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. | NTRODUCTI ON

In inport procurenment the one activity which in a sense underlies the
realization of all other objectives of a good purchase decision is the
selection of the supplier. Even when an inporter nmay have done his honework in
identifying the "right product"” to neet his needs, the achievenent of the
importer's objective will ultimately depend on how well his selection of the
supplier has been. The inporter nust ensure that the supplier is able to
provi de goods which conformto the buyers standards and specifications. If the
supplier ultimtely ships goods which do not neet the buyer's requirenents al

his other objectives will also not be realized. Likewise, if the supplier
fails to ship the goods on the agreed date, his objective of having them at
the "right tine", will not be achieved. Delayed delivery would al so nean that

the objective of the "right price" would not be realized, as the delay may
nmean stockout and repl eni shment at a nuch higher cost. The same woul d be true
of short delivery.

Thus, the inportance of selecting a dependable and a reliable supplier is
self-evident and this holds true irrespective of the economic status of the

inmporter's country. It is in this context that supplier assessnent and
eval uation has received very great attention in procurenent nanagenent in
devel oped countries. 1In contrast, in many developing countries supplier

eval uation, both at the pre- and post- contract stages, has received | ess than
the required attention for several reasons.

One reason has to do with the colonial hang over which has affected a
| arge nunber of developing countries. During the colonial period, inport
trade was handled by a few donmi nant conpanies from the netropolitan country.
Oten the inmporting conpany was an outpost of a home trading and/or
manuf acturi ng conpany. These trading links continued even after independence.
To sonme extent this is attributable to an adjustnment process as new |links are
establi shed. However, in nobst cases this can also be attributed to the
i nstitutional changes resulting from policies of parti al or tota
nationalization of foreign trade, particularly inports. Lack of expertise and
experience of public procurenent agencies and state trading organizations
nmeant continuation of the past |inks under new arrangenents.

On the other hand, the involvenent of the public sector has neant a
requi rement or a marked preference for one particular nethod or procedure for
procurenent, nanely, that of global tendering. The assunption or belief that a
gl obal tendering system not only ensures a conpetitive price but also a
reliable and a dependable supplier meant that a separate assessment and
eval uation of a supplier was not by itself inmportant and called for. However,
changes taking place in the devel oping countries and in the rest of the world
have altered the inport nanagement scene to such an extent that neglecting a
proper supplier appraisal and eval uation can be costly.

The process of economic devel opment in devel oping countries has vastly
i ncreased the volunme and variety of inport needs, as a result of an increase
in the standards of nutrition and consunption. On the one hand, denand for
traditional inports has gone up. At the sanme tine, demand for new and an
entirely unfanmiliar range of products has energed. Accent on health care
programes and inmuni zati on canpaigns has led to increased demand for both
general and specialized drugs and nedicines. In particular, a conscious effort
in the diversification of the economic structure has vastly changed the
di mensi on and conposition of the inmport profile of nobst devel oping countries.
The overall effect of all these devel opments has neant a vastly increased
dependence of developing countries on foreign, and often, distant sources of
supplies for a wide variety of inported products - consuner goods, raw
materials, spare parts, conmponents, technical services, technology, process
know how, capital goods, transport equi pment and the like.

Along with these devel opments in the demand for inports, the inporter in
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a devel opi ng country has had to cope up with the changes that are taking place
on the supply side. The last three or so decades has seen a surge of new
suppliers, conpeting effectively with established ones, that have devel oped
new technol ogies, processes and products with the ability to neet given
demands nore econonmically and/or having a better technical or aesthetic
appeal

Thus, the inmport procurenent task has beconme nore conplex and need for
sourcing of reliable and dependabl e suppliers nore inportant than ever before.
The search for an acceptable supplier can be greatly assisted by adopting a
systemati c approach to supplier appraisal and evaluation. This Practical Quide
is intended to provide a survey of the different considerations of relevance
to supplier sourcing and sel ection.

1. | MPORT PROCUREMENT CBJECTI VES AND SCURCE SELECTI ON

A. The "right" source as an objective

A generally accepted view on the overall objectives of the procurenent
function is that the inporter should obtain the "right" product in the "right"
quantity for the "right" delivery tine and place, fromthe "right" source and
at the "right" price. It should be noted that literature advisedly uses the
word "right" instead of such others as "best", "earliest", "lowest", etc., in
recognition of the fact that it is illogical to expect that a buyer wll be
able to reconcile all these conflicting objectives except through tradeoffs.
For exanple, if a buyer wants superior quality than is the accepted market
grade for the product, he will not be able to get it at the prevailing narket
price. He will be quoted a higher price, the difference accounting for the
prenmium for quality. Simlarly, if the buyer is in urgent need of supplies
implying a short delivery tine, particularly when the market for the product
is tight, he will again be quoted a higher price than for the normal or
custonary delivery time. In general, therefore, the buyer will always have to
reconcile these different objectives taking into account his constraints and
priorities within the prevailing international narket situation for the
product in question.

In this context, it is apparent that having the "right source" is only
one anobng these other objectives. However, it needs to be appreciated that
selecting the "right" supply source is, in a sense, a key decision area in as
much as the achievement to the desired extent, of the other objectives,
critically depends on the supplier fulfilling his contractual obligations
fully. How well the supplier has performed will be known only after a | apse of
tinme, usually towards the close of the contract period. If it is then found
that the supplier has shipped goods which do not conform to the buyer's
specifications, it is obvious that the latter's objective of "right quality"
would not be nmet. Simlarly, if the supplier ships the goods nuch before or
much after the due delivery date, the buyer's objective of having the goods at

the "right time" will not be achieved. In consequence, his objective of the
"right price" will also not be achieved. In the first case, replacenent of
bel ow standard goods will mean additional delays and disruption of downstream

activities and hence increased costs. Likew se, replenishment of stocks due to
delay in deliveries (or short shiprment) will nean additional cost. Supplies in
excess of the "right quantity” will nean additional inventory holding costs
In either case, it wll inply that the buyer is not able to achieve his
obj ective of the "right price".

It is true that purchase contracts do make provision for penalties for
devi ations from or default on contract terms and conditions. However, these
rarely, if ever, conpensate the buyer for all the damages that he may have to
sust ai n.

Firstly, a bona-fide buyer goes through the arduous and expensive task of
floating a purchase enquiry, of evaluating offers and finalizing the purchase



Page 6

contract only because he is in need of the goods of a particular quality by a
particular tinme to neet a specific purpose. The conpensation which he nmay
eventually receive fromthe supplier for default on quality or delivery does
not meet his primary purpose of acquiring the intended product.

Secondl y, the process of settlenment of disputes in international conmerce
is notoriously time consum ng and expensive, Moreover, the buyer can never be
certain that the decision wll necessarily be in his favour, given the
complications which often surface in regard to the applicable |law and other
simlar issues. Lastly, it should be noted that the indemity for default

rarely , if ever, conpensates the buyer for |osses which, while not directly
attributable to the default in question, may be incidental to it. In this
context, in theory, a buyer can also protect hinmself against such costs
incidental to a supplier default by insisting on incorporation of a very high
value for Iliquidated damages in the contract. However, should the supplier

agree to such a proposition by the buyer, he would likely wish to insure his
own risk by insisting on a higher price. Secondly, in the event of a dispute,
it is possible that the court may restrict the conpensation to what it
consi ders as adequate, unless the contract is unanbi guous on this clause.

