has resulted in the rapid growth of this gsxin recent years.

CHECK YOUR PROGRESS

Discuss on National Association of State Procurdr@éficials

Explain Selection in planning

2.13 LEVERAGE (NEGOTIATION)

In negotiation, leverage is the power that one sida negotiation has to influence the other gide
move closer to their negotiating position. A partgverage is based on its ability to award besefit
impose costs on the other side. Leverage has kesenilded as "negotiation's prime mover,"
indicating its important role in bargaining and otgtion situations. Individuals with strong levgea
can sometimes overcome weak negotiating skillsredsethose with poor leverage have a reduced
likelihood of being successful even if they haversg negotiating skills.
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In order for a negotiating side's leverage to wartheir favor, the threats or promises they puthfo
must be perceived as credible by the opposing grblig does not mean that the threats and
promises have to be based in facts, but the oppagsoup must believe that a specific threat or
promise can be carried out and that it would makentbetter or worse off compared to the other
side.

Leverage can be measured qualitatively in ternf®af much one side has to lose fraot
coming to an agreement. Generally, the side orgthat is most in need of an agreement
has the least amount of leverage. The side or gimatps willing to walk away (when this is
a possibility) has the most amount of leverage.

A key aspect of leverage is that it is dynamic.sTihieans that it can change as more information is
gathered or the situation evolves. A hostage sitnas a prime example of how leverage can be
dynamic. Early on in a hostage situation, consdield by the hostage takers; they have the gteates
leverage: the lives of their hostages. Howevethasituation evolves, effective hostage negotsator
can gain leverage, take control, and eventually fine hostages.

Types of leverage

There are three types of leverage: positive leveraggative leverage, and normative
leverage.

Positive leverage

Positive leverage is a hegotiator's ability to pdevthings that his or her opponent wants. Positive
leverage is based in the ability of one party tsB8athe needs of another party. The power from
positive leverage comes from the opportunity tovjgte or withhold the needed item or action. The
strength of this type of leverage is determinedhayother alternatives available to the opposition
(often referred to as the "BATNA" or the best altgive to a negotiated agreement). If there are
others who can also fulfill the opposition's neallen the leverage is weakened since the opposition
can go elsewhere to receive what they need.

In politics, an example of positive leverage isrtling, or vote trading. Legislators will promise
vote the way that another legislator wants on sses in order to gain their opponent's vote on
another issue.

Negative leverage

Negative leverage is a threat-based form of leweethgt represents one side's ability to make the
other side worse off. The power of negative levenadies on loss aversion. Because potential losses
are seen as worse than equivalent gains, negeatieesige can be very powerful. However, it can also
bring out strong reactions from the opposing pastngining the relationship. Neither party's insése
are advanced by negative leverage except for timetlgat the party employing the leverage may get
towards their ultimate desired outcome from theotiagon.

Picketing in labor negotiations is an example @atre leverage. The goal of picketing is to attrac
negative attention to the employer, but the emmeyao not gain any material benefits from the &ct o
picketing itself.

Normative leverage

Normative leverage relies on using social standararms to encourage consensus. This type of
leverage is maximized when the negotiating grogpseaon these social standards or norms and see
them as relevant to the discussion at hand. Novm&verage stems from people's desire to be
consistent and reasonable in their decision-making.
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An example of normative leverage would be for oagypto appeal to another's religious or moral
standards as grounds for acting in a certain washdRd Shell refers to the Hanafi hostage situation
as an example of using normative leverage in hiklom bargaining and negotiation. Hostage
negotiators read from and discussed the Koran (oaiQ) with the hostage takers in order to
encourage the peaceful release of remaining hastage

Improving leverage

Since leverage changes over the course of a négotia party's leverage can be improved through a
number of ways.

Creating coalitions

Forming a coalition with other parties during a oggtion can increase the amount of leverage that
group has over opposition. The improved leverageresult of group dynamics which often favor the
group with the largest membership. Studies in $@sigchology have found that individuals will

often conform to the beliefs of the larger group.

Gathering more information

As a negotiation moves forward, each party learoserabout what the other side wants, its priorities
and its vulnerabilities. This information can shape threats and promises that each side can make,
as well as their weight. Gathering information atibe opposition and limiting the release of
information about your position can help a partiynga maintain leverage.

Time

Time can be a key factor in a negotiation. Theyparth the most patience and ability to wait has
greater leverage. As time moves forward, leveragestift if one group needs to come to a resolution
sooner than the other. Transportation workersexample, can use time to their advantage by
conducting last minute strikes that put increagedgure on their employer to settle labor dispimes
order to be able to fulfill their obligations toeilh customers.

boost their ego...

—To gain leverage, feed the ego when such is samghior required (i.e. feeding vanity can be a
great source of motivation for the other negotiagogrant concessions at times. The reason beheg, s
may want to appear to be magnanimous).

Coercion

If leverage is abused it can lead to coercion. Thjgpens most often with the use of negative
leverage. The improper use of negative leveragguathe opposing party in duress, leading them to
make decisions that they normally would not if theyl free will. Abuse of positive leverage can also
lead to coercion, including bribery and blackmail.

CHECK YOUR PROGRESS

Discuss Leverage in negotiation for procurement.
What is the measure of leverage of one party agdiasther in negotiation?

Describe types of leverages in negotiations.
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Explain how leverages may be improved.

2.14 END QUESTIONS
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18.
19.

20.

21.

22.

23.
24.
25.

Describe Purchasing.

Explain the importance of purchasing.

Elaborate Purchasing process

Explain the various issues in purchase process.
Discuss Purchasing management

Elaborate on the importance of purchase management
Explain Procurement

Discuss the importance of procurement in hotelrimgs

Distinguish between concepts of procurement, aitgquisand purchase.

. Give a detailed account of E-procurement

. Explain the advantages of e-procurement.

. Elaborate Procurement outsourcing

. Explain the advantages and disadvantages of pnoeuieoutsourcing.

. Explain Agreement on Government Procurement

. Broadly outline the features of Agreement on Gorent Procurement
. Elaborate on Strategic sourcing

. Explain the importance of strategic outsourcintghimfields of hospitality, catering and

tourism.
Describe Global sourcing

Explain the importance of Global sourcing.
Explain the history of Group purchasing organizatio
Explain the various sectors catered to by Grouplmsing organization (GPO).

Elaborate on the advantages of procurement thr@ughp purchasing organization
(GPO).

Discuss on National Association of State Procurdr@éficials

Explain Selection in planning

Discuss Leverage in negotiation for procurement.
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26. What is the measure of leverage of one party agtiasther in negotiation?
27. Describe types of leverages in negotiations.

28. Explain how leverages may be improved.

2.15 REFERENCES AND FURTHER READING
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Group purchasing organization

National Association of State Procurement Officials
Selection in planning

Leverage (negotiation)
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UNIT 3 PROCUREMENT PROCEDURE - lI

3.00 INTRODUCTION

We have studied many concepts in the procuremegedures in Unit 2. We will continue to explore
these important activities of management of hobpitzatering and tourism industry further in this
unit. We will begin our study witExpediting, which is a concept in purchasing and project
management for securing the quality and timelywaeli of goods and components. Expediting is
especially needed in large scale projects, for gk@mvhen a power plant or a refinery is erected,
because of a delay caused by late delivery oriorfguality will get very expensive and could lead
unsatisfied clients, thus the loss of a project.

I will then take you to the concept of Total costoquisition (TCA). This is a managerial accougtin
concept that includes all the costs associatedwitting goods, services, or assets. Next, we study
Spend analysis, which is the process of collectteansing, classifying and analyzing expenditure
data with the purpose of decreasing procuremeits$ cosproving efficiency, and monitoring
compliance. It can also be leveraged in other av€bssiness such as inventory management,
budgeting and planning, and product development.

I will give you an idea about an interesting cortasgled turnkey’ or a turnkey project’. This is a
type of project that is constructed so that it barsold to any buyer as a completed product. Bhis i
contrasted with build to order, where the consbubtilds an item to the buyer's exact specificetjo
or when an incomplete product is sold with the agsion that the buyer would complete it. Suppose
you want to develop a Hotel at a location. You rgase several contract to separate contractord: civi
construction, landscape artist, interior desigakagtrical contractor, furniture vendor, etc.
Alternatively you may call for a tender on turnkegsis and give it to a single vendor who would be
responsible for integrating all these serviceslzamtl over to you the key to the finished and
furnished hotel.

The process of managing an establishment like & ht#o involved Contract management or contract
administration. This is the management of contratade with customers, vendors, partners, or
employees. The personnel involved in contract athtnation required to negotiate, support and
manage effective contracts are often expensiveio and retainPerformance-based contracting
(PBC), also known aperformance-based logistic§PBL) or performance-based acquisitionis a
product support strategy used to achieve measusaplaier performance. Rate Contractor a

Rate Agreement(RC in short) is a procurement cost reductioneagygaimed at standardizing
procurement prices for commonly procured, homogeraoul price varying inputs.

A call for bids, call for tenders, orinvitation to tender (ITT, often calledender for short) is a
special procedure for generating competing offemnfdifferent bidders looking to obtain an award
of business activity in works, supply, or servioattacts. Apurchase order(PO) is a commercial
document and first official offer issued by a buter seller, indicating types, quantities, andeadr
prices for products or services. You may also riedsghow another method of procuring which is
known as auction. Aauction is a process of buying and selling goods or sesviy offering them
up for bid, taking bids, and then selling the itenthe highest bidder. The open ascending price
auction is arguably the most common form of auctionse today. Participants bid openly against
one another, with each subsequent bid required tudher than the previous bid.
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3.01 UNIT OBJECTIVES

After completing this Unit you will be able to

Explain the concepts related to Expediting the lpase process
Explain the major considerations while arrivingratal cost of acquisition
Elaborate the process of Spend analysis

What is the importance of Turnkey projects.

Explain the major processes in Contract management
Describe the concept of Performance-based comtgacti

Explain the importance and purpose of a Rate contra

Discuss the processes involved in the Call for bids

Explain the main features of Tender notification

Explain the activities involved in Presales

Explain the importance of a Purchase order

Explain the salient features of Auction

Give a detailed account of three types of auctions.

Explain in details the processes and importandeeverse auction

3.02 EXPEDITING THE PURCHASE

Expediting is a concept in purchasing and project managefoesecuring the quality and timely
delivery of goods and components.

The procurement department or an external expectiiatrols the progress of manufacturing at the
supplier concerning quality, packing, conformityttwstandards and set timelines. Thus the expeditor
makes sure that the required goods arrive at theiajed date in the agreed quality at the agreed
location.

Purpose

Expediting is especially needed in large scalegutsj for example, when a power plant or a refinery
is erected, because of a delay caused by lateedgliv inferior quality will get very expensive and
could lead to unsatisfied clients, thus the losa pfoject. To save these unnecessary costs and
minimize potential risks, the supplier and customes agree on the use of a third party expeditor.
These are experts from companies specializingigrfitld who keep track of the deadlines, supervise
progress on site and check whether the componemfsraperly packed. After inspection they notify
the involved parties and banks about their findjifigsverything is as agreed the bank will initide
transfer of the price of the goods to the supplrethis way, the supplier secures his liquidityhasis
paid immediately when the components leave hiofgdtetter of credit) and the customer/bank
knows that the goods will be delivered correctlyp&diting is relevant for many industries, such as
the oil and gas industry, the general energy inglastd the infrastructure industry.

Expediting exists in several levels:

Production control: The expeditor inspects thedactvhether the production is up to the
standards of the country the goods are destined s is especially necessary for food
or engineering equipment like power plant compasigre or she controls as well
whether the regular audits for ISO 9001 etc. haaenlmade.
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Quality control: The components are tested whethey function as required and whether
they are made to the measurements and standattus @istomer. A part of this quality
control can be the testing for compliance with deads of the destination country, e.g.
ASME.

Packing/transport survey: This is the lowest andtrased level of expediting, as the goods
are only counted and the packing is controlled eit will withstand the adversities of
transport (pre-shipment inspection).

Project management: At a large-scale project, niyt goods are controlled. The expeditor
also keeps an eye on the deadlines and milesténies project and whether the supplier
will be on time. This way he or she monitors thec@al procurement parts of the project.

As the different levels of expediting require diffat skills, specialists and laboratories, mansdthi
party expeditors specialize in only one or sevefahese levels, while few offer expediting sergice
on all levels.

Larger companies normally have their own expeditdre can perform all four levels. Third parties
then are only used when in-house capacity is aetcbied or a neutral third party is needed. But In
case of some big companies if the no. of projeahing same time, Big companies use third party

expeditors also.

Most of the time companies use third party inspeekpeditors who are responsible for inspection of
critical items as well as expediting. In strict tityacontrol conditions, those quality inspector
expeditors will give importance to quality workthiar than to expediting work, which may not be a
useful technique to get expediting work completed.

Field expediting

Field expediting provides clients with a comprelremseview of the precise standing of their order
and any on site action to rectify any potentialgbeon areas. Field expediting means the inspection
and control of the expeditor on site. This givesriks a comprehensive review of the exact current
status of their order and an educated projectigdhefuture planning and status. Furthermore, while
being on site, experts for expediting can iderpidgsible problems and bottlenecks that could lead t
potential delays.

Desk expediting

Desk expediting is also known as telephone expegitt is an important tool for producing
companies to monitor order progress with manufacsuEspecially at milestone of a project, desk
expediting can be helpful to check whether thequtois still within the agreed schedule. Although
desk expediting is a quick and easy way to be méal about the current status of a project, it shoul
always be conducted in combination with field expied to securely verify the actual status.

Telephone expediting

Desk/Phone expediting provides a valuable toohfonitoring the progress of orders with a
manufacturer. Contact is established at specifiestines within the order fabrication method and a
brief outline of status standing obtained throudhba following conversation. associate experienced
expeditor will very quickly assess whether the oidgrogressing consistent with plan or whether
alternative measures are needed to verify and prasly improve the order progress. desk / phone
expediting is best used as a tool to supplemelat éepediting. it's additionally a helpful approawh
making the vendor aware that delays on the ordeftwe accepted by their shopper.
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CHECK YOUR PROGRESS

Explain the concepts related to Expediting the lpase process

3.03 TOTAL COST OF ACQUISITION

Total cost of acquisition(TCA) is a managerial accounting concept that incladlethe costs
associated with buying goods, services, or assets.

Generally, it is the net price plus other costsleeeo purchase the item and get it to the pointset
These other costs can include: the item's purcbasists (closing, research, accounting,
commissions, legal fees), transportation, prepamatnd installation costs.

Typically they do not include training, system mnation costs that might be considered operational
costs.

CHECK YOUR PROGRESS

Explain the major considerations while arrivingratal cost of acquisition

3.04 SPEND ANALYSIS

Spend analysids the process of collecting, cleansing, class@ygnd analyzing expenditure data
with the purpose of decreasing procurement casgs;aving efficiency, and monitoring compliance.
It can also be leveraged in other areas of bussags as inventory management, budgeting and
planning, and product development.

There are three core areas of spend analysidbilitisianalysis and process. By leveraging alethr
companies can generate answers to the crucialigoesiffecting their spending, including:

« What am | really spending?
e With whom am | spending it?
- Am | getting what's been promised for that spend?
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Vendor

Fig 3.01: Spend Cube

Spend analysis is often viewed as part of a lagigerain known as spend management which
incorporates spend analysis, commodity managenmehstaategic sourcing.

Companies perform spend analysis for several rsagdw core business driver for most
organizations is profitability. In addition to imgpring compliance and reducing cycle times,
performing detailed spend analysis helps compdimdsew areas of savings that previously went
untapped, and hold on to past areas of savingshégthave already negotiated.

Automated spend analysis software can be a valt@bléor chief procurement officers (CPOSs) at
large, global, diversified enterprises, and a Ugefal for many others. The resulting spend vidipil
helps CPOs and CFOs gain insight into what theimgany buys and from whom, and it helps them
realize savings promised by past sourcing effditte original approach to building spend cubes and
the name "spend cube" refers to the three dimesgibthe cube - Suppliers, Corporate business
units, and Category of item. The contents in tHeecare the price and volume of items purchased.
John Anderson and Laura Boteler, of A.T. Kearneg,,Ideveloped the first spend cubes to be used in
strategic sourcing.

CHECK YOUR PROGRESS

Elaborate the process of Spend analysis

3.05 TURNKEY PROJECT

A turnkey or aturnkey project (also spelledurn-key) is a type of project that is constructed so that
it can be sold to any buyer as a completed prodims. is contrasted with build to order, where the
constructor builds an item to the buyer's exacti§ipations, or when an incomplete product is sold
with the assumption that the buyer would complete i

A turnkey project or contract as described by Dund&llace (1984) is:
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.... a contract where the essential design emanaties 6r is supplied by, the Contractor and not the
owner, so that the legal responsibility for theigiessuitability and performance of the work after
completion will be made to rest ... with the contaact.. 'Turnkey' is treated as merely signifying the
design responsibility as the contractor's.

A turnkey computer system is a complete computduding hardware, operating system and
application(s) designed and sold to satisfy spebifisiness requirements.

Common usage

Turnkey refers to something that is ready for immediat generally used in the sale or supply of
goods or services. The word is a reference toabethat the customer, upon receiving the product,
just needs to turn the ignition key to make it @penal, or that the key just needs to be turnest tw
the customer. Turnkey is often used to describenaehbuilt on the developer's land with the
developer's financing ready for the customer toenav If a contractor builds a "turnkey home" they
frame the structure and finish the interior. Evieygj is completed down to the cabinets and carpet.
"Turnkey" is commonly used in the construction isttly, for instance, in which it refers to the
bundling of materials and labour by Home BuildeGaneral Contractor to move into the home
without owner involvement. 'Turnkey' is also comiyamsed in motorsports to describe a car being
sold with drivetrain (engine, transmission, eto.gontrast with a vehicle sold without one so that
other components may be re-used.

Similarly, this term may be used to advertise thle sf an established business, including all the
equipment necessary to run it, or by a busine$sisiness supplier providing complete packages for
business start-up. An example would be the creati@n"turnkey hospital" which would be building
a complete medical centre with installed medicaiiggent.

Specific usage

The term turnkey is also often used in the techypolodustry, most commonly to describe pre-built
computer "packages" in which everything needecetéopm a certain type of task (e.g. audio editing)
is put together by the supplier and sold as a leuridiis often includes a computer with pre-installed
software, various types of hardware, and access@igch packages are commonly called appliances.
A website with a ready-made solutions and someigordtions is called a turnkey website.

Turnkey products are synonymous to "off-the-shatffutions and not customized.