B. Mpjor factors in source selection

If, then, the buyer is to achieve his procurement objectives as fully as
possi bl e, what are the attributes of a good supplier that he should | ook for?
A sinple answer is that, apart from being able to offer a conpetitive price
such a supplier should be dependable and reliable. In terns of the buyer's
procurenment objectives, this would nmean that the supplier should be able to
ensure conformance to the buyer's desired quality standards and delivery
schedul e. He should be in a position to provide pre- and after-sal es service,
if so required, and generally, extend his cooperation in ensuring contract
fufil ment.

Bef ore discussing the attributes of a reliable and dependabl e supplier,
it is inportant to note that in ensuring supplier conformance, particularly in
regard to the quality of the product, the buyer has an inportant
responsibility. Firstly, the buyer nust nake sure that he is hinmself clear
about the product that he wants. Secondly, he should co ni cate these
requirenents to potential suppliers as precisely as possible. = To avoid any
anbi guity, and later disputes, he should specify the product characteristics
in ternms of one of the follow ng:

- Physi cal, chenical, netallurgical specifications and acceptabl e
t ol erances;

- Nat i onal standards (buyer's own country)

- Q her country's standards

- I nt ernati onal standards (e.g., I nt ernati onal Organi zation for
St andar di zat i on) ;

- Mar ket gr ades;

- I ndustry standards;

- Manuf acturer's own standard

- Brand nane; *

Manuf act uri ng process specifications;

- Drawi ngs (engi neering);

- Sanpl es:

- Per f or mance specifications;

- Accept ance tests;

1/ See also ITC Practical @uide on Inmport Mnagenent No. 7 |Inport
Speci fications and Supply Conformance For |ndustrial Products, p. 13.

* To reduce the restrictive nature of this term it is necessary to
add the words "or equivalent"” to the brand nanme at the offer invitation stage.
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Once the buyer has |ayed down what he wants, as clearly and in as nuch
detail as is necessary for effectively comunicating with a potential supplier
the latter's ability to conform to some or all of the contract terns and
conditions will depend on his:

- Techni cal ability;

- Manuf acturing facilities;
- Fi nanci al strength;

- Manageri al conpet ence.

However, the relative inportance of these suppliers' attributes wll
depend on the product in question. For sone standardi zed products, acceptable
tol erances around the basic specifications allow for sone deviations and, at
the sane tine, manufacturing process. The required technical ability for
efficient production is, therefore, relatively less demanding and with an
easier availability of the required skills. It is also possible that the size
range for efficient scale of production is also wide, so that the required
manuf acturing facilities show a good deal of variation

A large nunmber of such products are marketed and distributed not by the

manufacturers but by traders. In such a situation, the supplier is not
required to have any nanufacturing facilities of his own. However, it should
be borne in mind that a distributor is, in a sense, a proxy for the

manuf acturer and that his strength, and in particular his weakness, could be a
direct reflection of the principal (s) whomhe represents. It is thus inportant
that, when placing a big order for purchasing a manufactured product, the
buyer as a rule should ask the supplier to identify the principal(s) whose
products he intends to supply, and, by way of proof, should be asked to
produce a letter of accreditation to that effect. This part of the supplier
evaluation process will be relevant to first tine potential suppliers of a
gi ven product.

For non- st andardi zed nmanuf actures, conmpl ex machi nery, pl ant and
equi pnent, evaluating a supplier capability with reference to the four
attributes nmentioned earlier can rarely, if ever, be avoi ded.

1. Technical ability

O the four attributes of a reliable and dependable supplier, the one
relating to his technical ability is inportant in a crucial sense for a number
of products, as has been nentioned above. This is so since the reliability of

such products, and their performance in use or operations, wll crucially
depend on the supplier's technical conpetence or capability. Quality defects
will upset all downstream activities of an inporter. Mreover, the quality

defects will often be latent and will show only after the product has been put
into use. In addition, the technical capability of a supplier of nachinery and
capital goods reflects itself not only on the productivity of the product but
also on its durabé)ity, mai nt enance requirenments, repairs, replacenents and
serviceable life. = At the sane tinme, the assessnent of technical conpetence

2/ See I TC Practical Quide on Inport Managenent No. 9 Bid Evaluation in
| nport Procurenent, pp. 26-30.

of a supplier is not easy to make. It has been reported, for exanple, that the
results of "qug}ity capability surveys" are often statistically
guesti onable. =

A guide to a supplier's technical conpetence can be obtained from an
apprai sal of the standard of his in-process quality control, and/or at the
output stage. For a large nunber of products, good pre-despatch quality
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control techniques and procedures will go a long way to ensure a zero
rejection rate after delivery. The benefits to the buyer, for exanple, of a
"Zero Defects Progranme" at the supplier's end are:

- A low (or zero) rejection rate after the goods have been delivered,
hence Iower costs connected wth the repair or disposal of
defectives, clainms processing and the |ike;

- Lower inventory hol dings and the associ ated costs;

- Savings in time and costs of inspection on receipt of goods.

In fact, the increasingly popular "Just in Tine" inventory nanagenent

system is feasible for a buyer only if his supplier has a successfully
operating "Zero Defects Progranme".

2. Manuf acturing capability

The adequacy of the manufacturing facilities of a potential supplier as a
criterion of assessing his reliability is obvious. Only if the supplier has an
adequat e nanufacturing capacity, in relation to a buyer's order quantity, wll
he be able to nmeet his quantity and delivery conmitnents. However, this will
not by itself be enough to ensure conpliance with these requirenments. Besides
adequacy of capacity, it is also inmportant that the plant is in good operating
condition. Add and worn out machinery will often mean too frequent breakdowns,
nore shut down and pl ant maintenance tine. Mreover, the nore nodern the plant
the greater is the assurance of uniformty in quality and product reliability.

3. Financial strength

The financial strength of a supplier is of crucial inportance from the
point of view of judging a supplier's ability to neet his contractua
comritments to the buyer. Lack of financial resources, at the very |east,
inmpairs a supplier's ability to nmeet a buyer's quantity requirenments and or
his delivery schedul e because of his inability to finance a large inventory of
i n-process and/or warehouse stocks. Nor would a financially weak supplier be
in a position to secure to required raw material supplies, particularly if the
mar ket for some of these is getting tight and advance action on purchasing raw
materials is the only way to ensure adequate and tinely supply. This aspect of
the reliability and dependability of the supplier is particularly inportant in
so far as high valued contracts are concerned, where the fabrication and
manuf acturing period for the product nay be lengthy. Such a supplier would
also be in a better position to provide supplier credit, even for a linmted
period, than another with a weak financial position

3/ See Oive RW, "The Quality Capability Survey: A Procurenent
Qual ity Managenent Control", Journal of Purchasing, February 1969, as referred
to in Purchasing and Materials Managenent by Leenders, Mchiel. R, Fearson,

Harold E., and England. WIlbur B., Richard D. Irwin, Honewood, Illinois 60430,
USA, p. 136.
4. Manageri al conpet ence

The role of nanagenent as a vital input to a successful and profitable
business is well recognized. Wile the nost tangible index of efficient
managenment of a business is the record of its long-term growh and
profitability, good nmanagement practices show thensel ves in managenent plans,
organi zation of nanagenment, corporate structures and plans, rmanagenent
controls, managenent of industrial relations, rapport with suppliers and
clients, etc. It 1is also self-evident that quality of rmanagenent is
particularly inmportant for a supplier of high value, high technology products
i ncl udi ng machi nery, plant and equi pnent.

Whil e, the inmporter should seek the "right source" taking into account
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the above factors, in practice many inporting organizations in devel oping
countries tend to be sonmewhat passive in their sourcing for, ampng others, two
mai n reasons. One reason has to do with the procurenent methods nore conmonly
used, particularly the predom nant use of global tendering. The second has to
do with the cost which proper sourcing involves and the generally held view
that the cost of supplier sourcing and evaluation will not be commensurate
with benefits in procurenent of nobst products.

C. Procurenent nethods and supplier sourcing

The procurenment nethods comonly used in inport procurenment in devel opi ng
countries, 4/particularly by public procurenent organizations, are the
followi ng: —

- G obal tendering

- Limted (or restricted) tendering;
- Negot i at ed purchasi ng;

- Long-term contracti ng.

1. G obal tendering

The chief nerit clained in favour of the method of global tendering in
i mport procurenent is that it gives equal opportunity to every supplier to
meke an offer within the terns and conditions of purchase set by the buyer,
and thereby promotes competition. In addition, this nmethod also elininates the
scope for favouritism by virtue of the associated procedures. In public
procurenent, global tendering is particularly recommended for this reason as a
safeguard against a public procurenent officer/manager conpromnising public
interest in favour of his own personal gain.

In terns of the set of procurement objectives referred to earlier, it is
obvious that by using this nmethod "price" tends to get the highest weightage,
since the decision criterion for supplier selection is the "lowest price",
ot her things renmaining the same. These other things are nostly the ternms and
conditions that the buyer lays down in the invitation to tender. In general
it would be fair to say that supplier reliability and dependability get little
or no weightage in the evaluation of offers. The buyer's terns and conditions
of purchase do usually provide for the buyer's right to reject any or all
offers. There is also usually a provision for a supplier bid bond and a
performance bond. As far as the first of these is concerned, experience shows
that it is often difficult to reject an offer if the prospective supplier's

4/ For nerits and denerits of different methods, see Raina, Hari K.,
Guide to Inport Managenent, Programme for Devel opment Cooperation at the
Hel si nki School of Econom cs, Hel sinki, Finland, 1987, pp 56-59
price is the lowest and he has fulfilled the conditions of the invitation to
tender. Likewise, in the event of the inporter taking action towards
forfeiture of either of these bonds, the prospective supplier invariably
rai ses a dispute. As has been nentioned earlier, settling os such disputes in
i nternational conmerce is expensive and time consum ng.

In general, it is reasonable for the buyer to risk avoiding an el aborate
suppl i er evaluation process when buying standardi zed products through gl oba
tendering. In case of repetitive purchases of the sane product a record of
past perfornance can be a good guide in source selection. The rules and
procedures of the system of gl obal tendering of the procurenent agency may not
pernmit precluding an offer being made by a new potential supplier. In such a
situation an evaluation wll be required for the new supplier(s) using
external sources of information. However, when buying non-standardized
products like machinery, plant and equipnment, the risk of ignoring supplier
evaluation will be enormous. In fact, while retaining some of its essential
features, the system of global tendering will itself require to be nodified
as is often the practice, to limt conpetition to a selected nunber of
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potential suppliers.

2. Limited tendering

This method of inport procurenent is a variant of the one described
above. In the nethod of global tendering, the invitation to tender is open to

any supplier willing to nmake an offer. The usual requirement under gl obal
tendering is that the invitation be given wide publicity through a Governnent
Gazette, | ocal newspapers (though sonetinmes through selected foreign

newspapers as well) and by display on the notice board of the buying
organi zation usually reserved for the purpose. As against this, in restricted
tendering the invitation to bid is nailed to a sel ected nunber of suppliers,
chosen through purposive supply market research. Ostensibly, this nmethod gives
wei ght to supplier reliability and dependability. However, in actual practice
thi s wei ghtage depends on the extensiveness and the depth of supplier nagyet
research that may have gone into preparing the list of eligible invitees. =

3. Negot i at ed purchases

The nethod of negotiated purchase is generally used for products of a
proprietary nature where there is only one supplier of a product. In this case
the question of relative evaluation of suppliers does not arise. However, this
procurenent nethod has also cone to be used (often in conbination with the
nmet hod of global or linted tendering) by sone inporting organizations, which
work in a nore flexible purchasing franework than is customary for public
procurenent. The inporting organization, for exanple, first issues a global or
a limted tender enquiry, and then negotiates the price with those suppliers
which have nade the nost advantageous offers. In this later hybrid
application, the extent of weightage which supplier evaluation receives
depends on the specific nethod of supplier sourcing and evaluation that is
adopted. If, for example, a non-descriminating global tendering nmethod is
adopted, the weightage is alnost negligible, if any, unless negotiations on
price, and/or on other terns and conditions of purchase are preceded by
investigations ained at evaluating the relative credentials of different
potential suppliers.

5/ See Chapter Il of this Cuide describing the different ways in which
seller profiles may be conpil ed.
4. Long-term contracti ng

This nethod of procurenment is one in which supplier evaluation should and
does receive a very high weight. The min notivation for an inporting
organi zation to enter into a long-term contract generally is to ensure
supplies over a long period of time so that he does not have to bother about
changes in the supply market conditions. In general, long termcontracting is
useful for raw materials for industry or agriculture. No buyer would (or, for
that matter, should, enter into a long termcontract for such inputs unless he
is sure of the prospective supplier's reliability. Thus in this case, an
extensive and an in depth evaluation of a supplier's, long term financial
manageri al, technical and, above all, production capabilities and perspectives
can be ignored only at very great risk to the buyer

D. Product characteristics and supplier eval uation

Apart fromthe nethod of procurenment which an inporter uses or is obliged
to follow, the nature of the product has an inportant bearing on supplier
sourcing, evaluation and selection. In general, the nore conmplex a product in
terms of enbodied technology nore inportant it is to ensure that the right
supplier is selected. There are two main reasons for this. Firstly, purchase
of technologically conplex products usually neans a significant outlay of
noney. The risk associated wth non-confornmance of goods to buyers
performance specifications is, therefore, very high. Secondly, there is the
possibility of latent defects which will show only sonme tinme after the product
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has been put to its intended use. In the neantine, a buyer normally would have
i ncurred other expenses towards buying other associated products or equi prent
and/or setting up the required facilities. The overall risk of supplier
failure for this type of product is thus a multiple of that associated only
wi th the non-conformance of the product itself.