In real estateturnkey is defined as a home or property that is readpéoupation for its intended
purpose, ie., a home that is fully functional, reeed upgrading or repairs (move-in ready). In
commercial use, a building set up to do auto repaould be defined as turnkey if it came fully
stocked with all needed machinery and tools for plaaticular tradeThe turnkey process includes all
of the steps involved to open a location includimg site selection, negotiations, space planning,
construction coordination and complete installatiturnkey real estate also refers to a type of
investment. This process includes the purchaseticanion or rehab (of an existing site), the legsi
out to tenants, and then the sale of the properéyliuyer. The buyer is purchasing an investment
property which is producing a stream of income.

In drilling, the term indicates an arrangement wereeicontractor must fully complete a well up to
some milestone to receive any payment (in exchéorggreater compensation upon completion).
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CHECK YOUR PROGRESS

What is the importance of Turnkey projects.

3.06 CONTRACT MANAGEMENT

Contract managementor contract administration is the management of contracts made with
customers, vendors, partners, or employees. Th®mpeel involved in contract administration
required to negotiate, support and manage effectwtracts are often expensive to train and retain.
Contract management includes negotiating the tarmdsconditions in contracts and ensuring
compliance with the terms and conditions, as well@cumenting and agreeing on any changes or
amendments that may arise during its implementatia@xecution. It can be summarized as the
process of systematically and efficiently managiagtract creation, execution, and analysis for the
purpose of maximizing financial and operationafpenance and minimizing risk.

Common commercial contracts include employmengtsttsales invoices, purchase orders, and
utility contracts. Complex contracts are often ssegy for construction projects, goods or services
that are highly regulated, goods or services wéttaided technical specifications, intellectual pap
(IP) agreements, outsourcing and internationaktrdbst larger contracts require the effective afse
contract management software to aid administratrmong multiple parties.

A study has found that for "42% of enterprise.ittp driver for improvements in the management
of contracts is the pressure to better assess #igatm risks" and additionally,"nearly 65% of
enterprises report that contract lifecycle managerf@LM) has improved exposure to financial and
legal risk."

Contracts

A contract is a written or oral legally-binding agment between the parties identified in the
agreement to fulfill the terms and conditions adli in the agreement. A prerequisite requirement fo
the enforcement of a contract, amongst other thisghe condition that the parties to the contract
accept the terms of the claimed contract. Histdyicthis was most commonly achieved through
signature or performance, but in many jurisdictiorspecially with the advance of electronic
commerce - the forms of acceptance have expandadltmle various forms of electronic signature.

Contracts can be of many types, e.g. sales costfiaciuding leases), purchasing contracts,
partnership agreements, trade agreements, ankkattell property agreements.

« A sales contract is a contract between a compdueysgller) and a customer where the
company agrees to sell products and/or serviceshencustomer in return is obligated to pay
for the product/services bought.
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« A purchasing contract is a contract between a comfthe buyer) and a supplier who is
promising to sell products and/or services withlgread terms and conditions. The company
(buyer) in return is obligated to acknowledge theds / or service and pay for liability
created.

- A partnership agreement may be a contract whiahdtly establishes the terms of a
partnership between two legal entities such tret tegard each other as ‘partners’' in a
commercial arrangement. However, such expressiaysatso be merely a means to reflect
the desire of the contracting parties to act 'dsoth are in a partnership with common goals.
Therefore, it might not be the common law arranggméa partnership which by definition
creates fiduciary duties and which also has 'jaitt several' liabilities.

Areas of contract management

The business-standard contract management modah@leyed by many organizations in the United
States, typically exercises purview over the follagvwousiness disciplines:

« Authoring and negotiation

- Baseline management

« Commitment management

« Communication management.

« Contract visibility and awareness
« Document management

« Growth (for Sales-side contracts)
- Contract compliance/governance

Change management

There may be occasions where what is agreed intaacd needs to be changed later on. A number of
bases may be used to support a subsequent chartgat the whole contract remains enforceable
under the new arrangement.

A change may be based on:

- A mutual agreement of both parties to vary the reatt outside the framework of the existing
contract. This would be an independent basis fanghmg the contract.

« A unilateral decision to vary the contract, contéatgxrl and allowed for by the existing
contract. This would normally have notice perioolsfhirness and often the right of the other,
especially in consumer contracts, to cease theaxnal relationship. Be careful that any
one-way imposition of change is contractually fiiesti, otherwise it may be interpreted as a
repudiation of the original contract, enabling ttleer party to terminate the contract and seek
damages.

- A bilateral decision to vary the contracting, withhe variation or change control process
outlined in the existing contract. These are oftalted change control provisions.

Phases of contract management
Contract management can be divided into three ghasenely
« pre- contract phase

» contract execution phase
« post award phase (often referred to as contracplante/governance)
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Contract compliance/governance

During the post-award phase, it is important tauesmshat contract conditions and terms are met, but
it is also critical to take a closer look for itesisch as unrecorded liabilities, under-reporte@mere

or overpayments. If these items are overlookedgmanay be negatively impacted. A contract
compliance audit will often commence with an oppboitly review to identify the highest risk areas.
Having a dedicated contract compliance (and/or g@rece) program in place has been shown to
result in a typical recovery of 2-4% and sometimedigh as 20%.

Current thinking about contract management in cemptlationships is shifting from a compliance
“management” to a “governance” perspective, withfticus on creating a governance structure in
which the parties have a vested interest in magaghat are often highly complex contractual
arrangements in a more collaborative, aligned,blexand credible way. In 1979, Nobel laureate
Oliver Williamson wrote that the governance stroetis the “framework within which the integrity of
a transaction is decided.” He further added thatduse contracts are varied and complex,
governance structures vary with the nature of idwestaction.” (See also relational contract). Eiks
and Westerberg (2011); Li, Arditi, and Wang (2012hen and Manley (2014), and Cardenas,
Voordijk, and Dewulf (2017) have hypothesized, deped and extensively tested conceptual models
in which relevant project governance instrumentsfactors were identified and related to the
performance of construction projects.

A collaborative governance framework has four congmts:

« Avrelationship management structure (how the partierk together to make both day to day
operational decisions as well as strategic deci$ion

- Ajoint performance and transformation managementgss designed to track the overall
performance of the partnership

« An exit management plan as a controlling mechamisemcourage the organizations to make
ethical, proactive changes for the mutual benéfiliche parties.

« Compliance to special concerns and regulations;twihiclude the more traditional
components of contract compliance

CHECK YOUR PROGRESS

Explain the major processes in Contract management

3.07 PERFORMANCE-BASED CONTRACTING

Performance-based contracting PBC), also known aperformance-based logistic§PBL) or
performance-based acquisitionis a product support strategy used to achievesamable supplier
performance. A PBC approach focuses on developiategic performance metrics and directly
relating contracting payment to performance agdirege metrics. Common metrics include
availability, reliability, maintainability, suppability and total cost of ownership. The primaryans

of accomplishing this are through incentivized,gdgarm contracts with specific and measurable
levels of operational performance defined by th@@mer and agreed on by contracting parties. This
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stands in contrast to the conventional transadimsed, or waterfall approach, where payment is
related to completion of milestones and projeciveéehbles.

Performance-Based approaches are most widely beetktense industry, but can be applied across
any spend category.

Overview

PBC is about buying performance, not transactignaldls and services, through an integrated
acquisition and logistics process delivering imgaeapability to a range of products and services.
PBC is a support strategy that places primary esipltan optimising system support to meet the
needs of the user. PBCs delineate outcome perfaengwals, ensure that responsibilities are
assigned, provide incentives for attaining thesagy@nd facilitate the overall life-cycle manageine

of system reliability, supportability, and total nership costs. A PBC in practice involves a
contracting agency (who are contracting the wor&rt@external provider) and a contractor (who are
responsible for completing the work set out in¢batract). Several other parties are often invaglved
including subcontractors, a legal team and consiglta hese parties work for both contracting agency
and contractor completing various elements of vemsociated with contract development, contracted
work completion or performance management / measeme

United States federal law defines performance-basgdisition and treats it as "the preferred
method for acquiring services".

Implementation
A typical process for implementing a PBC is asdat:

1. Business Case — a document which reviews poteaitia, benefits and other potential
impacts of a PBC, usually presented to senior nmensag aid in their decision making

2. Outcomes — a short statement reflecting the desé®dt or final deliverable of the contract

3. Measures — define a set of performance measuresdltectively measure the organisations
performance against the outcome statement

4. Levels — set performance levels for the performaneasures, i.e. how well the contractor
needs to perform

5. Payment — develop a set of payment curves whicbugdhe pay for performance regime i.e.
how much the contractor gets paid for their perfomoe level

6. Incentives — set out a group of incentives thabarage positive behaviours and discourage
negative behaviours

7. Contract — draft, review, workshop and finaliseoatcact which covers all aspects of the
performance, payment and terms and conditionseofelationship

8. Review — conduct an analysis of the outcomes oPBE€, taking into account the differing
definitions of success from the different groupsgoimed in the contract.

Naming

PBC is the name used in Australia, New ZealandGamthda to describe the practice of attaching
contract payment to a set of performance metrigs.dommonly known as performance-based
logistics in the US and Contracting for Availakyjilitr Contractor Logistics Support in the UK.
Although it was developed in the US for defenceliappions, and is most actively applied there, PBC
strategies are growing in popularity around theldvand in industry sectors other than defence. In
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particular, PBC frameworks are becoming populahipping, transport, health services and the

energy sector.
Alternative terms include:

» Performance-based life-cycle product support
« Contracting for Availability

« Contractor Logistics Support (CLS)

« Contracting for Capability

« Power-By-The-Hour

« Managed Services (or IT and BPO Business Proceso@uing contracts)

« Facilities Management contracts

Applications

Defence

PBC is widely applied in the Australian defenceteegrimarily by the major acquisition and support

organisation, the Defence Material Organisation MMt is particularly useful in the defence
environment because of the inherent complexitylarge scale of the projectRecently, Australian
Defence has initiated an escalation of the usedB@<with the strategic aims of improving capability
outcomes and reducing total cost of ownership.ustralia and the US, PBC frameworks are most

commonly applied in Defence situations.

PBC frameworks are currently being used in numebefence related projects, including:

« BAE Systems Hawk

« Eurofighter Typhoon

« Anzac class frigates

« Royal Australian Armoured Corps vehicles
« Collins class submarines

« GE Aviation

e Lockheed Martin

Industry

Although it is applied primarily in the defence @ewmment, PBC is becoming more populara
broader range of private and public sector orgéinisaas they seek to reduce costs and create a

closer link between expenditure and performancésgoa

Areas outside defence where PBC is applied include:

« Commercial Shipping

e Public Transport

« Health Services

« Energy Generation

« Maintenance, Repair and Overhaul

« Commercial Airlines

- Manufacturing

« IT and Business Process Outsourcing (BPO)
- Facilities Management
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Some examples:

« PBC for Australian Road MaintenancEhis case studyprovides insight into road
maintenance contracts conducted in Western Austaald New South Wales. In both
instances, very positive outcomes are recordedthenaase study related to Performance
Based Contracting in Road Maintenance claims thadD5, 35 countries were employing
PBC for Road Maintenance, and in 2006 15 otherdrhptemented a PBC or were
investigating its use.

PB Contracts as related to Sourcing Business Models
Procurement/Sourcing Business Models

A performance-based model is one of seven SouBusiness Models. Sourcing Business Models
theory is a systems-based approach to structutipglier relationships. A sourcing business model is
a type of business model that is applied to busingationships where more than one party needs to
work with another party to be successful. Theresaken sourcing business models that range from
the transactional to investment-based. The sevelelnare: Basic Provider, Approved Provider,
Preferred Provider, Performance-Based/Managed &arWlodel, Vested Business Model, Shared
Services Model, and Equity Partnership Model. Sogrbusiness models are targeted for
procurement professionals seeking a modern appfoaeithieving the best fit between buyers and
suppliers. Sourcing business model theory is baseicollaborative research effort by the Univgrsit
of Tennessee (UT), the Sourcing Industry Group {$h@ Center for Outsourcing Research and
Education (CORE), and the International Associat@rContracts and Commercial Management
(IACCM). Their initial research formed the basis foe 2015 bookStrategic Sourcing in the New
Economy: Harnessing the Potential of Sourcing BessrModels in Modern Procurement.

Studies

There is discussioabout the efficacy of PBC as a product supportsuea However, there is
significant research to suggest that PBC can redosts and result in better supplier
outputs/performance against metrics than traditiooatracting approaches, such as transaction-
based contracts. The U.S. Department of Defensé@ice/Defense Acquisition University
sponsored a research project conducted by the tsitivef Tennessee study An American study into
the effectiveness of PBC frameworks in Defenceqmtsj The study found that projects employing a
true PBC framework resulted in substantially lowests and improved system readiness / capability
when compared to non-PBC arrangements. The U.Sariveent of Defense has many documented
case studies from award winning PBL contracts.

In addition, a study by Booz Allen Hamilton fourtgat even incorporating a small amount of a PBC
framework into weapons system support will creatsitpre results.

In a more general sense, implementing a PBC framelas a broad range of benefits for
organisations, contractors and contracting agenaietuding:

« Improved contracting for supplier performance agiasupplier metrics

« Reduction in Total Cost of Ownership (TCO)

» Ability to accurately forecast cost within contrédctunds

« Improved accountability for performance

« Development of a clear understanding of performaagairements

« Promotion of strategic benefits for Contracting Agg and Contractor

« Integration of all contracting aspects in a sirsgeof performance measures
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« A 'Fair' contract
« A greater understanding of life-cycle costs

CHECK YOUR PROGRESS

Describe the concept of Performance-based contacti

3.08 RATE CONTRACT

A Rate Contract or aRate Agreement(RC in short) is a procurement cost reductionegypaimed
at standardizing procurement prices for commonbcpred, homogenous and price varying inputs.

Timing

A rate contract is usually attempted when a glgbakcing effort is not feasible, due to financial o
operational constraints. A rate contract is algiclly established in inputs where the number of
suppliers is large (where it is not a monopoly moagopoly).

Level

Rate contracts can be arranged at various levedslénmge firm - in specific geography markets oa at
national level or at a global level (if suppliergst at differing scales) and in specific sub-catégg,

or in a range of sub-categories, or for a categurfor a related categories. The rate contractatsm
be established for a year or for multiple-yearse Tvel of the rate contract agreed depends on:

The level of standardization of the input

The predictability of procurement spend

The nature of the supplier market

The pricing power of the procurer as against thppber.

PwnE

Process of setup
The process of setting up a rate contract in agoagefollows a set of standard steps:-

1. Procurement spend analysis: Identification of cuativg spend, identification of key
suppliers and their share of business, identificatif average price of procurement, spend
growth projections

2. Market analysis: Study of the nature of the mar&ehaustive identification of suppliers and
their capabilities, study of supplier cost struetirOne of the primary objectives of this step
is the identification and introduction of new sup

3. Supplier InteractionsSelection of a fit-list of suppliers, invitatiaa suppliers for
discussions, supplier discussions and interactiRRS) to selected suppliers

4. Receipt of Quotesom suppliers

5. Selection of a fit lisof suppliers
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6. Agreement on the points of the rate contractfaradization of the rate contract

Post the setup of a rate contract, a definitnanitoring mechanismimust be set up. Such a monitoring
mechanism needs to be done centrally by the orgémivand involves - monitoring of offtake by
supplier, monitoring of non-RC offtake and monitgriof supplies and periodic quality audits.
Without the setup of a monitoring mechanism, mufcthe effectiveness and purpose for a setup
might be lost.

Special Types

A frame agreemeris a special type of rate agreement entered wétit af suppliers, with a specific
subset (may be just one) chosen as preferred. Fagreements possess similar clauses as standard
rate agreements with a few additional (optionalhfsosuch as

« decreasing prices over time

« quality control obligations for the supplier

« minimum or maximum offtakes during the validity joet
« provisions for vendor-managed inventory

The UNHCR procures a large percentage of its requents under frame agreements.

C
HECK YOUR PROGRESS

Discuss the processes involved in the Call for bids

3.09 CALL FOR BIDS

A call for bids, call for tenders, orinvitation to tender (ITT, often calledender for short) is a
special procedure for generating competing offemnfdifferent bidders looking to obtain an award
of business activity in works, supply, or servioaitacts. They are usually preceded by a pre-
gualification questionnaire (PQQ).

Types

Open tenders, open calls for tenders, or adverteskers are open to all vendors or contractors who
can guarantee performance.

Restricted tenders, restricted calls for tendar@dted tenders are only open to selected prefirhl
vendors or contractors. This may form part of a-8tage process, the first stage of which (as in the
expression-of-interest (EOI) tender call) produgehortlist of suitable vendors.

The reasons for restricted tenders differ in s@mepurpose. Restricted tenders can come about
because:
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« essentially only one suitable supplier of the smior product exists

- of confidentiality issues (such as in military a@ats)

- of the need for expedience (as in emergency Sitsti

- of a need to weed out tenderers who do not havértaecial or technical capabilities to
fulfill the requirements

Origin of the term
Dictionaries explain the etymology as coming froid Brenchtendre which means "to offer".
The following false etymologys sometimes heard:

«  When merchant ships arrived at a port of call, theuld post a notice describing the goods
they wished to buy or sell. This notice was delxkahead of the ship by a tender—a small
boat—and hence the process became known as tegderin

Double envelope system
In an open bid or tender system, a double envedggiem may be used. The double envelope system
separates the technical proposal (based on antledeo meet the statement of work) from the

financing or cost proposal in the form of two sgparand sealed envelopes.

During the tender evaluation, the technical propasald be opened and evaluated first followed by
the financing proposal.

The objective of this system is to ensure a fas@ation of the proposal. The technical proposal
would be evaluated purely on its technical meriis &s ability to meet the requirements set forth i
the Invitation without being unduly skewed by tivehcial proposal.

Tender box

A tender box is a mailbox that is used to receeephysical tender or bid documents. When a tender
or bid is being called, a tender or bid numbersigally issued as a reference number for the tender
box. The tender box would be open for interestetigsato submit their proposals for the duration of
the bid or tender.

Once the duration is over, the tender box is cl@setisealed and can only be opened by either the
tender or bid evaluation committee or a membehefarocurement department with one witness.

Security deposit

Registered contractors are usually required tagbra bond for a stipulated sum as security or
earnest money deposit to be adjusted against vk, dhormally in the form of bank guarantee or
surety.

Locating tenders

Public sector organizations in many countries egally obliged to release tenders for works and

services. In the majority of cases, these aredlistetheir websites and traditional print media.
Electronic procurement and tendering systems aoegpement are also increasingly prevalent.
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A number of companies provide subscription alentises which send notifications of relevant tender
documents to the subscriber.

An array of private organisations also assist legsas in finding out about these tenders. Cost may
vary from a few pounds a week to a few hundred.

Because of the specialised language and sometiffiesitito-grasp procedures, some organizations
also offer companies tender writing training, ortide writing for them.

Typical template contents (in project management)
A typical invitation to tender template in any oj has the following sections:

e Introduction

» Project background

e Legal issues

« Maintaining issues

« Supplier response required

- Timetable for choosing a supplier
+ Requirements

CHECK YOUR PROGRESS

Explain the importance and purpose of a Rate contra

3.10 TENDER NOTIFICATION

A tender notification is an online service, which in more recent tingegrovided through the

delivery model software as a service. Historicaly service would be provided by basic coding
techniques in PHP code, when a new tender hadd#ished. Since then, the industry has grown to
provide fully automated systems that deliver vagitarms of communication to notify users of
tendering opportunities. Typically, services arbivéeed in the form of an e-mail and are commonly
for open tenders, which allow any potential supgleregister interest in a tender opportunity.

Some may argue that notification services havernedategral to open tenders and the process.
Notification services are often the main form ofrcounication to the client that a new tender is
available. People closely linked with the providamg user, may receive communication directly, but
with the growth of the notification industry, thisbecoming unlikely. Procurement software
sometimes incorporates the tendering data intogugekto make the information more accessible for
suppliers interested in various tenders.

Many of the direct notification packages often hawargeted market or segment, often from one or
two providers, for example a county council or &agpvernment institution. Repacks allow for
greater numbers of tenders and often cover multiplmtries, segments and markets.
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Types of notifications
Direct

These are normally opportunities that are senttiirem the system they were created on. For
example if a government institution used a centa@md of tendering software, then this brand would
also offer a tender service to notify the userofiers on that specific system.

Repacks

Repacks are normally provided by external orgaitimatand software as a service providers. Feeds
from multiple sources are combined, collated amah thent out. The aim of repacks is normally to
give the supplier as many opportunities as possibla daily basis.

Normally where feeds from multiple sources are coeb, collated and then sent out. The aim is
obvious here, to give the supplier as many oppditsnas possible on a daily basis. However, due to
the information often being second or third hamins data can be lost in the process, or may become
inaccurate as it is passed down the line. Theteallaformation tends include a range of sectors,

from construction to healthcare tenders.

Similar processes

A request for tender and request for quotationased tender where people are invited by a buyer
to quote for specific work. A tender notificatioleds potential suppliers of open tenders that they
then have to register interest in before entetiregténdering process.

Invitation to tender is also a similar process teraler notification. The major difference is the
institution or organisation who created the terderoses who to invite, often in the form of a ctbse
tender. Tender notification services provide a aasty of people and companies about an open
tender that anyone can apply for.

Benefits

Tender notifications (sometimes called tender gleprovide the client with given tender informatio
that they desire. This is often delivered in thenf@f an email notification, saving the client visg
multiple websites to check for updates on potemtiahts. Most repacks provide both private and
public sector tender opportunities. The idea is téader notification systems deliver tender
opportunities to the company, dramatically redu¢hrggamount of time spent looking for these
tenders.

CHECK YOUR PROGRESS

Explain the main features of Tender notification
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3.11 PRESALES

Presales is a process or a set of activities/salesally carried out before a customer is acquired,
though sometimes presales also extends into thedadie product or service is delivered to the
customer. The sale of service or goods beforeitase date generally has a discount rate gréater t
50%, this is done as the producer wants to asBesadrkets willingness to pay and buy the product
due to the risk factor being very high.

Reasoning

Presales are done usually due to the businessstign who offer goods or services, unsure of the
markets willingness to buy the product or servitguestion. The use of presales gives an educated
overview of sales made due to presales and an tedugaess of future sales. This marketing
technique helps insure a more concentrated nunilggroals or services needed/wanted so that the
company/business does not exhaust resources irs goa@grvices when they are not being utilized,
thereby causing waste and loss in profits. Exarapthis would be presales in video games; games
are advertised over many media channels to helpgmand increase likability to its target
demographic. Presales usually offer extra contenteychandise which would normally be of high
price for free, thereby increasing the perceivdderaf this product. This gives the
manufacturer/company of how many units to prodatready knowing the return on releasing the
video game.

Responsibilities
In a typical sales cycle the stages are:

1. Contact
2. Lead/ Suspect
3. Prospect/ Opportunity.

The task of a presales person starts from thalimitintact phase and often ends once the custemer i
acquired i.e. sale is made. In some cases, presateprovide some initial or transitional suppguost
sale.

The responsibilities differ from organization t@anization but in general include:

Solution Preparation/Management Proposal basedusto@ers Requirements
Product demonstrations

Proof of Concept Creation

Creation of Marketing Documents

... and any other activity required to generaterass

arwdE

The Software Industry and IT Services Industry mie\a vital and significant role for presales
professionals. The role of presales falls righthim middle marrying the customer needs to the
(provider) company's services or products. This i®lespecially crucial in these industries because
the products and services are often heavily cugtaoie and also because the requirements of
different customers are often unique. The pregalefessional thus understands what the customer
needs, develops an initial view of the solution¢hstomer needs, then tailors the product or servic
of his company to meet what the customer needsaiaspor helps sell) this solution to the customer
helps close the deal or sale and often stays endore that the delivery team or product specsalist
that follow him provide the intended solution.
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Areas of specialty of Presales include:

1. Discovery —a means to uncover details of busipesslems that the prospect has. The
presales person will understand and closely analesprospects requirements.

2. Preparation — tailoring a prospect specific pres@n or software presentation that precisely
meets the needs of the prospect.

3. Demonstration — A demonstration of the vendor pobthat specifically addresses the
prospects business problems. It will be done iraamar that highlights an easy method to
solve those problems using the tools availableiwittie vendors suite of product.

4. Request for Proposal (RFP) — presales have aelbtaiowledge of the product suite, in
addition to its application to business problems.séch, presales are frequently involved in
technical details in RFP preparation.

5. Marketing assistance — Typically the marketing diEpant and presales department align
closely. Given presales is directly in touch whie market, they can share market feedback
with the marketing team. Presales will often crebétechnical detail for use in marketing
collateral.

6. Product management assistance — Presales ar® qiotevide unparalleled market feedback
to product managers that can be used to influenpeovide feedback on product roadmap
items.

7. Proposal assistance — Given presales were invaiviie sale since the discovery of the
prospect business problems, presales will ofterpbeta the business analysis and technical
component of a sales proposal.

Other uses of the term

In Canada and the United States real estate prepénat are sold before construction or before
construction is completed are referred to as Rees@ihese properties are known as off plan
properties in the UK and Australia.

CHECK YOUR PROGRESS

Explain the activities involved in Presales

3.12PURCHASE ORDER

A purchase order(PO) is a commercial document and first official offesued by a buyer to a
seller, indicating types, quantities, and agreéckprfor products or services. It is used to cdrhe
purchasing of products and services from extenngplsers.

The issue of a purchase order does not initiatmgact. If no prior contract exists, then it ig th
acceptance of the order by the seller that formsmaract between the buyer and seller. Purchase
orders can be an essential part of ERP systemsorder

Overview
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Companies use purchase orders for several reaBorchase orders allow buyers to clearly and
explicitly communicate their intentions to selléfsiey may also help a purchasing agent to manage
incoming orders and pending orders. Sellers are@lstected by PO's in case of a buyer's refusal to
pay for goods or services.

Purchase orders provide benefits in that they istiea the purchasing process to a standard
procedure. Commercial lenders or financial indtitng may provide financial assistance on the basis
of purchase orders. There are various trade fintauikties that almost every financial institution
allows to business people against purchase ordebsas:

Before shipment credit facility
Post shipment credit facility

Trade finance facility

Foreign bill purchase credit facility
Bill retirement credit facility

Order Confirmation

Followup

NooprwdhE

The purpose of purchase orders is to procure nadgdar direct consumption or for stock, procure
services, cover customer requirements using exXtexsaurces, or procure a material that is needled i
plants from an internal source (Long distance ipteat stock transfers). They may also place once
only procurement transactions and optimize purcigalsy taking full advantage of negotiated
conditions or for optimal utilisation of existingahsport capacities.

Creating a purchase order is typically the firepsdf the purchase to pay process in an ERP system.
Purchase orders may require a SKU code. WithinRia §/stem, a purchase order can be created
manually, and may require confirmation or changasediting. Within an ERP system (such as in
SAP), manually creating a purchase order withinstrsgem may look something like "Logistics ->
Materials Management -> Purchasing -> PurchasimgOs Create" and providing a Transaction
Code. This document type will be chosen from threest. A vendor code lookup may need to be
selected for a purchase order steps, as well agstike organization group and company code.

Legal

Although a typical purchase order may not contamiiact language (in fact most contain little more
than a list of the goods or services the buyerégso purchase, along with price, payment termd, a
shipping instructions), the purchase order is &igflg regarded instrument regulated by the Uniform
Commercial Code or other similar law which estdidisa purchase order as a contract by its nature.
Yet despite the nature of the purchase order astaact, it is common to accompany the acceptance
of a purchase order with a legal document suchagetrms & conditions of sale, which establish
specific or additional legal conditions of the qaiat.

The US Federal Acquisition Regulation states thiatipase orders should generally be issued on a
fixed-price basis, but provision is also made fopriced purchase orders to be issued where "it is
impractical to obtain pricing in advance of issumao€the purchase order".

Formats

Electronic purchase orders
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Many purchase orders are no longer paper-basedattnetr transmitted electronically over the
Internet. It is common for electronic purchase sde be used to buy goods or services of any type
online.

There are lots of names/terms for Electronic Pwsel@rders. It is sometimes known as: E-
Procurement, E-Purchasing, E-Purchase Requistioese terms are normally all referring to
Electronic Purchase Orders.

Purchase Order Reguest Form V-
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Fig 3.02: Purchase order
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Non-electronic purchase orders

The record of purchase order in most business famastill on paper and thus there is a need for
proper purchase order format. Many users wish ve Ipaofessional formatting for purchase orders
for several reasons. A company may wish to haveag understanding of purchase transactions or
to know the basic requirements of purchase orteral also make it part of business documentation,
which makes the process easier while keeping remfoatl transactions and to have good impression
on the client or customer.

CHECK YOUR PROGRESS

Explain the importance of a Purchase order

3.13 AUCTION

An auction is a process of buying and selling goods or sesviny offering them up for bid, taking
bids, and then selling the item to the highest &id@ihe open ascending price auction is argualely th
most common form of auction in use today. Partigcipdid openly against one another, with each
subsequent bid required to be higher than the pueudid. Anauctioneermay announce prices,
bidders may call out their bids themselves (or heapeoxy call out a bid on their behalf), or bidaym
be submitted electronically with the highest curtad publicly displayed. In a Dutch auction, the
auctioneer begins with a high asking price for sguntity of like items; the price is lowered uratil
participant is willing to accept the auctioneeris@for some quantity of the goods in the lot otilu
the seller's reserve price is met. While auctiolesa@ost associated in the public imagination wlit t
sale of antiques, paintings, rare collectibles exgknsive wines, auctions are also used for
commodities, livestock, radio spectrum and used.dareconomic theory, an auction may refer to
any mechanism or set of trading rules for exchange.

History

The word "auction" is derived from the Latige> which means "l increase" or "l augment". For
most of history, auctions have been a relativelyonmmon way to negotiate the exchange of goods
and commodities. In practice, both haggling and bglset-price have been significantly more
common. Indeed, before the seventeenth centurfgth@uctions that were held were sporadic.

Nonetheless, auctions have a long history, havaenlvecorded as early as 500 B.C. According to
Herodotus, in Babylon auctions of women for mariagere held annually. The auctions began with
the woman the auctioneer considered to be the beasttiful and progressed to the least. It was
considered illegal to allow a daughter to be sait$ide of the auction method.

During the Roman Empire, following military victgriRoman soldiers would often drive a spear into
the ground around which the spoils of war were tefbe auctioned off. Later slaves, often captured
as the "spoils of war", were auctioned in the fowmder the sign of the spear, with the proceeds of
sale going towards the war effort.
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Fig 3.03 : Artemis, Ancient Greek marble sculptune2007, a Roman-era bronze sculpture of
"Artemis and the Stag" was sold at Sotheby's in Nexk for US$28.6 million, by far exceeding its
estimates and at the time setting the new recotti@most expensive sculpture as well as work from
antiquity ever sold at auction.

The Romans also used auctions to liquidate thésasbdebtors whose property had been
confiscated. For example, Marcus Aurelius sold bbo&d furniture to pay off debts, the sales lasting
for months. One of the most significant historiaattions occurred in the year 193 A.D. when the
entire Roman Empire was put on the auction bloctheyPraetorian Guard. On March 23 The
Praetorian Guard first killed emperor Pertinaxntbéfered the empire to the highest bidder. Didius
Julianus outbid everyone else for the price of 8 @&achmas per guard, an act that initiated a brief
civil war. Didius was then beheaded two monthg lateen Septimius Severus conquered Rome.

From the end of the Roman Empire to the eighteeartitury auctions lost favor in Europe, while they
had never been widespread in Asia.

Modern revival

In some parts of England during the seventeentreggideenth centuries auction by candle began to
be used for the sale of goods and leaseholdscamdle auction, the end of the auction was signaled
by the expiration of a candle flame, which wasrdid to ensure that no one could know exactly
when the auction would end and make a last-secmh@®&bmetimes, other unpredictable processes,
such as a footrace, were used in place of theatiquirof a candle. This type of auction was first
mentioned in 1641 in the records of the House ofltoThe practice rapidly became popular, and in
1660 Samuel Pepys's diary recorded two occasioes Wie Admiralty sold surplus ships "by an inch
of candle". Pepys also relates a hint from a highlgcessful bidder, who had observed that, just
before expiring, a candle-wick always flares ugtslly: on seeing this, he would shout his finahe a
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winning - bid. TheLondon Gazettbegan reporting on the auctioning of artwork attbffeehouses
and taverns of London in the late 17th century.
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Fig 3.04: A Peep at Christies (1796) — caricatufeotress Elizabeth Farren and huntsman Lord
Derby examining paintings at Christie's, by Jamébay

The first known auction house in the world was 8batm Auction House, SwedeBtockholms
Auktionsverk founded by Baron Claes Ralamb in 1674. Sothebyisently the world's second-
largest auction house, was founded in London olldich 1744, when Samuel Baker presided over
the disposal of "several hundred scarce and vatlidoloks from the library of an acquaintance.
Christie's, now the world's largest auction housss founded by James Christie in 1766 in London
and published its first auction catalog in 176@@ligh newspaper advertisements of Christie's sales
dating from 1759 have been found.

Other early auction houses that are still in openanclude Dorotheum (1707), Mallams (1788),
Bonhams (1793), Phillips de Pury & Company (17#8g¢eman’s (1805) and Lyon & Turnbull

(1826). By the end of the 18th century, auctionarbfvorks were commonly held in taverns and
coffeehouses. These auctions were held daily, aciiba catalogs were printed to announce available
items. In some cases these catalogs were elalvoogts of art themselves, containing considerable
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detail about the items being auctioned. At thistiGhristie's established a reputation as a leading
auction house, taking advantage of London's stuke major centre of the international art trade
after the French Revolution.
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Fig 3.05: The Microcosm of London (1808), an engrg\wf Christie's auction room

During the American civil war goods seized by asnigere sold at auction by the Colonel of the
division. Thus, some of today's auctioneers indt. carry the unofficial title of "colonel".

The development of the internet, however, hasdeadignificant rise in the use of auctions as
auctioneers can solicit bids via the internet flomide range of buyers in a much wider range of
commodities than was previously practical.

In 2008, the National Auctioneers Association régmbthat the gross revenue of the auction industry
for that year was approximately $268.4 billion,wtihe fastest growing sectors being agricultural,
machinery, and equipment auctions and residemt@dlastate auctions.

Types

Primary
There are traditionally four types of auction thed used for the allocation of a single item:

English auction, also known as aopen ascending price auctionhis type of auction is arguably the
most common form of auction in use today. Partigipdid openly against one another, with each
subsequent bid required to be higher than the puevbid. An auctioneer may announce prices,

bidders may call out their bids themselves (or heapeoxy call out a bid on their behalf), or bidaym
be submitted electronically with the highest cuttted publicly displayed. In some cases a maximum
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bid might be left with the auctioneer, who may bidbehalf of the bidder according to the bidder's
instructions.

Fig 3.07: Fish auction in Honolulu, Hawaii
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« The auction ends when no participant is willindpia further, at which point the highest
bidder pays their bid. Alternatively, if the sellegs set a minimum sale price in advance (the
'reserve’ price) and the final bid does not re&ah price the item remains unsold. Sometimes
the auctioneer sets a minimum amount by which &xt hid must exceed the current highest
bid. The most significant distinguishing factortbis auction type is that the current highest
bid is always available to potential bidders. Tmglish auction is commonly used for selling
goods, most prominently antiques and artwork, la secondhand goods and real estate.

« Dutch auction also known as aopen descending price auctidn the traditional Dutch
auction the auctioneer begins with a high askingepior some quantity of like items; the
price is lowered until a participant is willing &ezcept the auctioneer's price for some quantity
of the goods in the lot or until the seller's resegrice is met. If the first bidder does not
purchase the entire lot, the auctioneer continoeiing the price until all of the items have
been bid for or the reserve price is reached. It@mallocated based on bid order; the highest
bidder selects their item(s) first followed by texrond highest bidder, etc. In a modification,
all of the winning participants pay only the lashaunced price for the items that they bid on.
The Dutch auction is named for its best known exantpe Dutch tulip auctions. ("Dutch
auction" is also sometimes used to describe oaumtions where several identical goods are
sold simultaneously to an equal number of high &igdd In addition to cut flower sales in the
Netherlands, Dutch auctions have also been usquefdhable commodities such as fish and
tobacco. The Dutch auction is not widely used.

» Sealed first-price auctionor blind auction, also known as first-price sealed-bid auction
(FPSB). In this type of auction all bidders simn#ausly submit sealed bids so that no bidder
knows the bid of any other participant. The highedter pays the price they submitted. This
type of auction is distinct from the English auntiin that bidders can only submit one bid
each. Furthermore, as bidders cannot see the bathar participants they cannot adjust their
own bids accordingly. From the theoretical pergpecthis kind of bid process has been
argued to be strategically equivalent to the Datettion. However, empirical evidence from
laboratory experiments has shown that Dutch austiath high clock speeds yield lower
prices than FPSB auctions. What are effectiveljeski@rst-price auctions are commonly
calledtenderingfor procurement by companies and organisationticp&arly for
government contracts and auctions for mining leases

« Vickrey auction, also known as sealed-bid second-price auctiohhis is identical to the
sealed first-price auction except that the winrbidger pays the second-highest bid rather
than his or her own. Vickrey auctions are extrenmglyortant in auction theory, and
commonly used in automated contexts such as realhidding for online advertising, but
rarely in non-automated contexts.