The supply narket for primary products and/or seni-processed or processed
industrial inputs is, with exceptions, nore conpetitive partly because product
characteristics and specifications are well established and acceptable
tol erances well defined. In addition, the nanufacturing processes have been
technically perfected over long periods and enjoy a fair degree of
universality in application.

As against this, manufactured products are a nix of standardized non-
durabl e consunmer goods, sem -processed industrial inputs, durable consuner
goods, industrial manufactures used in a wide variety of industrial or non-
i ndustrial economic activities (e.g., traction equipnment, tractors, fork
lifts, conveyor systens, commercial vehicles, etc.) and non-standardized
machi nery plant and equi pnent, each for a different purpose. There is a sort
of regression in the degree of market perfection as one goes along the mx of
products in this group. The market structures generally see a progressive
concentration and reduced degree of conpetition as one advances to nore
conplex product |I|ines. The source selection, therefore, assunes added
significance for this reason as well as for those referred to earlier

[11. SUPPLI ER SOURCI NG

A. Developing a profile of suppliers

Supplier selection is a nulti-stage process. The first stage is the
identification of all the potential sources which would seem to be in a
position to supply the required product. It should be noted that the only
procurenent method in which this stage is of sonewhat limted (or even no)
significance is that of global tendering. In all other nmethods of procurenent
this stage has to be conpleted before other stages in supplier selection can
be taken up.

1. Survey of potential suppliers

This stage consists of developing a prelimnary supplier profile or I|ist
of each and every potential supplier. It is possible to divide the approach to
the preparation of this list into three conponents, according to the nethod
and/or the sources of information that the inporter uses. These are (i) the
internal records survey; (ii) the intentions survey; and (iii) supplier
i dentification survey.

(a) Internal records survey

An inporter who has been inporting a product in the past should be able
to develop a profile of potential suppliers from his own records of past
purchases. Al that it requires is that the inporter naintains his records
properly. However, there is one disadvantage in relying entirely on records of
past purchases for devel oping such a profile. The approach linmts the scope of
exani nation and selection only to those who have supplied the product in the
past. If it so happens that in the past only a few suppliers had nmade offers
(and of <course only one would have been selected for any one purchase
contract) the list of suppliers figuring in the purchase records of the buyer
woul d be extrenely limted. Directing enquiries only to those on such a list
woul d not ensure conpetition and may not result in the best possible buying
deci si on.

It is, therefore, a good purchase strategy to use internal records to
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develop a supplier profile but to supplement these with information on
potential suppliers fromexternal sources as well

(b) Intentions survey

There is a large nunber of external sources of information which a
prospective inporter of a product can use to develop a fairly exhaustive
profile of potential suppliers. These will be reviewed later in this chapter.
One such source is the supplier hinmself, and inporter should nmake every effort
to elicit the interest of prospective suppliers to register or enrol as
possi bl e sources of supply. It is usual to enrol prospective suppliers through
one of the follow ng two ways.

- Wt hout pre-qualification requirenments
- Through pre-qualification eval uation.

(i) Wthout prequalification

An inporter may, through a general advertisenent, invite all prospective
suppliers to register filling a prescribed form devel oped by the inporter for
the purpose. The form asks for the nane, address and telex, telephone nunber
of the conpany and the nane and designation of the person to whom any future
purchase enquiries nay be directed. It also asks for the product or range of
products that a conmpany may supply. The responses are then used to develop a
nore refined profile of prospective suppliers of a product wusing other
external sources of information. Al future purchase enquiries are then
addressed to only those suppliers as are so registered with the inporter

The advantage of developing this refined list is that it limts the
number of responses, as conpared to a general invitation to submit offers
t hrough gl obal tendering. It thus helps to reduce the work connected with the
eval uation of offers. However, the system does not necessarily ensure that the
supplier is in fact conpetent (i.e., that he has the necessary production
facilities and the technical, financial and managerial capability) to deliver
the right goods and at the right tinme. The nmethod is thus not wused in
i nternational procurenent except for standardized products. Here also, it is
not that popular a nethod since it has the disadvantage of restricting
competition unless the profile of suppliers is updated regularly at the
begi nni ng of the procurenent cycle.

(ii) Wth pre-qualification

The approach in this systemis largely the same as in the previous one,
except in regard to one inportant feature. Unlike the earlier method, the aim
of a pre-qualification systemis to ensure that only those suppliers that can
prove through docunentary and other evidence that they fulfil all the
requi renents prescribed by the inmporter may be regi stered as future suppliers.
The application form for registration, naturally, is nore detailed than that
in which pre-qualification is not required. Wile the precise details of the
registration formwll differ fromproduct to product, nmost will seek details
on production capacity/facilities, nanagement credentials, bank references,
nmenber shi p of industrial associations/chanbers of conmerce, etc. In addition
the inporter nmay ask for a list of clients and projects executed by the
supplier (in case of supply contracts involving plant and equipnent). The
inmporter nmay also seek the conpany's annual reports, besides any other
published materials such as catal ogues, sanples or any other tangible evidence
which would help establish the applicant as a dependable and reliable
supplier.

In case of repetitive purchases, i.e., purchases of a product nore than
once in a procurenent cycle, the inporter may prepare a standing list of
prospective suppliers with a validity of one year. In the neantine, he should
update the prelimnary list (see page 10) through supply market research and
then refine the supplier profile using the pre-qualification procedure.
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However, for special purpose plant and nachi nery, purchased infrequently
as and when required, the preparation and the use of a standing list is not
advi sabl e, by the very nature of the procurenent problem as it does not serve
any useful purpose. In general, the tine gap between one purchase and t he next
is likely to be large. In the nmeantinme, it is possible that new suppliers nmay
have entered the narket, and devel oped and introduced new technologies. It is
al so possible that the buyer's requirenents and/or technical specifications of
the product nmay change. For all these reasons, the buyer will each time have
to go through the different stages of indentifying potential suppliers -
prepare a prelimnary list fromdiverse sources of information, (including his
own records of past purchases), select those which prinma facie appear to be
conpetent, and send a questionnaire eliciting information and docunentation as
woul d establish their interest in being considered for inclusion in the Iist
of potential suppliers as well as their conpetence and reliability. It is only
when a supplier has cleared this phase of the evaluation process that he is
included in the list of potential suppliers.

(c) Supplier identification survey

An inporter can also use a large nunber of external sources of
information to prepare a prelinmnary list of potential suppliers (see section
B, below). The coverage of each source varies and it is advisable to use
several to ensure that nost suppliers, if not all, find a place in the list.