Secondary

Most auction theory revolves around these foumtsaad” auction types. However, many other types
of auctions exist, generally sharing many, inclgdin

« Multiunit auctions sell more than one identical item at the same,trat@er than having
separate auctions for each. This type can be fucthssified as either a uniform price auction
or a discriminatory price auction.

- All-pay auction is an auction in which all bidders must pay tloéils regardless of whether
they win. The highest bidder wins the item. All-payctions are primarily of academic
interest, and may be used to model lobbying oreyilfbids are political contributions) or
competitions such as a running race.

« Auction by the candle A type of auction, used in England for sellingpshin which the
highest bid laid on the table by the time a burriagdle goes out wins.

- Bidding fee auction also known as a penny auction, often requiresaieh participant must
pay a fixed price to place each bid, typically peany (hence the name) higher than the
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current bid. When an auction's time expires, tighést bidder wins the item and must pay a
final bid price. Unlike in a conventional auctidhe final price is typically much lower than
the value of the item, but all bidders (not jus winner) will have paid for each bid placed;
the winner will buy the item at a very low pricdyp price of rights-to-bid used), all the
losers will have paid, and the seller will typigaleceive significantly more than the value of
the item.

« Buyout auction is an auction with an additional set price (thgyut' price) that any bidder
can accept at any time during the auction, thensloyediately ending the auction and
winning the item. If no bidder chooses to utilibe buyout option before the end of bidding
the highest bidder wins and pays their bid. Buyaptions can be eithéemporaryor
permanentin a temporary-buyout auction the option to buythe auction is not available
after the first bid is placed. In a permanent-buyaction the buyout option remains
available throughout the entire auction until these of bidding. The buyout price can either
remain the same throughout the entire auctionaoy throughout according to rules or
simply as decided by the seller.

« Combinatorial auction is any auction for the simultaneous sale of mba& tone item where
bidders can place bids on an "all-or-nothing" basispackages" rather than just individual
items. That is, a bidder can specify that he ornvgligay for items A and B, but only if he or
she getdoth In combinatorial auctions, determining the wirgnbidder(s) can be a complex
process where even the bidder with the highestiahgal bid is not guaranteed to win. For
example, in an auction with four items (W, X, Y afid if Bidder A offers $50 for items W &
Y, Bidder B offers $30 for items W & X, Bidder Cfefs $5 for items X & Z and Bidder D
offers $30 for items Y & Z, the winners will be Bidrs B & D while Bidder A misses out
because theombinedbids of Bidders B & D is higher ($60) than for Bats A and C ($55).

» Generalized second-price auctiomndGeneralized first-price auction

« Unique bid auctions

- Many homogenous item auctions, e.g., spectrumansti

- Japanese auctioris a variation of the English auction. When theédiig starts no new
bidders can join, and each bidder must continusd@ach round or drop out. It has
similarities to the ante in Poker.

» Lloyd's syndicate auction

« Mystery auction is a type of auction where bidders bid for boxesrvelopes containing
unspecified or underspecified items, usually onhiyee that the items will be humorous,
interesting, or valuable. In the early days of éBappularity, sellers began promoting boxes
or packages of random and usually low-value iteaisnorth selling by themselves.

« No-reserve auction(NR), also known as aabsolute auctionis an auction in which the item
for sale will be sold regardless of price. Fromghbé#er's perspective, advertising an auction
as having no reserve price can be desirable bedgqustentially attracts a greater number of
bidders due to the possibility of a bargain. If smbrdders attend the auction, a higher price
might ultimately be achieved because of heightexm@apetition from bidders. This contrasts
with areserve auctionwhere the item for sale may not be sold if timalfbid is not high
enough to satisfy the seller. In practice, an ancéidvertised as "absolute" or "no-reserve"
may nonetheless still not sell to the highest hideethe day, for example, if the seller
withdraws the item from the auction or extendsébetion period indefinitely, although these
practices may be restricted by law in some jurtiois or under the terms of sale available
from the auctioneer.

« Reserve auctionis an auction where the item for sale may notdbe i§ the final bid is not
high enough to satisfy the seller; that is, théesebserveghe right to accept or reject the
highest bid. In these cases a set 'reserve’ pnicerkto the auctioneer, but not necessarily to
the bidders, may have been set, below which tine may not be sold. The reserve price may
befixedor discretionary In the latter case, the decision to accept ashilbferred to the
auctioneer, who may accept a bid that is margiradlpw it. A reserve auction is safer for the
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seller than a no-reserve auction as they are gaires to accept a low bid, but this could
result in a lower final price if less interest sngrated in the sale.

« Reverse auctionis a type of auction in which the roles of the &wugnd the seller are
reversed, with the primary objective to drive pash prices downward. While ordinary
auctions provide suppliers the opportunity to find best price among interested buyers,
reverse auctions give buyers a chance to findaivest-price supplier. During a reverse
auction, suppliers may submit multiple offers, Ulsuas a response to competing suppliers’
offers, bidding down the price of a good or sentwéhe lowest price they are willing to
receive. By revealing the competing bids in raaktito every participating supplier, reverse
auctions promote “information transparency”. Tlisupled with the dynamic bidding
process, improves the chances of reaching thentaiket value of the item. The reverse
auction is widely used by corporations, state acdllGovernments, and other organizations.
The uses are vast and include services as weti@isg

« Senior auctionis a variation on the all-pay auction, and hasfindd loser in addition to the
winner. The top two bidders must pay their fulldilid amounts, and only the highest wins
the auction. The intent is to make the high bidddsabove their upper limits. In the final
rounds of bidding, when the current losing party hi their maximum bid, they are
encouraged to bid over their maximum (seen as d ksg) to avoid losing their maximum
bid with no return (a very large loss).

« Silent auctionis a variant of the English auction in which bats written on a sheet of
paper. At the predetermined end of the auctionhitieest listed bidder wins the item. This
auction is often used in charity events, with maesns auctioned simultaneously and
“closed" at a common finish time. The auction igetd" in that there is no auctioneer selling
individual items, the bidders writing their bids arbidding sheet often left on a table near the
item. At charity auctions, bid sheets usually ha¥ixed starting amount, predetermined bid
increments, and a "guaranteed bid" amount whiclksvtite same as a "buy now" amount.
Other variations of this type of auction may in@wskaled bids. The highest bidder pays the
price he or she submitted.

« Top-up auction is a variation on the all-pay auction, primarised for charity events.

Losing bidders must pay the difference betweerr thidiand the next lowest bid. The
winning bidder pays the amount bid for the itemthaut top-up.

« Walrasian auction or Walrasian tatonnemetg an auction in which the auctioneer takes bids
from both buyers and sellers in a market of mudtighods. The auctioneer progressively
either raises or drops the current proposed pepeiding on the bids of both buyers and
sellers, the auction concluding when supply andadehexactly balance. As a high price
tends to dampen demand while a low price tendsa®ase demand, in theory there is a
particular price somewhere in the middle where suapd demand will match.

- Amsterdam auctions a type of premium auction which begins as an iEhgluction. Once
only two bidders remain, each submits a sealedTilid.higher bidder wins, paying either the
first or second price. Both finalists receive ampitam: a proportion of the excess of the
second price over the third price (at which Engtisiation ended).

« Other auctions Other auction types also exist, such as Simuttaséscending Auction
Anglo-Dutch auction, Private value auction, Commafue auction

Genres

The range of auctions that take place is extremvédg and one can buy almost anything, from a
house to an endowment policy and everything in-betw Some of the recent developments have
been the use of the Internet both as a meanss#rdisating information about various auctions and
as a vehicle for hosting auctions themselves.

Here is a short description of the most commongygfeauction.

BCH305/HTS613: F&B INVENTORY CONTROL Page 88



« Government, bankruptcy and general auctionsare amongst the most common auctions to
be found today. A government auction is simply actian held on behalf of a government
body generally at a general sale. Here one maydfivaist range of materials that have to be
sold by various government bodies, for example: Eldtoms & Excise, the Official
Receiver, the Ministry of Defence, local counctglauthorities, liquidators, as well as
material put up for auction by companies and membethe public. Also in this group you
will find auctions ordered by executors who areseing the assets of individuals who have
perhaps died in testate (those who have died witleaving a will), or in debt. One of the
most interesting bodies to look out for at auci®rM Customs & Excise who may be
entering at auction various items seized from srtarggfraudsters and racketeers.

« Motor vehicle and car auctions— Here one can buy anything from an accident-dachagr
to a brand new top-of-the-range model; from a risthe-mill family saloon to a rare
collector’s item.

« Police auctionsare generally held at general auctions althoughesiorces use online sites
including eBay to dispose of lost and found andesitigoods.

- Land and property auctions— Here one can buy anything from an ancient césiéebrand
new commercial premises.

- Antiques and collectibles auctionsold the opportunity for viewing a huge arraytefms.

- Internet auctions — With a potential audience of millions the Intetris the most exciting
part of the auction world at the moment. Led bgssih the United States but closely followed
by UK auction houses, specialist Internet auctamasspringing up all over the place, selling
everything from antiques and collectibles to hof&laair travel, brand new computers, and
household equipment.

- Titles — One can buy a manorial title at auction. Evergryseveral of these specialist
auctions take place. However, it is important tterthat manorial titles are not the same thing
as peerages, and have been described as "measinglése modern world.

« Insurance policies— Auctions are held for second-hand endowmentiesli The attraction is
that someone else has already paid substantiadigttop the policy in the first place, and one
will be able (with the help of a financial calcwgtto calculate its real worth and decide
whether it is worth taking on.

« On-site auctions— Sometimes when the stock or assets of a congransimply too vast or
too bulky for an auction house to transport tortbgin premises and store, they will hold an
auction within the confines of the bankrupt compdsglf. Bidders could find themselves
bidding for items which are still plugged in, aing tgreat advantage of these auctions taking
place on the premises is that they have the opmioytto view the goods as they were being
used, and may be able to try them out. Biddersatemavoid the possibility of goods being
damaged whilst they are being removed as they cainad at least supervise the activity.

- Private treaty sales— Occasionally, when looking at an auction catadogome of the items
have been withdrawn. Usually these goods have §@drby 'private treaty'. This means that
the goods have already been sold off, usuallyttader or dealer on a private, behind-the-
scenes basis before they have had a chance téelbedofit the auction sale. These goods are
rarely in single lots — photocopiers or fax mackin®uld generally be sold in bulk lots.

« Charity auctions - Used by nonprofits, higher education, and religiinstitutions as a
method to raise funds for a specific mission orseglooth through the act of bidding itself,
and by encouraging participants to support theecans make personal donations. Often,
these auctions are linked with another charity elike a benefit concert.

Time requirements

Each type of auction has its specific qualitieshsag pricing accuracy and time required for prewari
and conducting the auction. The number of simultasdidders is of critical importance. Open
bidding during an extended period of time with maimdders will result in a final bid that is very
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close to the true market value. Where there arebidders and each bidder is allowed only one bid,
time is saved, but the winning bid may not refléet true market value with any degree of accuracy.
Of special interest and importance during the detuetion is the time elapsed from the moment that
the first bid is revealed to the moment that thalf{winning) bid has become a binding agreement.

Characteristics
Auctions can differ in the number of participants:

« In asupply(orreversé auction,m sellers offer a good that a buyer requests
« In ademandauction,n buyers bid for a good being sold
» In adoubleauctionn buyers bid to buy goods fromsellers

Prices arédid by buyers anasked(or offered by sellers. Auctions may also differ by the prhoe
for bidding (or asking, as the case may be):

- In anopenauction participants may repeatedly bid and ar@rawf each other's previous
bids.

« In aclosedauction buyers and/or sellers submit sealed bids

Auctions may differ as to the price at which themitis sold, whether the first (best) price, theogec
price, the firsuniqueprice or some other. Auctions may set a resematiwe which is the
least/maximum acceptable price for which a good begold/bought.

Without modificationauctiongenerally refers to an open, demand auction, avithithout a
reservation pricgor reserve, with the item sold to the highest bidder.
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Fig 3.08: (a)Supply auction,(b) Demand auctionP@jble auction
Common uses

Auctions are publicly and privately seen in sevemitexts and almost anything can be sold at
auction. Some typical auction arenas include tHevfing:
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Fig 3.09: Farm clearing sale, Woolbrook, NSW

Fig 3.10: Grass-fed cattle at auction, Walcha, NSW
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Fig 3.11: Wool buyers' room at a wool auction, Nastte, NSW

« The antique business, where besides being an amggrior trade they also serve as social
occasions and entertainment

« Inthe sale of collectibles such as stamps, ceingage toys & trains, classic cars, fine art and
luxury real estate

« The wine auction business, where serious collectansgain access to rare bottles and mature
vintages, not typically available through retaihohels

« Inthe sale of all types of real property includiegidential and commercial real estate, farms,
vacant lots and land; this is the method used osates.

« For the sale of consumer second-hand goods oiralékparticularly farm (equipment) and
house clearances and online auctions.

« Sale of industrial machinery, both surplus or tigtoinsolvency.

« In commodities auctions, like the fish wholesaleteuns

« Inlivestock auctions where sheep, cattle, pigsathdr livestock are sold. Sometimes very
large numbers of stock are auctioned, such asthdar sales of 50,000 or more sheep
during a day in New South Wales.

« In wool auctions where international agents purehats of wool

- Thoroughbred horses, where yearling horses and blbedstock are auctioned.

« Inlegal contexts where forced auctions occur, lesnone's farm or house is sold at auction
on the courthouse steps. (Property seized for agmpnt of property taxes, or under
foreclosure, is sold in this manner.)

« Travel tickets. One example is SJ AB in Swedenianictg surplus at Tradera (Swedish
eBay).

- Holidays. A variety of holidays are available fatesonline particularly via eBay. Vacation
rentals appear to be most common. Many holidayi@uetebsites have launched but failed.

« Self storage units. In certain jurisdictions, gtarage facility's tenant fails to pay his/her rent
the contents of his/her locker(s) may be sold@iladic auction. Several television shows
focus on such auctions, includifgorage WarandAuction Hunters

Although less publicly visible, the most economlig@inportant auctions are the commaodities
auctions in which the bidders are businesses ewpé¢a corporation level. Examples of this type of
auction include:

BCH305/HTS613: F&B INVENTORY CONTROL Page 92



« Sales of businesses

« Spectrum auctions, in which companies purchasade®to use portions of the
electromagnetic spectrum for communications (enghile phone networks)

» Private electronic markets using combinatorial @mactechniques to continuously sell
commodities (coal, iron ore, grain, water...) fore-qualified group of buyers (based on price
and non-price factors)

« Timber auctions, in which companies purchase liesits log on government land

« Timber allocation auctions, in which companies pase timber directly from the
government Forest Auctions

« Electricity auctions, in which large-scale generand consumers of electricity bid on
generating contracts

« Environmental auctions, in which companies bidlifenses to avoid being required to
decrease their environmental impact. These inchuiéions in emissions trading schemes.

« Debt auctions, in which governments sell debt imagnts, such as bonds, to investors. The
auction is usually sealed and the uniform pricel jbgi the investors is typically the best non-
winning bid. In most cases, investors can alsoegptaccallechon-competitive bigsvhich
indicates an interest to purchase the debt insitatethe resulting price, whatever it may be

» Auto auctions, in which car dealers purchase usbdties to retail to the public.

« Produce auctions, in which produce growers hawakad localized wholesale buyers (buyers
who are interested in acquiring large quantitieoélly grown produce).

Bidding strategy
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Fig 3.12: An 18th century Chinese meiping porcelaige. Porcelain has long been a staple at art
sales. In 2005, a 14th-century Chinese porcelageg@iwas sold by the Christie's for £16 million, or
US$28 million. It set a world auction record foryaceramic work of art.

Katehakis and Puranam provided the first modettferproblem of optimal bidding for a firm that in
each period procures items to meet a random detmapdrticipating in a finite sequence of auctions.
In this model an item valuation derives from thie €d the acquired items via their demand
distribution, sale price, acquisition cost, salvagkie and lost sales. They established monotgnicit
properties for the value function and the optimalamic bid policy. They also provided a model for
the case in which the buyer must acquire a fixedbar of items either at a fixed buy-it-now price in
the open market or by participating in a sequer@ictions. The objective of the buyer is to
minimize his expected total cost for acquiring fixed number of items.

Bid shading

Bid shading is placing a bid which is below thedads actual value for the item. Such a strategissri
losing the auction, but has the possibility of witgnat a low price. Bid shading can also be aegpat
to avoid the Winner's curse.

Chandelier or rafter bidding

This is the practice, especially by high-end adtimmeers, of raising false bids at crucial timeshie
bidding in order to create the appearance of grel@mand or to extend bidding momentum for a
work on offer. To call out these nonexistent bidsteoneers might fix their gaze at a point in the
auction room that is difficult for the audiencepio down. The practice is frowned upon in the
industry. In the United States, chandelier biddsgot illegal. In fact, an auctioneer may bid bp t
price of an item to the reserve price, which isiagtated amount the consignor will not sell theite
for. However, the auction house is required toldgthis information.

In the United Kingdom this practice is legal onedty auctions up to but not including the reserve
price, and is also known as off-the-wall bidding.

Collusion

Whenever bidders at an auction are aware of theifgef the other bidders there is a risk thatthe
will form a "ring" or "pool" and thus manipulategtauction result, a practice known as collusion. By
agreeing to bid only against outsiders, never agjamrembers of the "ring", competition becomes
weaker, which may dramatically affect the finalcgrievel. After the end of the official auction an
unofficial auction may take place among the "ringgmbers. The difference in price between the two
auctions could then be split among the members fbinm of a ring was used as a central plot device
in the opening episode of the 1979 British tel@riseriesThe House of Caradu$-or Love or

Money', uncovered by Helena Caradus on her retom Paris.

A ring can also be used to increase the price @fuation lot, in which the owner of the object lgin
auctioned may increase competition by taking pathé bidding him or herself, but drop out of the
bidding just before the final bid. In Britain andny other countries, rings and other forms of liddi
on one's own object are illegal. This form of agrimas used as a central plot device in an episbde o
the British television series Lovejoy (series 4sege 3), in which the price of a watercolour by th
(fictional) Jessie Webb is inflated so that othgrshe same artist could be sold for more tharr thei
purchase price.

BCH305/HTS613: F&B INVENTORY CONTROL Page 94



In an English auction, a dummy bid is a bid made lospgummy bidder acting in collusion with the
auctioneer or vendor, designed to deceive genuduels into paying more. In a first-price auctian,
dummy bid is an unfavourable bid designed so asmleecome the winning bid. (The bidder does not
want to win this auction, but he or she wants t&ergure to be invited to the next auction).

In Australia, a dummy bid (shill, schill) is a ciiimal offence, but a vendor bid or a co-owner bid
below the reserve price is permitted, if clearlgldeed as such by the auctioneer. These are all
official legal terms in Australia, but may have etlmeanings elsewhere. A co-owner is one of two or
several owners (who disagree among themselves).

In Sweden and many other countries there are rab tegtrictions, but it will severely hurt the
reputation of an auction house that knowingly pé&srany other bids except genuine bids. If the
reserve is not reached this should be clearly detla

In South Africa auctioneers can use their stafiroy bidder to raise the price as long as its distlo
before the auction sale. The Auction Alliance comérsy focused on vendor bidding and it was
proven to be legal and acceptable in terms of thalSAfrican consumer laws.

Suggested opening bid (SOB)

There will usually be an estimate of what priceltitewill fetch. In an ascending open auction it is
considered important to get at least a 50-percenéase in the bids from start to finish. To
accomplish this, the auctioneer must start thei@utly announcing a suggested opening bid (SOB)
that is low enough to be immediately accepted iy afithe bidders. Once there is an opening bid,
there will quickly be several other, higher bidemitted. Experienced auctioneers will often setact
SOB that is about 45 percent of the (lowest) eseniBhus there is a certain margin of safety to
ensure that there will indeed be a lively auctiothwnany bids submitted. Several observations
indicate that the lower the SOB, the higher thalfiminning bid. This is due to the increase in the
number of bidders attracted by the low SOB.

A chi-squared distribution shows many low bids fewt high bids. Bids "show up together"; without
several low bids there will not be any high bids.

Another approach to choosing an SOB: The auctiomaegrachieve good success by asking the
expected final sales price for the item, as thighime suggests to the potential buyers the item's
particular value. For instance, say an auctioreabout to sell a $1,000 car at a sale. Instead of
asking $100, hoping to entice wide interest (foowdouldn't want a $1,000 car for $100?), the
auctioneer may suggest an opening bid of $1,08@wadh the first bidder may begin bidding at a
mere $100, the final bid may more likely approatt0$0.

Terminology

- Appraisal — an estimate of an item's worth, usyadisformed by an expert in that particular
field.

« Auction block - a raised platform on which the aareger shows the items to be auctioned;
can also be slang for the auction itself.

« Auction chant - a rhythmic repetition of numbersl &filler words" spoken by an auctioneer
in the process of conducting an auction.

« Auction fever - an emotional state elicited in toairse of one or more auctions that causes a
bidder to deviate from an initially chosen biddstgategy.

BCH305/HTS613: F&B INVENTORY CONTROL Page 95



Fig 3.13: Duo Yun Xuan auction house in Malaccaldylsia

Auction house - the company operating the auciien establishing the date and time of the
auction, the auction rules, determining which itehafe to be included in the auction,
registering bidders, taking payments, and deliggtite goods to the winning bidders).
Auctioneer - the person conducting the actual ancifhey announce the rules of the auction
and the item(s) being auctioned, call and acknogiterbids made, and announce the winner.
They generally will call the auction using auctrant.

o The auctioneer may operate his/her own auctionéharsd thus perform the duties of
both auctioneer and auction house), and/or workfather house.

o Auctioneers are frequently regulated by governmemttties, and in those
jurisdictions must meet certain criteria to berised (be of a certain age, have no
disqualifying criminal record, attend auction sch@ass an examination, and pay a
licensing fee).

o Auctioneers may or may not (depending on the lawkeojurisdiction and/or the
policies of the auction house) bid for their owe@mt, or if they do must disclose
this to bidders at the auction; similar rules mpgla for employees of the auctioneer
or the auction house.

Bidding - the act of participating in an auctiondiffering to purchase an item for sale.
Buyer's premium — a fee paid by the buyer to thatian house; it is typically calculated as a
percentage of the winning bid and added on it. Ddjpgy on the jurisdiction the buyer's
premium, in addition to the sales price, may bgextlio VAT or sales tax.

Buyout price — A price that, if accepted by a bigdd@mediately ends the auction and awards
the item to him/her (an example is eBay's BuyltNeature).

"Choice" - a form of bidding whereby a number adntical or similar items are bid at a

single pricefor each item

o "Choice" differs from "lot" in that the winning bigr must take at least one of the
items, and can take more than one (up to and imgwall of them) but is not required
to do so.
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o If the bidder takes more than one item, the praid 5 "times the money" (see
below).
o Items not selected by the winning bidder may themgauctioned to other bidders.
= Example: An auction has five bath fragrance gikeds where bidding is

“choice", and the hammer price is USD $5. The winmest choose at least
one basket, but can choose two, three, four, divallbaskets. If the winner
chooses to take three baskets, s/he must pay#&g (baskets @ $5 each).
The other two baskets may then be reauctioned.

- Clearance rate — The percentage of items thabgetlthe course of the auction.

« Commission — a fee paid by a consignor/seller ¢oatinction house; it is typically calculated
as a percentage of the winning bid and deducted fhe gross proceeds due to the
consignor/seller.

- Consignee and consignor - as pertaining to auctitbesconsignor (also called the seller, and
in some contexts the vendor) is the person owriagtem to be auctioned or the owner's
representative, while the consignee is the au¢torse. The consignor maintains title until
such time that an item is purchased by a biddett@mdidder pays the auction house.

« Dummy bid (a/k/a "ghost bid") - a false bid, magesbmeone in collusion with the seller or
auctioneer, designed to create a sense of incr@ateeest in the item (and, thus, increased
bids).

« Dynamic closing - a mechanism used to prevent @usiniping, by which the closing time is
extended for a small period to allow other biddermcrease their bids.

« eBidding — electronic bidding, whereby a person make a bid without being physically
present at an auction (or where the entire aucsitaking place on the Internet).

« Earnest money deposit (a/k/a "caution money depossitregistration deposit") — a payment
that must be made by prospective bidders aheadhefit order to participate in an auction.

o The purpose of this deposit is to deter non-serdders from attending the auction;
by requiring the deposit, only bidders with a geeunterest in the item(s) being sold
will participate.

o This type of deposit is most often used in auctiomslving high-value goods (such
as real estate).

o The winning bidder has his/her earnest money agphiward the final selling price;
the non-winners have theirs refunded to them.

« Escrow — an arrangement in which the winning bigusrs the amount of his/her bid to a
third party, who in turn releases the funds tosiker under agreed-upon terms.

« Hammer price — the nominal price at which a latdkl; the winner is responsible for paying
any additional fees and taxes on top of this amount

« Increment — a minimum amount by which a new bid tneuseed the previous bid. An
auctioneer may decrease the increment when it apfieat bidding on an item may stop, so
as to get a higher hammer price. Alternativelyagipipant may offer a bid at a smaller
increment, which the auctioneer has the discratarccept or reject.

« Lot — either a single item being sold, or a grofifieans (which may or may not be similar or
identical, such as a "job lot" of manufactured ggatiat are bid on as one unit.

o Ifthe lot is for a group of items, the price p&dor the entire lot and the winning
bidder must take all the items sold.

o Variants on a group lot bid include "choice" anidhds the money" (see definitions
for each).

= Example: An auction has five bath fragrance gikkeds where bidding is
“lot", and the hammer price is USD $5. The winnastrpay $5 (as the price
is for the whole lot) and must take all five basket

« Minimum bid — The smallest opening bid that will &ecepted.

o A minimum bid can be as little as USD$0.01 (one)cdapending on the auction.

o If no one bids at the initial minimum bid, the @ookeer may lower the minimum bid
SO as to create interest in the item.
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o The minimum bid differs from a reserve price (seértdtion), in that the auctioneer
sets the minimum bid, while the seller sets themasprice (if desired).

« "New money" - a new bidder, joining bidding for iéem after others have bid against each
other.

» No reserve auction (a/k/a "absolute auction") -a@ction in which there is no minimum
acceptable price; so long as the winning bid Isadt the minimum bid, the seller must honor
the sale.

« Outbid (also spelled "out-bid" or "out bid") — tadthigher than another bidder.

« Opening bid — the first bid placed on a particldér The opening bid must be at least the
minimum bid, but may be higher (e.g., a bidder slagut out a considerably larger bid than
minimum, to discourage other bidders from bidding).

- Paddle - a numbered instrument used to place a bid

« Protecting a Market - when a dealer places a bidetralf of an artist he or she represents or
otherwise has a financial interest in ensuringgh lpirice. Artists represented by major
galleries typically expect this kind of protectifsom their dealers.

« Proxy bid (a/k/a "absentee bid") — a bid placedbyuthorized representative of a bidder
who is not physically present at the auction.

o Proxy bids are common in auctions of high-end itesush as art sales (where the
proxy represents either a private bidder who de¢svant to be disclosed to the
public, or a museum bidding on a particular itemit® collection).

o If the proxy is outbid on an item during the auctithe proxy (depending on the
instructions of the bidder) may either increaseltige(up to a set amount established
by the bidder) or be required to drop out of thadiig for that item.

o A proxy may also be limited by the bidder in theat@mount to spend on items in a
multi-item auction.

« Relisting - re-selling an item that has alreadynb&ad at auction, but where the buyer did not
take possession of the item (for example, in agstite auction, the buyer did not provide
payment by the closing date).

« Reserve price — A minimum acceptable price estaddidy the seller prior to the auction,
which may or may not be disclosed to the bidders.

o If the winning bid is below the reserve price, faler has the right to reject the bid
and withdraw the item(s) being auctioned.

o The reserve price differs from a minimum bid (se@rdtion), in that the seller sets
the reserve price (if desired), while the auctiorsss the minimum bid.

» Sealed bid - a submitted bid whose value is unkntmwgompetitors.

« Sniping — the act of placing a bid just before¢hd of a timed auction, thus giving other
bidders no time to enter new bids.

« Specialist - on-staff trained professionals whotpgether the auction

« The "three Ds" death, divorce, or debt - sometinesason for an item to be sold at an
auction

- "Times the money" - a form of bidding similar tcdhice", whereby the bid price jpr item
but where the winning bidder must tedde of the items offered for sale.

o The price paid in a "times the money" bid is the: lmice multiplied by the number of
items, plus buyer's premium and any applicablestaxe

o "Times the money" differs from "lot" in that theige isper item not one price for all
of the items as a group.

= Example: An auction has five bath fragrance gikkeds where bidding is
"times the money", and the hammer price is USDT$®&. winner must pay
$25 (five baskets @ $5 each) and must take allfaskets.

« Vendor bid - a bid by the person selling the itdime bid is sometimes a dummy bid (see
definition) but not always.

«  White Glove Sale - an auction in which every sirgtds sold.
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CHECK YOUR PROGRESS

Explain the salient features of Auction

Give a detailed account of three types of auctions.

3.14 REVERSE AUCTION

A reverse auctionis a type of auction in which the roles of buyed geller are reversed. In an
ordinary auction (also known as a 'forward auc}jdniyers compete to obtain goods or services by
offering increasingly higher prices. In a revergeten, the sellers compete to obtain business from
the buyer and prices will typically decrease asstiters underbid each other.

A reverse auction is similar to a unique bid auc#s the basic principle remains the same; however,
a unique bid auction follows the traditional auntformat more closely as each bid is kept
confidential and one clear winner is defined atfter auction finishes.

For business auctions, the term refers to a spegjfie of auction process (also calfgdcurement
auction, e-auction sourcing event e-sourcingor eRA, eRFP, e-RFO, e-procurement, B2B
Auction) commonly used in government procurement and tivete sector .

For consumer auctions, the term is often usedfér te a sales processes that shares some
characteristics with auctions, but are not necédgsarctions in the traditional sense.

Context

The most common application of reverse auctiofsris-procurement, a strategy used by purchasing
as part of strategic sourcing and other supply mament activities. It enables suppliers to compete
on-line in real time and is changing the way firamgl their consortia select and behave with their
suppliers worldwide. It improves effectivenessh sourcing process and facilitate access to new
suppliers. This may in the future lead to a stadidation of sourcing procedures, reduced order
cycle, which can enable businesses to reduce mitdgenerally provide a higher level of service.

In a typical auction, the seller offers an item ethshe wishes to sell. Potential buyers are themtfy
bid on the item until the time period expires. Tgyer with the highest offer wins the right to
purchase the item for the price determined at tioeoé the auction.

A reverse auction is different in that a single é&wugffers a contract out for bidding (by eithemgsi
specialized software or through an on-line marlestg). Multiple sellers are then able to offer lmds
the contract. As the auction progresses, the pececases as sellers compete to offer lower bais th
their competitors whilst still meeting all of thpexifications of the original contract.

Bidding performed in real-time via the Internetuksin a dynamic, competitive process. This helps
achieve rapid downward price pressure that is aohally attainable using traditional static paper-
based bidding processes. Many reverse auction aafteompanies or service providers report an
average price reduction of 18—-20 percent follovthmgyinitial auction's completion.
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The buyer may award the contract to the seller bitidhe lowest price. Or, a buyer may award
contracts to suppliers who bid higher prices depgndn the buyer's specific needs with regard to
quality, lead-time, capacity, or other value-addiagabilities.

The use of optimization software has become positere 2002to help buyers determine which
supplier is likely to provide the best value inyiding goods or services. The software includes
relevant buyer and seller business data, includimgtraints.

Reverse auctions are used to fill both large arallsralue contracts for both public sector and gtév
commercial organizations. In addition to items itiedally thought of as commodities, reverse
auctions are also used to source buyer-designedsgoal services; and they have even been used to
source reverse auction providers. The first tinie dlecurred was in August 2001, when America
West Airlines (now US Airways) used FreeMarketdwafe and awarded the contract to

MaterialNet.

One of form reverse auction is static auction (RF@nder). Static auction is alternative to dyrami
auction and regular negotiation process in commespecially on B2B electronic marketplace.

In 2003, researchers claimed an average of fivegpeiof total corporate spending was sourced using
reverse auctions. They have been found to be npm®pariate and suitable in industries and sectors
like advertising, auto components, bulk chemiaadsisumer durables, computers and peripherals,
contract manufacturing, courier services, FMCG/Jtheare, hospitality, insurance, leasing, logistics
maritime shipping, MRO, retail, software licensitgxtiles, tourism, transport and warehousing.

History

The pioneer of online reverse auctions, FreeMaykeds founded in 1995 by former McKinsey
consultant and General Electric executive Glen Meakfter he failed to find internal backing for the
idea of a reverse auction division at General Eledleakem hired McKinsey colleague Sam

Kinney, who developed much of the intellectual @y behind FreeMarkets. Headquartered in
Pittsburgh, PA, FreeMarkets built teams of "markekers" and "commodity managers" to manage
the process of running the online tender procedssahup market operations to manage auctions on a
global basis.

The company's growth was aided greatly by the lofpkee dot-com boom era. FreeMarkets
customers included BP plc, United Technologiestédis, H.J. Heinz, Phelps Dodge, Exxon Maobil,
and Royal Dutch Shell, to name a few. Dozens ofpmiing start-up reverse auction service providers
and established companies such as General Motoesafly FreeMarkets customer) and SAP, rushed
to join the reverse auction marketspace.

Although FreeMarkets survived the winding downta# tlot-com boom, by the early-2000s, it was
apparent that its business model was really likeldfeconomy consulting firm with some
sophisticated proprietary software. Online revensetions started to become mainstream and the
prices that FreeMarkets had commanded for its aes\dropped significantly. This led to a
consolidation of the reverse auction service matkee. In January 2004, Ariba announced its
purchase of FreeMarkets for US$493 million.

Fortunepublished an article in March 2000, describingdhdy days of reverse auctions.

In the past few years mobile reverse auction hawtved. Unlike business-to-business (B2B) reverse
auctions, mobile reverse auctions are businesstistomer (B2C) and allow consumers to bid on
products for pennies. The lowest unique bid wins.
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Very recently business-to-consumer auctions withist have started to evolve; they are more similar
to the original business-to-business auctions thabile reverse auctions in that they offer conssmer
the option of placing a specification before retalor resellers and allowing them to publicly toid
their business.

In congressional testimony on the 2008 proposéddl&iye package to use federal funds to buy toxic
assets from troubled financial firms, Federal Resé&hairman Ben Bernanke proposed that a reverse
auction could be used to price the assets.

In 2004, the White House Office of Federal Procieetiolicy (OFPP) issued a memorandum
encouraging increased use of commercially availablime procurement tools, including reverse
auctions. In 2005, both the Government Accountgh@iffice and Court of Federal Claims upheld the
legality of federal agency use of online reversetians. In 2008, OFPP issued a government-wide
memorandum encouraging agencies to improve andasercompetitive procurement and included
specific examples of competition best practiceduiting reverse auctions. In 2010, The White
House Office of Management and Budget cited "camtihimplementation of innovative procurement
methods, such as the use of web-based electrar@cseeauctions” as one of the contracting reforms
helping agencies meet acquisition savings goals.

Spectrum auction

In the United States, the Federal Communicatiomar@igsion created FCC auction 1001 as a reverse
auction in order to get back much of the 600MHzdbfram television broadcasting. The remaining
TV stations would then be repacked onto the lowdFldnd even VHF TV channels. After the

reverse auction in June 2016, a forward spectruwticau(FCC auction 1002) will then be held, with
mostly mobile phone carriers as the buyers.

CHECK YOUR PROGRESS

Explain in details the processes and importandeeverse auction

3.15 END QUESTIONS

Explain the concepts related to Expediting the lpase process
Explain the major considerations while arrivingratal cost of acquisition
Elaborate the process of Spend analysis

What is the importance of Turnkey projects.

Explain the major processes in Contract management
Describe the concept of Performance-based comitacti

Explain the importance and purpose of a Rate contra

Discuss the processes involved in the Call for bids

Explain the main features of Tender notification

10. Explain the activities involved in Presales

11. Explain the importance of a Purchase order

12. Explain the salient features of Auction

13. Give a detailed account of three types of auctions.

14. Explain in details the processes and importandeevkrse auction

©CoNogrWNE
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3.16 REFERENCES AND FURTHER READING

Wikipeadia (n.d.) entries on

» Expediting

» Total cost of acquisition

* Spend analysis

e Turnkey

» Contract management

» Performance-based contracting
* Rate contract

» Call for bids

* Tender notification
* Presales

* Purchase order

* Auction

 Reverse auction

BCH305/HTS613: F&B INVENTORY CONTROL Page 102



UNIT 4 FOOD STORAGE AND SAFETY

4.00 INTRODUCTION

Now that | have explained to you the concept oétery, inventory control, valuation, purchasing,
procurement, contract management, and auctior| fogus on what to do with the items which you
have procured. Obviously you will store it and aome it. However, storing food items has various
issues involved. You have to take proper carettiegt do not get spoiled. This is the subject matter
the last Unit of this course.