2. Pre-contract short listing

VWhat ever the nethod may be of preparing the prelimnary list of potential
suppliers, it may be further refined before purchase enquiries are nade
t hrough further supply nmarket research including checking references with
i ndustry associ ati ons, chanbers of commerce, bankers, reputed business enquiry
services etc. It is also possible to carry out this refinenment of the Iist
after the purchase enquiries have been sent to potential suppliers. However,
as arule, it is better to do so before sending out purchase enquiries for two
mai n reasons. Should a particular supplier happen to submit a very conpetitive
price bid, the buyer nmay be tenpted and this nmay influence his objectivity in
regard to the supplier's dependability and reliability. Aternatively, a
supplier, if he is price conpetitive, but is ignored by the buyer on doubt in
regard to his dependability and reliability, may claim that his position as
the nost conpetitive supplier is being ignored. Public procurenment agencies
are particularly sensitive to such conplaints and insinuations by suppliers.
To avoid |later enbarrasments it is better, therefore, to short-list suppliers
bef ore purchase enquiries are sent out.

3. Up-dating of supplier's profiles

As nentioned previously in the case of standardized products which are
purchased repetitively at frequent intervals, it is a useful practice to have
a standing list of suppliers to whom purchase enquiries may be sent whenever
stocks are to be replenished. However, it is inportant that the |ist be up-
dated from tine to time. The list can be updated partly from the buying
organi zation's own records of individual supplier performance in the past
Suppliers whose performance has been unsatisfactory in any way whatsoever
should be deleted fromthe list. At the same time, new suppliers should be
added after verification of their credentials.

B. Sources of infornmation

There are many sources of information which an inporting organi zati on can
and should use to develop a profile of potential suppliers. Likew se, there
are many sources which the buyer should use to check or wverify the
dependability and reliability of each supplier. As nentioned earlier in this
chapter, the sources can broadly be divided into two broad classes: the
i mporter's own records of past purchases, and external sources.
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1. I mporter's record of past purchases

The use of records of past purchases and their limtations was referred
to earlier. It wll, therefore, suffice to add here that an inporting
organi zation can make use of this source only if such records are nmaintained
properly. This requires a systematic post-contract audit and eval uation of
each supplier's performance. Lists of suppliers with a good record of contract
performance, categorized by products, wll then be a wuseful source of
i nformation.

2. External sources of information on suppliers 6/

The external sources of information on suppliers nay be divided into the
foll owi ng categori es:

- Publ i shed sour ces;

- I ndust ry/ conmer ci al associ ati ons;

- Speci al i zed comerci al services;

- Conmmer ci al banks;

- Conmrer ci al representati ons of governnents;
- Trade pronotion organi zations;

- O her sources.

Some of these sources can be further subdivided on the basis of the
speci al characteristics of each source.

(a) Published sources

There is a large nunber of published sources of information on
prospective suppliers. The following is a fairly exhaustive list, but not al
- inclusive:

- General directories;
- Country-and product-specific directories;
- Commercial journals - including those wich are industry specific.

General directories with a regional or international coverage are a
useful source of information for the purpose of developing a prelimnary |ist
of potential suppliers. Country specific directories, however, tend to be nore
exhaustive in terns of coverage of suppliers although restricted to the
country of reference. Product specific directories are usually even nore
exhaustive in coverage and generally include details on capacity (of
manuf acturer suppliers) and production, besides the nane(s) of top nanagenent,
tel ephone and telex nunbers, etc. Oten these directories include |eading
tradi ng conpani es as well besides as manufacturers.

The nunber of general and specialized directories is far too great, and
listing all of these here is not feasible. Sone of the fairly exhaustive
general country directories giving names, addresses and other details of
suppliers are:

- Konpass Directories (for different countries particularly in Europe
and Sout h Asia))
- Thomas Regi st er

6/ See I TC Practical Quide on Inport Minagenent No. 5 Information for
Better Inport Managenent, especially p. 51

- Bottin Enterprises (France - available in five | anguages incl uding
Engl i sh)

- Wer Liefert WAs (Federal Republic of Germany - available in five
[ anguages i ncl udi ng English)

It may be nentioned that these are only illustrative and it is not the
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intention to coomend these to the excl usion of others.

Trade and commercial periodicals vary in coverage and periodicity. Sone
of these, particularly those which cover a given industrial sector (e.g.,
chemical s), may occasionally contain a review of an industry, whether gl oba
or country specific. Such reviews usually deal with general issues of denmand
and supply, as well as technol ogical aspects concerning the industry being
reviewed. Information on suppliers is usually in the form of advertisements.
Trade journals covering nore specific product areas (e.g., fertilizers) are

even nore valuable sources of information on suppliers. Apart from
advertisenents, such journals sonetines contain news itens which can be
relevant for assessing supplier capability - plant breakdowns, state of

i ndustrial relations, managenent reshuffles, financial situation, etc.

Published sources of information do not always suffice in either
developing or refining a list of potential suppliers, particularly for
pur poses of establishing each supplier's capacity and reliability. Oten other
sources have to be tapped.

(b) Industry/conmmrercial associations

Industry and/or commercial associations are a valuable source of
information for purposes of assenbling a list of potential suppliers. Such
associations take different fornms and their use is often conplenentary.
Chanbers of Commerce and one form of such associations. Mst conmmercial and
i ndustrial establishnments in a country are usually nmenbers of such chanbers
Often a national chanber may be a confederation of regional (or state |evel)
chanmbers in a country. A prospective buyer can always get, on request, a fair
anount of wuseful information on suppliers from the national chanber of a
particul ar country.

Simlarly, nost enterprises or industries in a country are wusually
nenmbers of an association - e.g., association of non-ferrous neta
manuf acturers, or electrical equipnent manufacturers, etc. By contacting such
an association it is wusually possible to get nanes, addresses and other
details of their nenbers. As a rule, these associations also publish
directories of their nenbers with postal addresses, telex and telephone
nunmbers, which are updated fromtine to tine. These directories are a usefu
source for preparing a list of possible suppliers. However, the source wll
usual ly suffice only for non-sophisticated products and |ow val ue contracts.
For high valued purchase contracts it will be necessary to have nore specific
i nformation which will help the buyer in evaluating a supplier's credential s.
For this purpose, other sources of information will have to be used.

(c) Specialized commercial services

There are a few well-known commercial services which specialize in
mai nt ai ni ng, on a worldw de basis, information on well est abl i shed
manuf acturers and ot her conpanies. Business investigation is their specialty.
For a fee, a buyer can get a status report on technical, nmanagerial, financial
and any other aspects of a supplier's attributes, enabling an evaluation of
the supplier's conpetence. The two well-knhown business investigating firns
are:

- Dun and Bradstreet, USA;
- Moody' s | nvester Services, USA

It should be nentioned that a reference to these agencies will nornmally
be useful only before naking a final supplier selection and prior to award of
contract. For preparing the prelimnary list of all potential suppliers and
short Ilisting of those included therein, it is generally advisable to use
ot her |ess expensive sources of information. However, specialized conmercia
services nmay be used even at this stage when the contract value is large
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and/or the product in question is technically conplex.

(d) Commercial banks

Commer ci al banks are yet anoter useful source of information for supplier
eval uation. However, to get information from banks on a supplier's financial
status or credit rating rmay not be always easy. It may be necessary to obtain
sone sort of a no objection certificate fromthe supplier authorizing his bank
to respond to a buyer's query. However, an indirect way of getting such
i nformati on on a potential supplier is for the buyer to approach his own bank
to ask its foreign branch or its customary correspondent bank in the
supplier's country for help in this regard.