I will help you understand what issues pertairhmgtorage of food items.

First, we will study the concepts like Food stordgallows food to be eaten for some time (tydical
weeks to months) after harvest rather than sotefyediately. It is both a traditional domestic skill
and, in the form of food logistics, an importardistrial and commercial activity. Related to tlsis i
the topic of Food safety. It is a scientific didizip describing handling, preparation, and stoi@fge
food in ways that prevent food-borne illness. Tihdudes a number of routines that should be
followed to avoid potential health hazards.

If you don’t take proper care food gets spoilecbilyge is the process in which food deteriorates to
the point in which it is not edible to humans srquality of edibility becomes reduced. Various
external forces are responsible for the spoilagead. Food that is capable of spoiling is referned

as perishable food. The spoilage of meat occutBeifmeat is untreated, in a matter of hours os day
and results in the meat becoming unappetizingpoposs or infectious. Spoilage is caused by the
practically unavoidable infection and subsequenbdgosition of meat by bacteria and fungi, which
are borne by the animal itself, by the people Hagahe meat, and by their implements. Meat can be
kept edible for a much longer time — though noefirdtely — if proper hygiene is observed during
production and processing, and if appropriate femféty, food preservation and food storage
procedures are applied.

Let us also study various ways to store food itdikes larders, pantries and root cellars. A lardea

cool area for storing food prior to use. Lardersesxammonplace in houses before the widespread
use of the refrigerator. A root cellar is a struefwsually underground or partially undergroursgdi

for storage of vegetables, fruits, nuts, or otloeds. Its name reflects the traditional focus @it ro

crops stored in an underground cellar, which Ikaftien true, although a wide variety of foods can
potentially be stored, for weeks to months, depamnadn the crop and the conditions, and the stractur
may not always be underground. A pantry is a rodrere beverages, food, and sometimes dishes,
household cleaning chemicals, linens, or provisemesstored. Food and beverage pantries serve in an
ancillary capacity to the kitchen.

Thus study of this Unit will help you to take cafethe food item which you procured using
techniques you studied in earlier Units. You wiled to factor the concepts of Food storage,
hygiene, safety also when you procure the food.ceehis unit will put our study of inventory,
procurement in proper perspective. It will help ymcome an efficient and effective managing
professional in hospitality, catering and tourism.
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4.01 UNIT OBJECTIVES

After studying this unit you will be able to:

Explain the major purposes served by Food storage

Elaborate on the care to be taken while storingl items like grains, spices and herbs
domestically.

Discuss about care to be taken while freezing hading food items.

Describe what is covered under the study of Fofetysa

Explain the five key principles of food hygienecarding to World Health Organization.
Explain the issues and concerns in Food Safety.

Explain the main reasons for Food spoilage

Elaborate how food spoilage can be prevented.

Explain the consequences of food spoilage.

Explain the reasons for Meat spoilage

Describe the symptoms of microbial spoilage in meat

List the essential qualities of a Larder

Descrine a typical larder.

Describe a Root cellar

Elaborate on the functions of root cellars.

Explain how root cellars are constructed.

Explain the concept of Pantry

Describe the historic evolution of pantries.

Discuss the various types of pantries.

4.02 FOOD STORAGE

Food storageallows food to be eaten for some time (typicaleks to months) after harvest rather
than solely immediately. It is both a traditionalnaestic skill and, in the form dbod logistics an
important industrial and commercial activity. Fqme@servation, storage, and transport, including
timely delivery to consumers, are important to feedurity, especially for the majority of people
throughout the world who rely on others to prodimr food. Food is stored by almost every human
society and by many animals. Storing of food hagis# main purposes:

« Storage of harvested and processed plant and afaothproducts for distribution to
consumers

- Enabling a better balanced diet throughout the year

« Reducing kitchen waste by preserving unused ortandaod for later use

« Preserving pantry food, such as spices or dry dligngs like rice and flour, for eventual use
in cooking

« Preparedness for catastrophes, emergencies andgefifood scarcity or famine

« Religious reasons (Example: LDS Church leadersuasthurch members to store food)

» Protection from animals or theft
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Fig 4.01: U.S. Federal Emergency Management Agency (FEMA) $tarage containers stacked on
shipping pallets in Texas, 2008.
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Fig 4.02: Yup'ik elevated food cache (qulvarvikpdper Bay, Alaska, 1929. Photograph by Edward
S. Curtis

Domestic food storage
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Fig 4.03: Tupperware kitchen storage containersglesd for a variety of uses.

Fig 4.04: Plastic storage containers can be usesittoe food.

The safe storage of food for home use should lstacthere to guidelines set out by reliable soyrces
such as the United States Department of Agriculflinese guidelines have been thoroughly
researched by scientists to determine the bestaaetior reducing the real threat of food poisoning
from unsafe food storage. It is also important sintain proper kitchen hygiene, to reduce risks of
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bacteria or virus growth and food poisoning. Thewown food poisoning illnesses include
Listeriosis, Mycotoxicosis, Salmonellosis, E. c8taphylococcal food poisoning and Botulism.
There are many other organisms that can also ¢aadegoisoning.

There are also safety guidelines available forctiveect methods of home canning of food. For
example, there are specific boiling times that aplgipending upon whether pressure canning or
waterbath canning is being used in the processélsafety guidelines are intended to reduce the
growth of mold and bacteria and the threat of pia#éy-fatal food poisoning.

Food storage safety

Freezers and thawing food

Freezer temperature should be maintained below(6E& °C). Food should never be thawed at room
temperature, this increases the risk of bactendlfangal growth and accordingly the risk of food
poisoning. Once thawed, food should be used anérmmefrozen. Frozen food should be thawed using
the following methods:

« Microwave oven
« During cooking
« In cold water (place food in watertight, plastigbahange water every 30 minutes)

e Inthe refrigerator

Throw out foods that have been warmer than 40 “FEj4or more than 2 hours. If there is any doubt
at all about the length of time the food has besfrodted at room temperature, it should be thrown
out. Freezing does not destroy microbes presdobith Freezing at 0 °F does inactivate microbes
(bacteria, yeasts and molds). However, once fosdkan thawed, these microbes can again become
active. Microbes in thawed food can multiply todés/that can lead to foodborne illness. Thawed
food should be handled according to the same goakehs perishable fresh food.

Food frozen at 0 °F and below is preserved indefini However, the quality of the food will
deteriorate if it is frozen over a lengthy peridtie United States Department of Agriculture, Food
Safety and Inspection Service publishes a chawisigothe suggested freezer storage time for
common foods.

Refrigeration

It is important to note that safe food storage gisefrigeration requires adhering to temperature
guidelines:

For safety, it is important to verify the temperatof the refrigerator. Refrigerators should betset
maintain a temperature of 40 °F or below. Somegefators have built-in thermometers to measure
their internal temperature. For those refrigeratdgthout this feature, keep an appliance thermomete
in the refrigerator to monitor the temperature.sTdan be critical in the event of a power outage.
When the power goes back on, if the refrigeratastils40 °F, the food is safe. Foods held at
temperatures above 40 °F for more than 2 hourddimat be consumed. Appliance thermometers are
specifically designed to provide accuracy at celtperatures. Be sure refrigerator/freezer doors are
closed tightly at all times. Don’t open refrigendteeezer doors more often than necessary and close
them as soon as possible.
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Storage times for refrigerated food

The United States Department of Agriculture, Foatef and Inspection Service publishes
recommended storage times for refrigerated food.

Storing oils and fats

Oils and fats can begin to go rancid quickly whenhstored safely. Rancid cooking oils and fats do
not often smell rancid until well after they haymoied. Oxygen, light and heat all contribute to
cooking oils becoming rancid. The higher the lefgbolyunsaturated fat that an oil contains, the
faster it spoils. The percentage of polyunsaturégeoh some common cooking oils is: safflower
(74%); sunflower (66%); corn (60%); soybean (37p&anut (32%); canola (29%); olive (8%);
coconut (5%).

To help preserve oils from rancidification, theyshl be stored in a dark place, stored in oxygen-
safe, light-reducing containers (e.g. dark glasmetal). Once opened, oils should be refrigeratet a
used within a few weeks, when some types begim t@gcid. Unopened oils can have a storage life
of up to one year, but some types have a shoré&di-lfie even when unopened (such as sesame and
flaxseed).

Dry storage of foods
Further information: Food preservation

Vegetables

- : S
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Fig 4.05: A large root cellar at the Oxon Hill Mantarm in Maryland
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The guidelines vary for safe storage of vegetalteter dry conditions (without refrigerating or
freezing). This is because different vegetable® ltifferent characteristics, for example, tomatoes
contain a lot of water, while root vegetables sasltarrots and potatoes contain less. These factors
and many others, affect the amount of time thagetable can be kept in dry storage, as well as the
temperature needed to preserve its usefulnesdolitwing guideline shows the required dry storage
conditions:

« Cool and dry: onion
« Cool and moist: root vegetable, potato, cabbage

« Warm and dry: winter squash, pumpkin, sweet posatdéed hot peppers

Many cultures have developed innovative ways o$gmang vegetables so that they can be stored for
several months between harvest seasons. Techniplade pickling, home canning, food
dehydration, or storage in a root cellar.

Grain

Grain, which includes dry kitchen ingredients saslflour, rice, millet, couscous, cornmeal, and so
on, can be stored in rigid sealed containers tegmtemoisture contamination or insect or rodent
infestation. For kitchen use, glass containersta¥enost traditional method. During the"2entury
plastic containers were introduced for kitchen 0$ey are now sold in a vast variety of sizes and
designs.

Metal cans are used (in the United States the estadtactical grain storage uses closed-top #10
metal cans). Storage in grain sacks is ineffectiveld and pests destroy a 25 kg cloth sack of gmain
a year, even if stored off the ground in a dry a@mathe ground or damp concrete, grain can spoil i
as little as three days, and the grain might haeetdried before it can be milled. Food storedeund
unsuitable conditions should not be purchased @il because of risk of spoilage. To test whether
grain is still good, it can be sprouted. If it spts it is still good, but if not, it should not baten.It
may take up to a week for grains to sprout. Wheatoubt about the safety of the food, throw it cat a
quickly as possible.

Spices and herbs

Spices and herbs are today often sold prepackageevay that is convenient for pantry storage. The
packaging has dual purposes of both storing amkdng the spices or herbs. They are sold in small
glass or plastic containers or resealable plasii&gging. When spices or herbs are homegrown or
bought in bulk, they can be stored at home in ghaggastic containers. They can be stored for
extended periods, in some cases for years. Howafter,6 months to a year, spices and herbs will
gradually lose their 109pence as oils they contdlirslowly evaporate during storage.

Spices and herbs can be preserved in vinegar ot gériods of up to a month, creating a flavoured
vinegar.

Alternative methods for preserving herbs includhing in water or unsalted butter. Herbs
can be chopped and added to water in an ice cabpeAfter freezing, the ice cubes are
emptied into a plastic freezer bag for storinghia freezer. Herbs also can be stirred into a
bowl! with unsalted butter, then spread on wax papdrrolled into a cylinder shape. The
wax paper roll containing the butter and herb&éntstored in a freezer, and can be cut off in
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the desired amount for cooking. Using either oséhiechniques, the herbs should be used
within a year.

Meat

Unpreserved meat has only a relatively short fifstorage. Perishable meats should be refrigerated,
frozen, dried promptly or cured. Storage of fredata is a complex discipline that affects the ¢osts
storage life and eating quality of the meat, ardappropriate techniques vary with the kind of meat
and the particular requirements. For example, deima techniques are sometimes used to tenderize
gourmet meats by hanging them in carefully cordétbknvironments for up to 21 days, while game
animals of various kinds may be hung after shoodejails depend on personal tastes and local
traditions. Modern techniques of preparing meastorage vary with the type of meat and special
requirements of tenderness, 110pence, hygienes@mbmy.

Semi-dried meats like salamis and country styleshara processed first with salt, smoke, sugar, acid
or other “cures” then hung in cool dry storagedgtended periods, sometimes exceeding a year.
Some of the materials added during the curing aitsserve to reduce the risks of food poisoning
from anaerobic bacteria such as species of Clastnithat release botulinum toxin that can cause
botulism. Typical ingredients of curing agents tindibit anaerobic bacteria include nitrates. Such
salts are dangerously poisonous in their own gict must be added in carefully controlled quarstitie
and according to proper techniques. Their properhas however saved many lives and much food
spoilage.

Like the semi-dried meats, most salted, smoked sangly-dried meats of different kinds that once
were staples in particular regions, now are larjetury snacks or garnishes; examples include jerky
biltong, and varieties of pemmican, but ham anabdor instance, still are staples in many
communities.

Food rotation

Food rotation is important to preserve freshnedsemfood is rotated, the food that has been in
storage the longest is used first. As food is used; food is added to the pantry to replace it; the
essential rationale is to use the oldest food as as possible so that nothing is in storage tog lo
and becomes unsafe to eat. Labelling food with pkaels on the storage container, marking the
date that the container is placed in storage, aaterthis practice simpler. The best way to rotatsl f
storage is to prepare meals with stored food oailg dasis.

For emergency preparation

Guides for surviving emergency conditions in maaytg of the world recommend maintaining a
store of essential foods; typically water, cereails dried milk, and protein rich foods such asihg
lentils, tinned meat and fish. A food storage claitar can be used to help determine how much of
these staple foods a person would need to staralar to sustain life for one full year. In additito
storing the basic food items many people choosepplement their food storage with frozen or
preserved garden-grown fruits and vegetables ammzdérdried or canned produce. An unvarying diet
of staple foods prepared in the same manner cae@npetite exhaustion, leading to less caloric
intake. Another benefit to having a basic suppljooid storage in the home is for the potential cost
savings. Costs of dry bulk foods (before prepandtare often considerably less than convenience and
fresh foods purchased at local markets or supegtsmrkhere is a significant market in convenience
foods for campers, such as dehydrated food products

Commercial food logistics
BCH305/HTS613: F&B INVENTORY CONTROL Page 110




Fig 4.06 Silos connected to a grain elevator oarafin Israel.

Grain and beans are stored in tall grain elevasdnsost always at a rail head near the point of
production. The grain is shipped to a final usemopper cars. In the former Soviet Union, where
harvest was poorly controlled, grain was oftendiaited at the point of production to suppress mold
and insects. In the U.S., threshing and dryingerégomed in the field, and transport is nearlyister
and in large containers that effectively supprepsss access, which eliminates the need for
irradiation. At any given time, the U.S. usuallystabout two weeks worth of stored grains for the
population.

Fresh fruits and vegetables are sometimes packgdstic packages and cups for fresh premium
markets, or placed in large plastic tubs for sar@soup processors. Fruits and vegetables are
usually refrigerated at the earliest possible mdreemd even so have a shelf life of two weeks ss.le

In the United States, livestock is usually trangglive, slaughtered at a major distribution point
hung and transported for two days to a week ingefated rail cars, and then butchered and sold
locally. Before refrigerated rail cars, meat hathédaransported live, and this placed its costigb h
that only farmers and the wealthy could affordviéry day. In Europe much meat is transported live
and slaughtered close to the point of sale. In nmickfrica and Asia most meat is for local
populations is raised, slaughtered and eaten igaallich is believed to be less stressful for the
animals involved and minimizes meat storage ndadsustralia and New Zealand, where a large
proportion of meat production is for export, meatiees the cold chain early, being stored in large
freezer plants before being shipped overseas ézdreships.

CHECK YOUR PROGRESS

Explain the major purposes served by Food storage
Elaborate on the care to be taken while storing ftems like grains, spices and herbs domestically.

Discuss about care to be taken while freezing haaing food items.

4.03 FOOD SAFETY

Food safetyis a scientific discipline describing handlingeparation, and storage of food in ways

that prevent foodborne illness. This includes a lnemnof routines that should be followed to avoid
potential health hazards. In this way food safétgrooverlaps with food defense to prevent harm to
consumers. The tracks within this line of thouglet safety between industry and the market and then
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between the market and the consumer. In considarihgstry to market practices, food safety
considerations include the origins of food incluglthe practices relating to food labeling, food
hygiene, food additives and pesticide residuesjedisas policies on biotechnology and food and
guidelines for the management of governmental itngod export inspection and certification
systems for foods. In considering market to consuyrectices, the usual thought is that food ought t
be safe in the market and the concern is safeatgland preparation of the food for the consumer.

Food can transmit disease from person to persoerelhss serve as a growth medium for bacteria that
can cause food poisoning. In developed countrieetare intricate standards for food preparation,
whereas in lesser developed countries the mair isssimply the availability of adequate safe water
which is usually a critical item. In theory, foodigponing is 100% preventable. The five key
principles of food hygiene, according to WHO, are:

1. Prevent contaminating food with pathogens spreafiiorg people, pets, and pests.

2. Separate raw and cooked foods to prevent contaimiidite cooked foods.

3. Cook foods for the appropriate length of time antha appropriate temperature to kill
pathogens.

4. Store food at the proper temperature.
5. Do use safe water and safe raw materials.

Issues

Food safety issues and regulations concern:

« Agriculture and animal husbandry practices
« Food manufacturing practices
« Food additives
« Novel foods
« Genetically modified foods
« Food label
ISO 22000
ISO 22000 is a standard developed by the Intenmalti®rganization for Standardization dealing with
food safety. This is a general derivative of IS@®@0ASO 22000 standard: The ISO 22000

international standard specifies the requiremenrta food safety management system that involves
interactive communication, system management, precgiisite programs, HACCP principles.

Incidence

A 2003 World Health Organization (WHO) report card#d that about 30% of reported food
poisoning outbreaks in the WHO European Region oiccprivate homes. According to the WHO
and CDC, in the USA alone, annually, there are illiom cases of foodborne illness leading to
325,000 hospitalizations and 5,000 deaths.

Regulations by jurisdiction and agency
WHO and FAO
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In 1963, the WHO and FAO published the Codex Alitagns which serves as an guideline
to food safety.

However, according to Unit 04 — Communication ofe & Consumers Directorate-General of the
European Commission (SANCO): “The Codex, while ggiecommendations for voluntary
application by members, Codex standards serve nymases as a basis for national legislation. The
reference made to Codex food safety standardsikvibrld Trade Organizations’ Agreement on
Sanitary and Phytosanitary measures (SPS Agreemeat)s that Codex has far reaching
implications for resolving trade disputes. WTO mensithat wish to apply stricter food safety
measures than those set by Codex may be requijestify these measures scientifically.” So, an
agreement made in 2003, signed by all member statigsive all EU, in the codex Stan Codex 240
— 2003 for coconut milk, sulphite containing addis like E223 and E 224 are allowed till 30 mg/kg,
does NOT mean, they are allowed into the EU, sgedRslert System for Food and Feed (RASFF)
entries from Denmark: 2012.0834; 2011.1848; en @Rl “sulphite 113pencel13g113ion in
coconut milk from Thailand “. Same for polysorb&td35: see 2012.0838 from Denmark,
113pencell3gll3ion polysorbates in coconut milk 28@7.AIC from France. Only for the latter the
EU amended its regulations with (EU) No 583/201228uly 2012 to allow this additive, already
used for decades and absolutely necessary.

Australia

Food Standards Australia New Zealand requiresall businesses to implement food safety systems.
These systems are designed to ensure food iscssef®m$ume and halt the increasing incidence of
food poisoning, and they include basic food safietining for at least one person in each business.
Food safety training is delivered in various formys among other 113pencel113g113ion113,
Registered Training Organizations (RTOs), afterchtstaff are issued a nationally
113pencel13g113i unit of competency code on tleetificate. Basic food safety training includes:

« Understanding the hazards associated with the typp&s of food and the conditions to
prevent the growth of bacteria which can cause famgoning and to prevent illness.

» Potential problems associated with product packpgirch as leaks in vacuum packs, damage
to packaging or pest infestation, as well as probland diseases spread by pests.

- Safe food handling. This includes safe procedwesdch process such as receiving, re-
packing, food storage, preparation and cookinglimg@nd re-heating, displaying products,
handling products when serving customers, packagiegning and sanitizing, pest control,
transport and delivery. Also covers potential causfecross contamination.

« Catering for customers who are particularly at aékood-borne illness, as well as those with
allergies or intolerance.

« Correct cleaning and sanitizing procedures, cleapieducts and their correct use, and the
storage of cleaning items such as brushes, mops|aifis.

« Personal hygiene, hand washing, iliness, and pregeclothing.

Food safety standards and requirements are sat the national level in the Food Standards Code,
and brought Into force in each state by state-bAstsland Regulations. Legislation means that
people responsible for selling or serving unsaéelfmay be liable for heavy fines.

China
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Food safety is a growing concern in Chinese agrticell The Chinese government oversees
agricultural production as well as the manufactfr®od packaging, containers, chemical additives,
drug production, and business regulation. In regeats, the Chinese government attempted to
consolidate food regulation with the creation @& 8tate Food and Drug Administration in 2003, and
officials have also been under increasing publitiaternational pressure to solve food safety
problems. However, it appears that regulationsatavell known by the trade. Labels used for
“green” food, “organic” food and “pollution-freebbd are not well recognized by traders and many
are unclear about their meaning. A survey by theldMdank found that supermarket managers had
difficulty in obtaining produce that met safety vegments and found that a high percentage of
produce did not comply with established standards.

Traditional marketing systems, whether in Chingherrest of Asia, presently provide little
motivation or incentive for individual farmers taake improvements to either quality or safety as
their produce tends to get grouped together withddrd products as it progresses through the
marketing channel. Direct linkages between farmeugs and traders or ultimate buyers, such as
supermarkets, can help avoid this problem. Goventsnaeed to improve the condition of many
markets through upgrading management and reingestarket fees in physical infrastructure.
Wholesale markets need to investigate the fedsilofideveloping separate sections to handle fruits
and vegetables that meet defined safety and qusaititydards.

European Union

The parliament of the European Union (EU) makeislation in the form of directives and

regulations, many of which are mandatory for mengates and which therefore must be
incorporated into individual countries’ nationagiglation. As a very large 114pencell4gll4ion that
exists to remove barriers to trade between menibtrss and into which individual member states
have only a proportional influence, the outcomefien seen as an excessively bureaucratic ‘one size
fits all’ approach. However, in relation to foodeds the tendency to err on the side of maximum
protection for the consumer may be seen as a y@s$idnefit. The EU parliament is informed on food
safety matters by the European Food Safety Authorit

Individual member states may also have other latijigi and controls in respect of food safety,
provided that they do not prevent trade with osltates, and can differ considerably in their irdérn
structures and approaches to the regulatory couoitfolod safety.

From 13 December 2014, new legislation — the EUdHaformation for Consumers Regulation
1169/2011 — require food businesses to providegglimformation on food sold unpackaged, in for
example catering outlets, deli counters, bakemessandwich bars.

France

Agence nationale de sécurité sanitaire de I'alimigon, de I'environnement et du travail (anses) is
French governmental agency dealing with food safety

Germany

The Federal Ministry of Food, Agriculture and Comsu Protection (BMEL) is a Federal Ministry of
the Federal Republic of Germarhistory: Founded as Federal Ministry of Food, Agricultarel
Foresting in 1949, this name did not change uBl1l2 Then the name changed to Federal Ministry of
Consumer Protection, Food and Agriculture. At tB¥ 8f November 2005, the name got changed
again to its current state: Federal Ministry of &oagriculture and Consumer Protection. The reason
for this last change was that all the resorts shgat equal ranking which was achieved by sortieg t
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resorts alphabeticall\ision: A balanced and healthy diet with safe food, dittconsumer rights

and consumer information for various areas of bfeg a strong and sustainable agriculture as well a
perspectives for our rural areas are importantggofdlhe Federal Ministry of Food, Agriculture and
Consumer Protection (BMELV). The Federal OfficeCafnsumer Protection and Food Safety is
under the control of the Federal Ministry of Foddyriculture and Consumer Protection. It exercises
several duties, with which it contributes to sdéerd and thereby intensifies health-based consumer
protection in Germany. Food can be manufacturedsaltiwithin Germany without a special
permission, as long as it does not cause any daaragensumers’ health and meets the general
standards set by the legislation. However, manufacs, carriers, importers and retailers are
responsible for the food they pass into circulatibimey are obliged to ensure and document theysafet
and quality of their food with the use of in-howsmtrol mechanisms.

Hong Kong

In Hong Kong SAR, the Food and Environmental Hygi®gpartment is in charge of ensuring food
sold is safe and fit for consumption.

Hungary

In Hungary, the National Food Chain Safety Offioatrols the food business operators including
agricultural producers, food processors, retailgaterers, input material suppliers and private
laboratories. Its activities also cover risk asses®, risk communication and related research.

India

Food Safety and Standards Authority of India, disthéd under the Food Safety and Standards Act,
2006, is the regulating body related to food sadety laying down of standards of food in India.

New Zealand

The New Zealand Food Safety Authority (NZFSA), @ Hou Oranga Kai O Aotearoa is the New
Zealand government body responsible for food salffSA is also the controlling authority for
imports and exports of food and food-related prégluthe NZFSA as of 2012 is now a division of
the Ministry for Primary Industries (MPI) and is lemger its own organization.

Pakistan

Pakistan does not have an integrated legal frameladrhas a set of laws, which deals with various
aspects of food safety. These laws, despite thaHatthey were enacted long time ago, have
tremendous capacity to achieve at least minimuml lef/food safety. However, like many other
laws, these laws remain very poorly enforced. Tlageefour laws that specifically deal with food
safety. Three of these laws directly focus isse&sed to food safety, while the fourth, the Palast
Standards and Quality Control Authority Act, isimedtly relevant to food safety.

The Pure Food Ordinance 1960 consolidates and antkeadaw in relation to the preparation
and the sale of foods. All provinces and some morntlareas have adopted this law with
certain amendments. Its aim is to ensure purifpod being supplied to people in the market
and, therefore, provides for preventing adulteratithe Pure Food Ordinance 1960 does not
apply to cantonment areas. There is a separattlasantonments called “The Cantonment
Pure Food Act, 1966”. There is no substantial difiee between the Pure Food Ordinance
1960 and Th&€antonment Pure Food Act. Even the rules of operaie very much similar.
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Pakistan Hotels and Restaurant Act, 1976 appliedl twtels and restaurants in Pakistan and seeks t
control and regulate the rates and standard oice$sy by hotels and restaurants. In addition bt
provisions, under section 22(2), the sale of foodeverages that are contaminated, not prepared
hygienically or served in utensils that are notibgg or clean is an offense. There are no express
provisions for consumer complaints in the Pakifastaurants Act, 1976, Pakistan Penal Code, 1860
and Pakistan Standards and Quality Control Authédt, 1996. The laws do not prevent citizens

from lodging complaints with the concerned governtwdficials; however, the consideration and
handling of complaints is a matter of discretionta officials.

South Korea
Korea Food & Drug Administration

Korea Food & Drug Administration (KFDA) is workirfgr food safety since 1945. It is part of the
Government of South Korea.

IOAS-Organic Certification Bodies Registered in K&DOrganic” or related claims can be
116pencell6 on food products when organic certgfgcare considered as valid by KFDA. KFDA
admits organic certificates which can be issued)df¥OAM (International Federation of Organic
Agriculture Movement) accredited certification besli2) Government accredited certification
bodies — 328 bodies in 29 countries have beentezgisin KFDA.

Food Import Report: According to Food Import Repitris supposed to report or register what you
import. Competent authority is as follows:

| Product || Authority |
Imported Agricultural Products, Processed FoodsdFadditives, ||[KFDA (Korea Food and Drug
Utensils, Containers & Packages or Health Functiboads Administration)

NVRQS (National Veterinary
Imported Livestock, Livestock products (includingiBy products) [[Research and Quarantine
Service)

Packaged meat, milk & dairy products (butter, cedsamburger |[NVRQS (National Veterinary
patties, meat ball and other processed productshvdre stipulated|Research and Quarantine

by Livestock Sanitation Management Act Service)

Imported Marine products; fresh, chilled, frozesifed, dehydrated|NFIS (National Fisheries
eviscerated marine produce which can be recogitized Products Quality Inspection
characteristics Service)

National Institute of Food and Drug Safety Evaluatbn

National Institute of Food and Drug Safety EvaloatfNIFDS) is functioning as well. The National
Institute of Food and Drug Safety Evaluation isatianal organization for toxicological tests and
research. Under the Korea Food & Drug Administratibe Institute performs research on

toxicology, pharmacology, and risk analysis of feodrugs, and their additives. The Institute sfive
primarily to understand important biological trigogg mechanisms and improve assessment methods
of human exposure, sensitivities, and risk by (jducting basic, applied, and policy research that
closely examines biologically triggering harmfulegfts on the regulated products such as foods, food
additives, and drugs, and operating the nation@tdtogy program for the toxicological test
development and inspection of hazardous chemitaitances assessments. The Institute ensures
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safety by investigation and research on safetysgwn researchers, contract research by external
academicians and research centers.

Taiwan

In Taiwan, the Ministry of Health and Welfare inaghe of Food and Drug Safety, also evaluate the
catering industry to maintenance the food produetity. Currently, US$29.01 million of budget is
allocated each year for food safety-related efforts

United Kingdom

In the UK the Food Standards Agency is an indepeigi@ernment department responsible for food
safety and hygiene across the UK. They work witbitesses to help them produce safe food, and
with local authorities to enforce food safety regigns. In 2006 food hygiene legislation changedi an
new requirements came into force. The main requergmesulting from this change is that if you own
or run a food business in the UK, you must haveauohented Food Safety Management System,
which is based on the principles of Hazard Anal@itical Control Point HACCP.

United States

The US food system is regulated by numerous fedstiatke and local officials. It has been criticized
as lacking in “organization, regulatory tools, arad addressing food borne illness.”

Federal level regulation

The Food and Drug Administration publishes the FGode, a model set of guidelines and
procedures that assists food control jurisdictiopgroviding a scientifically sound technical and
legal basis for regulating the retail and food eerindustries, including restaurants, groceryestor
and institutional foodservice providers such asimgrhomes. Regulatory agencies at all levels of
government in the United States use the FDA FoaieQo develop or update food safety rules in
their jurisdictions that are consistent with natibfood regulatory policy. According to the FDA, 48
of 56 states and territories, representing 79%e1.S. population, have adopted food codes
patterned after one of the five versions of thed=Gode, beginning with the 1993 edition.

In the United States, federal regulations goverhaogl safety are fragmented and complicated,
according to a February 2007 report from the Gawemt Accountability Office. There are 15
agencies sharing oversight responsibilities inftloel safety system, although the two primary
agencies are the U.S. Department of AgricultureldSFood Safety and Inspection Service (FSIS),
which is responsible for the safety of meat, pgukind processed egg products, and the Food and
Drug Administration (FDA), which is responsible fartually all other foods.

The Food Safety and Inspection Service has appaiglgn7,800 inspection program personnel
working in nearly 6,200 federally inspected meaylpry and processed egg establishments. FSIS is
charged with administering and enforcing the Fdddemt Inspection Act, the Poultry Products
Inspection Act, the Egg Products Inspection Actfipos of the Agricultural Marketing Act, the
Humane Slaughter Act, and the regulations thatémpht these laws. FSIS inspection program
personnel inspect every animal before slaughtet each carcass after slaughter to ensure public
health requirements are met. In fiscal year (FYQ&@his included about 50 billion pounds of
livestock carcasses, about 59 billion pounds oftppuaarcasses, and about 4.3 billion pounds of
processed egg products. At U.S. borders, theyimdpected 3.3 billion pounds of imported meat and
poultry products.
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Industry pressure

There have been concerns over the efficacy ofyspfactices and food industry pressure on U.S.
regulators. A study reported by Reuters found ‘e food industry is jeopardizing U.S. public
health by withholding information from food safetyestigators or pressuring regulators to withdraw
or alter policy designed to protect consumers”ufvsy found that 25% of U.S. government
inspectors and scientists surveyed have experiethairay the past year corporate interests forcing
their food safety agency to withdraw or to modi§eacy policy or action that protects consumers.
Scientists have observed that management unddieldtenspectors who stand up for food safety
against industry pressure. According to Dr. Dearatyya USDA veterinarian who oversees federal
slaughter house inspectors, “Upper level managedwsd not adequately support field inspectors
and the actions they take to protect the food suppbdt only is there lack of support, but there’s
outright obstruction, retaliation and abuse of pois& growing number of food and beverage
manufacturers are improving food safety standaydadorporating a food safety management
system which automates all steps in the food qualénagement process.

State and local regulation

A number of U.S. states have their own meat ingpegrrograms that substitute for USDA inspection
for meats that are sold only in-state. Certairegpabgrams have been criticized for undue leni¢acy
bad practices.

However, other state food safety programs supplemather than replace, Federal inspections,
generally with the goal of increasing consumer ictrfce in the state’s produce. For example, state
health departments have a role in investigatingreaks of food-borne disease bacteria, as in the ca
of the 2006 outbreak @scherichia coliO157:H7 (a pathogenic strain of the ordinarilyrhiass
bacteriaE. coli) from processed spinach. Health departmentspasnote better food processing
practices to eliminate these threats.

In addition to the US Food and Drug Administratieayeral states that are major producers of fresh
fruits and vegetables (including California, Arizoand Florida) have their own state programs to tes
produce for pesticide residues.

Restaurants and other retail food establishmettsrfder state law and are regulated by statecallo
health departments. Typically these regulationsirecpfficial inspections of specific design featsir
best food-handling practices, and certificatioioafd handlers. In some places a letter grade or
numerical score must be prominently posted follgngach inspection. In some localities, inspection
deficiencies and remedial action are posted oiintieenet.

Vietnam

The Vietham Food Administration is reafor manadimgd hygiene, safety, and quality and has made
significant progress since its establishment inf1$®od safety remains a high priority in Vietnam
with the growth of export markets and increasingdfamports raising the need to rapidly build
capacity of the Food Administration in order touee threats of foodborne disease. The Food
Administration has demonstrated commitment to tioel fsafety challenges it faces, and has
embarked on an innovative capacity building agtiwith technical assistance from the World Health
Organization.

Manufacturing control

HACCP guidelines
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Consumer labeling
United Kingdom

Foodstuffs in the UK have one of two labels to aade the nature of the deterioration of the product
and any subsequent health issues. EHO Food Hygeatiécation is required to prepare and
distribute food. While there is no specified explgte of such a qualification the changes in
legislation it is suggested to update every fivarge

Best beforeindicates a future date beyond which the food pecoohaylose quality in terms of taste
or texture amongst others, but does not imply @nypas health problems if food is consumed beyond
this date (within reasonable limits).

Use byindicates a legal date beyond which it is not pgsible to sell a food product (usually one
that deteriorates fairly rapidly after producti@hje to the potential serious nature of consumpifon
pathogens. Leeway is sometimes provided by produnestatinglisplay until dates so that products
are not at their limit of safe consumption on tbual date stated (this latter is voluntary and not
subject to regulatory control). This allows for traiability in production, storage and display
methods.

United States

With the exception of infant formula and baby foedsch must be withdrawn by their expiration
date, Federal law does not require expiration d&msall other foods, except dairy products in som
states, freshness dating is strictly voluntarytengart of manufacturers. In response to consumer
demand, perishable foods are typically 119penceiittba Sell by date. It is up to the consumer to
decide how long after the Sell by date a packageable. Other common dating statementBast

if used by, Use-by date Expiration date, Guaranteed fresh <date>andPack date

Australia and New Zealand

Guide to Food Labelling and Other Information Reguients: This guide provides background
information on the general 119pencel19g requiresrarthe Code. The information in this guide
applies both to food for retail sale and to fooddatering purposes. Foods for catering purposes
means those foods for use in restaurants, cantegmsls, caterers or self-catering institutionserg
food is offered for immediate consumption. Labgland information requirements in the new Code
apply both to food sold or prepared for sale intPal® and New Zealand and food imported into
Australia and New Zealand. Warning and Advisory [Beations, Ingredient Labelling, Date Marking,
Nutrition Information Requirements, Legibility Raggments for Food Labels, Percentage Labelling,
Information Requirements for Foods Exempt from Bepa Label.

CHECK YOUR PROGRESS

Describe what is covered under the study of Fofetysa
Explain the five key principles of food hygienecading to World Health Organization.

Explain the issues and concerns in Food Safety.
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4.04 FOOD SPOILAGE

Spoilageis the process in which food deteriorates to thiatpn which it is not edible to humans or
its quality of edibility becomes reduced. Variouseenal forces are responsible for the spoilage of
food. Food that is capable of spoiling is refetteds perishable food.

Reasons
Harvested foods decompose from the moment thelyaxested due to attacks from enzymes,
oxidation and microorganisms. These include baxtenbld, yeast, moisture, temperature and
chemical reaction.
Bacteria
Bacteria can be responsible for the spoilage od.fydhen bacteria breaks down the food, acids and
other waste products are created in the procesie Wik bacteria itself may or may not be harmful,
the waste products may be unpleasant to taste yewsn be harmful to one’s health.
Yeasts
Yeasts can be responsible for the decompositidoaaf with a high sugar content. The same effect is
useful in the production of various types of foodl d&everages, such as bread, yogurt, cider, and
alcoholic beverages.
Signs
Signs of food spoilage may include an appeararftereint from the food in its fresh form, such as a

change in color, a change in texture, an unpleasiort or an undesirable taste. The item may
become softer than normal. If mold occurs, it igolvisible externally on the item.