(e) Commercial representatives

Anot her source of information is the comercial representative of
supplier's country in the buyer's country as well as the reverse. Part of the
duties of a comrercial representative is to pronbte his own country's exports
in the country of his posting. He is, therefore, eager to supply conmercial
information to potential buyers on request. Since an unreliable supplier can
bring discredit, and can in fact be an enbarrassment to his endeavour to
pronote trade, he can be relied upon to usually provide nanmes and addresses of
reliable suppliers. Likew se, part of the duty of a comrercial representative
is to help his own country's trading conmunity in doing business in the
country of his accreditation. He will therefore, make reasonable effort to
collect as nuch information on a potential supplier as he can and nake it
avail able to the buyer if so requested.

(f) Trade pronotion organizations

Aggressive export trade pronotion by governmental or quasi-governmnental
bodies is a feature of the present times. Export pronotion councils, boards of
trade, etc., have been set up by alnobst all countries to help exporters in
finding markets and to provide assistance in various ways to help devel op
export trade. Sonmetines these organizations are set up by industries and
generally have information on their nenbers. In fact, a firm s nmenbership of
such a body is usually a good indication that the firmis worthy of being
included in the prelimnary list of potential suppliers. As is the case wth
sone other good sources of information, a positive reference from an export
pronotion body will usually suffice in establishing the business credentials
of an exporting firmfor a fairly |large nunber of standard products. For non-
st andardi zed products, use of other sources of information would often be
required in the short-1listing process.

(g) Qher sources

There are several other sources and nmethods of collecting information
whi ch an inporting organization in a developing country can use to prepare a
prelimnary list of potential suppliers and/or to refine and update a vendor
list. Sonme are expensive and should be used only when the purchase value is
hi gh and the technical conplexities of the product are such that establishing
the supplier's capability would be not only warranted but an essential step in
supplier evaluation. Sonme of these other sources of information are:

- Fiel d surveys

- Quality surveys
- Sal es staff

- O her customers
- Cat al ogues

(i) Fiel d surveys

An inporting organi zation can gather first hand information on supplier
capability by visiting nmanufacturing facilities of a selected nunber of
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prospective suppliers. A purchasing team consisting of representatives from
different departnments of the organization can best assess the technica

manufacturing, financial and managerial capability of a prospective supplier
by visiting his corporate offices as well the manufacturing plant(s). However,

since the exercise could be expensive, such a nethod of supplier assessnent
should naturally be used only for large value contracts and only after
suppliers have been short |isted using other sources of infornation.

(i) Quality surveys

An inportant attribute of a reliable supplier is his ability to supply
the product that will neet the buyer's requirenent fully. This requires that
the product should conform to the buyer's technical, design, material input
and/ or performance specifications. A supplier's quality control nethods and
system can have an inportant bearing on the ability of a supplier to neet the
quality standards of a buyer. Oten, a pre-contract assessment wll be
rewarding in selecting the "right" supplier.

(iii) Sal es staff

Sales representatives of prospective suppliers are a good, and an
i nexpensive, source of information for identifying potential suppliers. This
source can be used, along with others, in preparing a prelimnary list of
potential suppliers. Qther sources and nethods may then be used to refine the
list.

(iv) QO her custoners

Yet another good source of information are the past and present clients
of a prospective supplier. It is often useful, and nay soneti nes be necessary,
to contact such clients to find out about their experiences in dealings with
the supplier. Oten, potential suppliers (of turnkey projects, ngjor
equi prent, etc.) publish names (with addresses) of their clients in their
brochures and other publicity nmaterial. An inporter should try to tap this
source discretely so as to assess the strength and the weaknesses of a
supplier.

(v) Cat al ogues

Most manuf acturers publish catalogues showing the products they
manuf acture and specifications to which they conform as part of their
publicity and sales effort. A buyer can use this naterial to prepare a
prelimnary list of potential suppliers. For refining the list, other nethods
such as field and/or quality surveys, would be required depending on the val ue
of the purchase contract.

V. METHODS AND TECHNI QUES OF SUPPLI ER APPRAI SAL AND EVALUATI ON

A. Stages in supplier selection

The process of selection in inmport procurement can be |ooked at as
|nvoIV|ng four stages. These are (i) the survey stage (||)7theTqup|[yfstagge
) t —

, 2 , : These stages are
i nvol ved mnth |ndent|fy|ng new suppllers As agalnst this, the last stage -
nanely, the experience stage, - conmes only after the contract has been
concluded and in due course supplier performance has been nonitored and
evaluated. The result provides feed-back for supplier selection for the next
phase of the procurenent cycle.
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Sur vey
Pre-contract I nquiry

Sel ection
Post - contr act Experi ence

O the three stages in the pre-contract phase, the first one is concerned
with developing a prelimnary list of all potential suppliers who, seenmingly,
would be in a position to supply the intended product of inport. The inquiry
stage is concerned with collecting infornmation which enables an assessnent of
supplier ability and reliability. The selection stage uses the infornmation
collected during the first two stages of the process to refine and narrow down
the list of potential suppliers to those to whom the purchase inquiry may be
directed. It should be noted that selection stage here refers to eval uation
for inclusion in the abridged or refined list of potential suppliers. In
i mport procurenent, selection of a particular supplier with whom the supply
contract will eventually be concluded will result from evaluation of all
offers received ing,response to a purchase enquiry, whether a global or a
restricted tender. —

7/ See Heinritz, Stuart F. and Farrel, Paul V., Purchasing: Principles
and Applications, Prentice Hall Inc. Englewod diffs, New Jersey, U S A
p. 221

8/  See ITC Practical Guide on Inport Management No. 9 Bid Evaluation In
| nport Procurenent

An inport procurenent organization should continuously identify new
sources of supply, and update and enlarge the profile of potential suppliers.
This is particularly necessary for those itens which are procured on a
repetitive basis fromyear to year and during the year, where a tendency nay
exist to autonatically purchase fromtraditional sources of supply. However,
this does not nmean that existing suppliers are ignored. In fact, in their case
evaluation of their suitability is easier to assess. Past perfornmance can
provide a very useful feedback for this purpose. However, it is necessary for
the inporting organization to set up an effective system to nonitor the
performance of its suppliers and maintain proper records of their perfornmnce
in a formwhich assists in their evaluation

B. Eval uation of new suppliers

I denti fying new sources of supplies should be a continuing task of an
efficient inporting organization, if it is to take advantage of the ever
wi dening international conpetitive environment. This process of identification
is, however, conplete only when each supplier so identified is evaluated in
regard to his reliability and dependability. The task of evaluating new
potential sources differs fromthat of existing sources inasnuch as the buyer
has no information of his own in regard to past perfornance of the fornmer.
Therefore, the techniques and nethods of evaluation which are relevant to
evaluating new potential sources may not have the sane relevance as for
exi sting sources. It should, however, be noted that the capabilities and
efficiency of existing firms is not imune to change and, therefore,
application of these evaluation techniques would still be warranted fromtine
to tine, to ensure their continued reliability and dependability as a source
of supplies.
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As nmentioned in Chapter IlI, the four nbst common factors in evaluating
potenti al suppliers are technical ability, adequacy of nanufacturing
facilities (or plant capacity), financial strength and managerial conpetence
or capability. The inportance of each of these factors, wll differ very much
depending on the nature and the conplexity of the product to be purchased
Mor eover, the cost of carrying out the evaluation of a supplier with repect to
each of these characteristics or attributes can be prohibitive. An inporting
or gani zati on should therefore be sel ective and shoul d wei gh these costs vis-a-
vis the risk associated with the probability of loss due to possible non-
conformance. I n general, the higher the value of a single purchase order and
the greater the technical conplexity of the product to be procured, the
greater would be the justification for undertaking the evaluation exercise in
great detail and depth.