Consequences
“food poisoning”, and more properly as “foodboriieess”.
Prevention

A number of methods of prevention can be useddéwatither totally prevent, delay, or otherwise
reduce food spoilage.

Food rotation system uses the first in first outhrod (FIFO), which ensures that the first item
purchased is the first item consumed.

Preservatives can expand the shelf life of foodaadlengthen the time long enough for it to be
harvested, processed, sold, and kept in the com&ihwame for a reasonable length of time.

Refrigeration can increase the shelf life of carfaods and beverages, though with most items, it
does not indefinitely expand it. Freezing can prgséood even longer, though even freezing has
limitations.
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A high-quality vacuum flask (thermos) will keep fad, soup, and other boiling-hot foods above the
danger zone (140F/58C) for over 24 hours.

Canning of food can preserve food for a particylirhg period of time, whether canned at home or
commercially. Canned food is vacuum packed in otolé&eep oxygen out of the can that is needed to
allow bacteria to break it down. Canning does Hamitations, and does not preserve the food
indefinitely.

Lactic acid fermentation also preserves food awesgmts spoilage.

CHECK YOUR PROGRESS

Explain the main reasons for Food spoilage
Elaborate how food spoilage can be prevented.

Explain the consequences of food spoilage.

4.05 MEAT SPOILAGE

Thespoilage of meabccurs, if the meat is untreated, in a matteroafrd or days and results in the
meat becoming unappetizing, poisonous or infectiSpgilage is caused by the practically
unavoidable infection and subsequent decomposgifioneat by bacteria and fungi, which are borne
by the animal itself, by the people handling thetpand by their implements. Meat can be kept
edible for a much longer time — though not indedilyi — if proper hygiene is observed during
production and processing, and if appropriate femféty, food preservation and food storage
procedures are applied.

Infection

The organisms spoiling meat may infect the aninthkewhile still alive (“endogenous disease”) or
may contaminate the meat after its slaughter (“erogs disease”). There are numerous diseases that
humans may contract from endogenously infected ,seah as anthrax, bovine tuberculosis,
brucellosis, salmonellosis, listeriosis, trichirssr taeniasis.

Infected meat, however, should be eliminated thinmygtematic meat inspection in production, and
consequently, consumers will more often encountatraxogenously spoiled by bacteria or fungi
after the death of the animal. One source of iildastorganisms is bacteraemia, the presence of
bacteria in the blood of slaughtered animals. Eingd intestine of animals contains some 3.3%10
viable bacteria, which may infect the flesh afteatt if the carcass is improperly dressed.
Contamination can also occur at the slaughterhthuseigh the use of improperly cleaned slaughter
or dressing implements, such as powered knivegjach bacteria persist. A captive bolt pistol'stbol
alone may carry about 400,000 bacteria per squarneeter. After slaughter, care must be taken not
to infect the meat through contact with any ofthdous sources of infection in the abattoir, nbtab
the hides and soil adhering to them, water usedé&shing and cleaning, the dressing implements
and the slaughterhouse personnel.
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Bacterial genera commonly infecting meat whilesibéing processed, cut, packaged, transported,
sold and handled include Salmonella spp., Shigglba, E. coli, B. proteus, S. epidermidis and Staph
Aureus, Cl. Welchii, B. cereus and faecal streptocol hese bacteria are all commonly carried by
humans; infectious bacteria from the soil includeBotulinum. Among the molds commonly
infecting meat are Penicillium, Mucor, Cladosporjuliternaria, Sporotrichium and Thamnidium.

As these microorganisms colonize a piece of mbay, begin to break it down, leaving behind toxins
that can cause enteritis or food poisoning, padintiethal in the rare case of botulism. The
microorganisms do not survive a thorough cookinthefmeat, but several of their toxins and
microbial spores do. The microbes may also infeetderson eating the meat, although against this
the microflora of the human gut is normally an efifee barrier.

Testing

The presence of infectious agents can be deteatedawmumber of tests during the production and
processing of meat, but testing by itself is ndlisient to ensure adequate food safety. The inglust
standardHazard Analysis Critical Control Poinf$1ACCP) system provides for a comprehensive
quality management framework as a part of whicthdasts can be conducted. Testing methods
applied include phage and serological typing, diepifluorescence filter techniques (DEFT) and
plasmid profiling.

Symptoms

Microbial spoilage

Depending on oxygen availability, meat spoilagerbgro-organisms can manifest itself as follows:

Oxygen| Microbial agent Symptoms

« Surface slime

- Discolouration
Present Aerobic bacteria « Gas production

« Change in odor

» Fat decomposition

» Surface slime

« Discoloration
Present|Yeasts _

« Change in odor and taste

» Fat decomposition

- Sticky and “whiskery” surface
« Discoloration

Present/Molds
« Change in odor

» Fat decomposition
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« Putrefaction and foul odors
Absent | Anaerobic bacteria « Gas production

» Souring

CHECK YOUR PROGRESS

Explain the reasons for Meat spoilage

Describe the symptoms of microbial spoilage in meat

4.06 LARDER

A larder is a cool area for storing food prior to use. leasdwere commonplace in houses before the
widespread use of the refrigerator.

Fig 4.07: The larder at Mar Lodge

Essential qualities

« as cool as possible
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« close to food preparation areas

« constructed to exclude flies and vermin

« easy to keep clean

« equipped with shelves and cupboards appropridteetéood being stored
Description

In the northern hemisphere, most houses wouldria@@ed to have their larder and kitchen on the
north or west side of the house, where it recetliedeast amount of sun. In Australia and New
Zealand, larders were placed on the south or &best of the house for the same reason.

Many larders have small unglazed windows with tivedew opening covered in fine mesh. This
allows free circulation of air without allowing é§ to enter. Many larders also have tiled or pdinte
walls to simplify cleaning. Older larders, and asply those in larger houses, have hooks in the
ceiling to hang joints of meat or game. Others haselated containers for ice, anticipating theufat
development of refrigerators.

A pantry may contain a thrawl, a term used in Dshe and Yorkshire, to denote a stone slab or
shelf used to keep food cool in the days befondgeriation was domestically available. In the late
medieval hall, a thrawl would have been approptiai larder. In a large or moderately large
nineteenth-century house, all these rooms woul@ baen placed as low in the building as possible,
or as convenient, in order to use the mass ofrieengl to retain a low summer temperature. For this
reason, a buttery was usually called the cellahksystage.

Modern homes

Very few modern houses have larders, since thid reeeow satisfied by refrigerators, freezers, and
the convenience of modern grocery stores that editeithe need to store food for long periods.

History

In medieval households the word “larder” referrethito an office responsible for fish, jams, and
meat, as well as to the room where these commeditige kept. It was headed biaederer. The
Scots term for larder wd24penceand so in Scotland larderers (also pantlers afidrers) were
known asspencersThis is one of the derivations of the modern aore.

The office generally was subordinated to the kitchad existed as a separate office only in larger
households. It was closely connected with othdécedfof the kitchen, such as the saucery and the
scullery.

Larders were used in the Indus River Valley toestmynes of goats, oxen, and sheep. These larders
were made of large clay pots.

CHECK YOUR PROGRESS

List the essential qualities of a Larder

Describe a typical larder.
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4.07 ROOT CELLAR

A root cellar is a structure, usually underground or partiahgerground, used for storage of
vegetables, fruits, nuts, or other foods. Its nagfiects the traditional focus on root crops stdredn
underground cellar, which is still often true, altigh a wide variety of foods can potentially be
stored, for weeks to months, depending on the anapthe conditions, and the structure may not
always be underground.

Fig 4.08: Interior of a large Wyoming root cellaiithv crops

Root cellaring has been vitally important in various eras andgdaor winter food supply. Although
present-day food distribution systems and refrig@mehave rendered root cellars unnecessary for
many people, they remain important for many peagie value self-sufficiency, whether by
economic necessity or by choice and for persorngfaation. Thus they are popular among diverse
audiences, including gardeners, organic farmerg,fBhs, homesteaders, preppers, subsistence
farmers, and enthusiasts of local food, slow fdadiloom plants, and traditional culture
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Fig 4.09: A pair of modern potato cellars in soegistern Idaho
Function

Fig 4.10: Two traditional sod-covered potato ceflan southeastern Idaho

Root cellars are for keeping food supplies at abletl temperatures and steady humidity. Many crops
keep longest just above freezing (1-3 °C) andgit humidity (90-95%), but the optimal temperature
and humidity ranges vary by crop, and various ckaep well at temperatures further above near-
freezing but below room temperature. A few cropsrekeep better in low humidity. Root cellars

keep food from freezing during the winter and késg cool during the summer to prevent spoilage.
Typically, a variety of vegetables are placed imithot cellar in the autumn, after harvesting. A
secondary use for the root cellar is as a plastat@ wine, beer, or other homemade alcoholic
beverages.
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Vegetables stored in the root cellar primarily ésingf potatoes, turnips, and carrots. Other food
supplies placed in the root cellar over the wimtenths include beets, onions, jarred preserves and
jams, salt meat, salt turbot, salt herring, wistguash, and cabbage. A potato cellar is sometimes
called a potato barn or potato house.

Separate cellars are occasionally used for stdrisitg, such as apples. Apples are one of the crops
that give off enough ethylene gas to hasten theripeming or spoilage of other crops stored nearby,
although this effect is variable and many farmseasfully store vegetables without segregating thei
apples. Water, bread, butter, milk, and cream ametimes stored in the root cellar also. In additio
items such as salad greens, fresh meat, and janagaekept in the root cellar early in the daydek
cool until they are needed for supper.

The ability of some vegetables and fruit to keapnfionths in favorable cellar conditions stems irt pa
from the fact that they are not entirely inanimaen after picking. Although they may no longer
gualify as living, the plant cells continue to rigepn some impaired but nonzero way, resisting
bacterial decomposition for a time. The effect barcompared to the way that cut flowers in a vase
of water last much longer than cut flowers lyingaotable: the flowers in the vase are not entirely
dead yet and continue to respire. The analogytiexect, but the high humidity that supports many
cellared crops is involved in this residual regjpia

In some cases plants are transplanted from thietiiethe dirt floor of a cellar in autumn, and they
then continue living in the cellar for months. Traet that they cannot thrive or grow larger in the
low-light, low-temperature conditions is not a pieh; the only objective is to keep them alive
instead of dead, thus warding off decompositionis Tha form of season extension in which the
growingseason is not extended but Hagvestseason is substantially extended.

Closets, crawlspaces, garages, sheds, and attiesahdeen used successfully for storage of atlea
some kinds of crops. Even the space under a besteesome crops (such as pumpkins) for several
weeks.

Construction

Common construction methods are:

1. Digging down into the ground and erecting a sheldomrse over the cellar (access is via a trap
door in the shed).

2. Digging into the side of a hill (easier to excavaiel facilitates water drainage).
3. Building a structure at ground level and pilingkscearth, and/or sod around and over it.
This may be easier to build on rocky terrain wreteavation is difficult.

Most root cellars were built using stone, wood, taofcement), and sod. Newer ones may be made of
concrete with sod on top.

CHECK YOUR PROGRESS

Describe a Root cellar

Elaborate on the functions of root cellars.
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Explain how root cellars are constructed.

4.08 PANTRY

A pantry is a room where beverages, food, and sometimbsglifousehold cleaning chemicals,
linens, or provisions are stored. Food and bevepagéies serve in an ancillary capacity to the
kitchen. The word “pantry” derive from the samemeeuas the Old French teqpaneterie that is
from pain, the French form of the Latpanisfor bread.

History in Europe and United States
Late Middle Ages

In a late medieval hall, there were separate rdomibhe various service functions and food storage.
A pantry was where bread was kept and food preparassociated with it was done. The head of the
office responsible for this room was referred t@aantler. There were similar rooms for storage of
bacon and other meats (larder), alcoholic beverémdtery) known for the “butts” of barrels stored
there), and cooking (kitchen).

Fig 4.11: Nineteenth century pantry in Museu Romed@ian Papiol in Vilanova i la Geltrd

Colonial era

In the United States, pantries evolved from eadijo@ial American “butteries”, built in a cold north
corner of a Colonial home (more commonly referednd spelled as “butt’ry”), into a variety of
pantries in self-sufficient farmsteads. Butler'sipges, or china pantries, were built between the
dining room and kitchen of a middle class Englisihmerican home, especially in the latter part of
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the 19" into the early 28 centuries. Great estates, such as the Biltmo@eEist Asheville, North
Carolina or Stan Hywet Hall in Akron, Ohio, haddarwarrens of pantries and other domestic
“offices”, echoing their British “Great House” conparts.

Victorian era

By the Victorian era, large houses and estatesitaiB maintained the use of separate rooms, each
one dedicated to a distinct stage of food prepavatnd cleanup. The kitchen was for cooking, while
food storage was done in a storeroom. Food prepariaeéfore cooking was done in a larder, and
dishwashing was done in a scullery or pantry, “deljreg on the type of dish and level of dirt”. Since
the scullery was the room with running water, itl lzasink, and it was where the messiest food
preparation took place, such as cleaning fish aithg raw meat. The pantry was where tableware
was stored, such as china, glassware, and silverifahe pantry had a sink for washing tablewidre,
was a wooden sink lined with lead, to prevent cinigphe china and glassware while they were
washed. In some middle-class houses, the lardetypa@and storeroom might simply be large wooden
cupboards, each with its exclusive purpose.

Modern pantry

The pantry is making a comeback in American antddrhomes, as part of a resurgence of
nesting and homekeeping since the late 1990sotiesof the most requested features in American
homes today, despite modern homes having largerekitsizes than ever before. The demand is due
both to the charm and nostalgia associated witlpdméry, as well as to the pantry’s practical,
utilitarian purpose.

Today, the term may also be used for any smaléstom used for non-perishable foods such as
canned goods; it need not be located near thegkitcdnd is often found in a basement.

Types of pantries

Asian pantry

Traditionally, kitchens in Asia have been more oftemat than those of the West. The function of
the pantry was generally served by wooden cabinEbyexample, in Japan, a kitchen cabinet is
called a “Mizuya Tansu”. A substantial traditiomand woodworking and cabinetry in general
developed in Japan, especially throughout the Takagera. A huge number of designs for Tansu
(chests or cabinets) were made, each tailored tsa@re specific purpose or another.

The idea is very similar to that of the Hoosierinah with a wide variety of functions being served
by specific design innovations.

Butler's pantry
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Fig 4.12: Butler's Pantry at the Little White House

A butler’s pantry orserving pantry is a utility room in a large house, primarily ugedstore serving
items, rather than food. Traditionally, a butlggantry was used for cleaning, counting, and stocéige
silver; European butlers often slept in the pardasstheir job was to keep the silver under lock and
key. The merchant’s account books and wine log atsy have been kept in there. The room would
be used by the butler and other domestic staff;aften called a butler’'s pantry even in housesold
where there is no butler.

In modern homes, butler’s pantries are usuallythxtén transitional spaces between kitchens and
dining rooms, and used as staging areas for sem@als. They commonly contain countertops, and
storage for candles, serving pieces, table lin@tdeware, wine, and other dining room articlesro
elaborate versions may include dishwashers, refiges, or sinks.

Cold pantry
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Fig 4.13 Cold pantry exterior vents

Some food, such as butter, eggs, milk, and sucth toelee kept cool. Before modern refrigeration was
available, iceboxes were popular. However, thelpralwith an icebox was that the cabinet housing
it was large, but the actual refrigerated spacequiéte small, so a clever and innovative soluti@asw
invented, the “cold pantry”, sometimes called alif@enia cooler”. The cold pantry usually consisted
of a cabinet or cupboard with wooden-slat shelt@sl{ow for air circulation). An opening near the
top vented to the outside, either through the aodfigh out the wall. A second opening near the
bottom vented also to the outside, but low neagtibend and usually on the north side of the house
where the air was cooler. As the air in the paniaymed, it rose, escaping through the upper vent.
This in turn drew cooler air in from the lower veptoviding constant circulation of cooler air.the
summertime, the temperatures in the cold pantryldvasually hover several degrees lower than the
ambient temperature in the house, while in theeviimhe, the temperature in the cold pantry would
be considerably lower than that in the house.

A cold pantry was the perfect place to keep foarstahat did not necessarily need to be kept
refrigerated. Breads, butter, cheesecakes, eggisigsa and pie were common foodstocks kept in a
cold pantry. Vegetables could be brought up froenrtiot cellar in smaller amounts and stored in the
cold pantry until ready to use. With space in ttebbx at a premium, the cold pantry was a great
place to store fresh berries and fruit.

Hoosier cabinet
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First developed in the early 1900s by the Hoosianiacturing Company in New Castle,
Indiana, and popular into the 1930s, the Hoosibmed and its many imitators soon became
an essential fixture in American kitchens. Ofteltedias a “pantry and kitchen in one”, the
Hoosier brought the ease and readiness of a pawittyits many storage spaces and working
counter, right into the kitchen. It was sold inatagues and through a unique sales program
geared towards farm wives. Today, the Hoosier ah#a much sought-after domestic icon
and widely reproduced.

CHECK YOUR PROGRESS

Explain the concept of Pantry
Describe the historic evolution of pantries.

Discuss the various types of pantries.

4.09 END QUESTIONS

=

Explain the major purposes served by Food storage

2. Elaborate on the care to be taken while storingl items like grains, spices and herbs
domestically.

3. Discuss about care to be taken while freezing hading food items.

B

Describe what is covered under the study of Fofetysa
Explain the five key principles of food hygienecarding to World Health Organization.
6. Explain the issues and concerns in Food Safety.

o

N

Explain the main reasons for Food spoilage
Elaborate how food spoilage can be prevented.
9. Explain the consequences of food spoilage.

o

10. Explain the reasons for Meat spoilage
11. Describe the symptoms of microbial spoilage in meat

12. List the essential qualities of a Larder
13. Descrine a typical larder.

14. Describe a Root cellar
15. Elaborate on the functions of root cellars.
16. Explain how root cellars are constructed.

17. Explain the concept of Pantry
18. Describe the historic evolution of pantries.
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19. Discuss the various types of pantries.

4.10 REFERENCES AND FURTHER READING

Food storage
Food safety
Food spoilage
Meat spoilage
Larder

Root cellar

Pantry

BCH305/HTS613: F&B INVENTORY CONTROL Page 133