1.  Technical ability

(a) Technol ogy i nput

As noted earlier, the technical ability of a supplier inplies his
conpetence to supply goods of the quality specified by the buyer. Quality of a
product depends to a large extent on the quality of the materials that are
used in its manufacture. In technically conplex products the quality of inputs
becones an integral part of overall reliability of a product. There is what
nmay be called a technology input which, along with the materials input,
determ nes a product's capabilities and reliability. This technology input is
i ntangi ble and, hence, not anenable to nornmal quality testing nethods and
neasures, as is the case with material inputs. In general, this quality
attribute is manifested in the durability, productivity and the life span of
the fgnal product and is, hence ascertainable only during the course of its
use. — Before placing an order, it is necessary for the buyer to carry out a
speci al technical capability survey to ascertain nore directly the technica
ability of the supplier to ensure the quality of the product in question

(b) Technical capability survey

To carry out a technical, including quality and capability survey of
prospective suppliers, it nay be necessary for the inporting organization to
constitute an internal expert group (with expert help from outside, if
necessary). |In general, such a group shoul di ncl ude, besi des purchasing staff,
experts from the design, engineering, production and finance/accounts
departnments. Being an inter-disciplinary group, it will be able to also |ook
at other aspects of supplier reliability and dependability (e.g. production
facilities, financial strength). Through desk research, as nuch infornmation as
possi bl e should be obtained on suppliers to provide necessary background for
further investigations which may involve visits to the supplier's facilities
Oten, in case of high valued conplex plant and nachinery, sonme of this
prelimnary information can also be obtained directly from the prospective
suppliers through a survey formfor this purpose

A sanple format for this is on page (21). It should be noted that this
format may need to be nodified suitably to neet the specific needs of a buyer
For exanple, in the format no i nformati on has been directly sought on the in-
process and/or other quality control procedures, that the supplier may have
instituted at his works. Should the buyer wish it, a provision in the fornmat
explicitly seeking such information should be nade.

For carrying out such a survey effectively it is advisable to develop a
reference list of points to be covered by each nmenber of the team so as to
facilitate grading and evaluation. The points which such formats should
include will depend on the product to be inported. For some products it will
be necessary_.jo have separate detailed formats for engi neering and
pur chasi ng. —

As will be noted, the specinen format (page 21) also asks for the nanes
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and addresses of recent customers. This should be done only if the buyer

i ntends to contact sone or all of these to seek their opinion on a supplier's

reliability and dependability. The buyer has the option to visit these

custoners or to seek the information by nmail. The forner option can be
expensive and in the latter the response could be uncertain and unreliable.
The buyer wll have to weigh the costs and the benefits of one approach

agal nst the other. However, should the buyer choose the latter option, he

9/ See ITC Practical @uide on Inport Managerment No. 9 Bid Evaluation in

| nport Procurenment, pp 26-30.

al For a specinen of one set of such formats being used by a conpany,

see Peter Baily and David Farmer Purchasing Principles and Managenent, Pitnman

Books Ltd., London, IVth Edition, 1981, pps. 113-118.
SUPPLI ER CAPABI LI TY SURVEY

COVPANY NANME
ADDRESS ( CORPORATE OFFI CE)
ADDRESS ( PLANT( S)

Cor porate office

pl ant
Year established: Country of incorporation:
PRI NCl PAL OFFI CI ALS Title Tel. No

PLANT
* Please nane key nmnagers in the design, engineering and production and
quality control departnents

POSI TI QN POST

1
2.
3.
4,
PRI NCl PAL PRODUCTS MANUFACTURED YEAR CAPACI TY PRODUCTI ON
(use separate sheet for nore products) | ast 3 years | ast 3 years
1.
1 2.
3.
1.
2. 2.
3.
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RECENT CUSTOVER REFERENCES | TEMS PRODUCED AND SUPPLI ED* LATEST DATE
(nanmes and addr esses)
- ———#¥¥Z?¥? /2D —/—/————————————————————————
2.
3.

Not e: Pl ease attach a copy of your |atest conpany annual report, catal ogues,
brochures, etc.

woul d need to ask pertinent questions on quality, delivery and service in such
a manner that it is not too cunbersone and tinme consum ng for the respondent
and at the sane that the buyer can use the information to rate or rank the
potential suppliers directly without the need for further refinenment or
processi ng.

A nmodel enquiry for this purpose is given on pages 25 and 26.

It is possible that the buying organi zati on nay not be able to or willing
to carry out a technical capability survey itself. It nmay be that the managers
technically conpetent to carrying out such a survey are pre-occupied with sone
other inportant activies which could be affected by their absence. It is also
possi ble that costs involved in carrying out such a survey (to cover all
potential suppliers) nmay be too prohibitive to justify sending out an in-house
team of experts. In this case, it would then be nore prudent to seek outside
expertise. In nmany countries, particularly in industrialized countries,
prof essional services are available which carry out, for a fee, technical and
quality capability survey, for the buyer. Mst such services have either
branches or associates in nany countries of the world.

2. Manufacturing capability and services

(a) Production facilities

It is inportant for the supplier to have adequate nanufacturing
facilities in relation to the scale and size of the purchase contract which
the buying organization is contenplating. If the potential supplier is to
qualify as reliable and dependable, it is inportant not only to have an
adequate plant capacity but also that the equipnment is relatively nodern.
Equi prent which is old and has been used intensively becones prone to nore
frequent breakdowns and, thereby, increases the probability of disruptions in
production and delivery schedul es. Mreover, consistency in product quality is
likely to be affected.

The nethods and techniques for evaluating the manufacturing capability of
new suppliers are the sanme as have been reviewed earlier in regard to
assessing their technical and quality capabilities. |Indeed, the conpositon of
the team or the terns of reference for the external evaluation agency, should
be such as would cover all those aspects necessary to enable the buyer to
evaluate the potential supplier's reliability and dependability in an overal
sense.

(b) After-sales service

For certain products of a durable nature, adequacy of manufacturing
facilities in relation to the order size, while inportant will by itslef not
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be sufficient in the selection of a reliable or dependable supplier. Gher
things renaining the same, a supplier who has already a well devel oped network
of after-sales service facilities extending to the inporters country (or
vicinity) would naturally be preferred to another who nmay not have such
facilities but may pronmise to provide them

In this context, the suppliers' |location assunmes sonme inportance. A
supplier whose nmanufacturing facilities (and/or nmaintenance equipnment and
personnel) are | ocated geographically, closer to the inporter will, in general

be better placed to respond to the buyers' after-sales services needs, than
anot her one farther away.

3.  Financial status

Fi nancial strength of a potential supplier is usually not difficult to
assess. Many conpani es publish annual conpany reports which include the main
el enents of their balance sheets and profit and | oss accounts. An analysis of
the bal ance sheet, in particular, can help to assess a conpany's status as to
solvency, liquidity and profitability. It is true that conpanies sonetines
nmani pul ate their figures so that a balance sheet nay hide, to sone extent, the
true financial status of the conpany. There is thus sone degree of difficulty
in assessing the financial strength of a potential supplier. Nevertheless, an
expert analysis of balance sheets covering a couple of years will normally
reveal the true financial status of the conpany being investigated.

Ratio analysis is often used as a nethod of ascertaining the financia
strength or weakness of a firm The solvency ratio indicates the ease wth
which an enterprise can neet its total outside liabilities, that is all
current (short-term) and fixed (long-term liabilities which it owes to other
than its share-holders. A neasure of the degree of solvency is the ratio of
share holders' funds to total outside liabilities. So long as this ratio is
greater than 1 (that is, shareholders' funds exceed total out si de
liabilities), a firm can neet its external liabilities from sharehol ders’
funds. This ratio is however, often presented slightly differently as foll ows:

T -0

LT 510
—TE _
wher e T, = Total liabilities
9= Qutside liabilities

ILLEL = Shar ehol ders' funds

A ratio of 50 per cent or higher is an indication of the solvency of a
firm The illustration below shows a sinplified balance sheet with some of the
nmaj or el ements which constitute it:

ABC. Conpany:
Bal ance Sheet on 31.12.1989
Asset s % Liabilities %
1.  Cash 15 1.  Bank overdraft 10
2. Accounts receivable 15 2. Accounts payabl e 5
Total quick assets 30 Total current liabilities 15
3. Inventories 15 3. Fixed liabilities 25

Total current assets 45 Total outside liabilities 40
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4. Fi xed assets 55 4.  Sharehol der's funds 60
(a) capital isued 35
(b) earned surplus 25
Total assets 100 Total liabilities 100
In this illustration, shareholders' funds are 60 per cent of total

liabilities as against 40 per cent of outside liabilities. Hense the conpany
is solvent.

DATE:
REF. No.

NAME AND ADDRESS OF THE
POTENTI AL SUPPLI ERS' CLI ENT

CGent | enen,

We are considering (Nane and address of the potential supplier) as a

prospective supplier for (nane of the product). W understand
that you have recently bought the same or simlar products from them W
would be grateful, if you would favour us wth your opinion on their
reliability as a supplier. To sinplify the task, we enclose a short

questionnaire and would highly appreciate it if you would conplete it and
return it to us.

Thanki ng you i n advance for your co-operation, we renain

Yours sincerely,

Name and address of the

buyer's organi zati on

Encl osures:
1. Questionnaire
2. Sel f-addressed envel ope
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Not e: To be used selectively where effort and costs are justified and/or
where information from other sources needs to be further verified
as discussed in pages 16 and 20.
QUESTI ONNAI RE

QUALI TY RATI NG

Excel | ent
Very Good
Fair
Poor
DELI VERY
Excel | ent di spatch before or on due date
Very good di spatch on due date but requires
sone expediting
Fair sonme delay and requiring a fair
anmount of expediting
Poor consi derabl e del ay and requiring
substantial nonitoring and
expedi ting.
SERVI CE:
Excel | ent
Very good
Fair
Poor

Pl ease describe what you consider to be the strong and the weak points of the
supplier in question:

(a) strengths

(b) Waknesses

As long as total current assets exceed total outside liabilities the firm
can be said to be wunder no threat of insolvency. A financially healthy
supplier will be nore reliable than one who coul d be insolvent.

Apart from this there is another particularly inportant ratio which
reflects on the liquidity position of a potential supplier. It is only if a
conpany has no liquidity problem as far as cash resources are concerned, that
it will be in a position to finance adequate inventories of raw materials,
work in progress and/or finished goods. Such a firm can be relied upon for
tinely deliveries and, in addition, may be in a better position to ensure a
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reasonabl e degree of price stability in supplies in case of a contract wth
deliveries stretching over a period.

The liquidity of an enterprise is reflected by the extent to which its
current liabilities are covered by its current assets. There are usually two
ratios used in this context: the current ratio and the quick ratio. These are
obtained as foll ows:

Current assets
Current ratio = -------------oo----
Current liabilities

Qui ck assets
Quick ratio e
Current liabilities

As seen from above, the difference between the two is that current ratio
uses total current assets in the nunmerator whereas the second one uses only
"qui ck" assets. The latter are assets which consist of cash and other current
assets which can be converted quickly into cash

Dependi ng on the type of business, a current ratio of 2 to 2.5 per cent
is considered to be satisfactory. As against this, a quick ratio of 1.5 and
above woul d indicate that the conpany's liquidity situation is good.

The bal ance sheet al so enables an assessment of the profitability of an
enterprise. Although profits nay not directly reflect on the financia
soundness of a conpany,they do so indirectly. Firstly, and fundanentally, no
busi ness can survive for long without profits. In this sense, profitability is
an i ndex of the overall health of the conpany as well as the soundness of its
managenent. However, profitability also has a bearing on its financia
soundness. A substantial part of business expansion and operations of a firm
are financed out of retained earnings. The pool of retained earnings wll grow
only if the conpany generates profits. Profitability and financial soundness
cannot but be correl ated.

The ratio which is used to gauge the extent of profitability is the ratio
of net profit, before taxation, to net worth (shareholders funds). This
reflects the operating profit being earned, by a conpany, on capital invested
i n the business.

4.  Managerent capability

There are no two opinions in regard to the vital role which nmanagenent
capability has in ensuring efficient operations of a firm |In source
sel ection, therefore, no inporting organization can ignore an evaluation of
potential suppliers' managenent skills for |large value contracts involving the
supply of technically conplex plant and nmachi nery. However, there is no sinple
way of making this eval uation.

One way is to look at the track record (turnover and profits) of the
potential suppliers, nore or less on the sane lines as for assessing their
financial strength. Another is to analyze nanagenent systens and styles. A
progressive nanagenent, for exanple, will have a corporate plan for the nedi um
term It will have an organi zational structure suited to its scale and range
of operations. Simlarly, the way existing manpower, technical in particular
is allocated is an attribute which distinguishes one enterprise from another

In general, no two potential suppliers nay have the sanme nanagenent
ethics, styles and structures. A straight conparison of nanagenent
"capability" of one firmwth another, therefore, is not possible. The buyer
m ght consider using a rating system to allocate points to such of the
di fferent managenent attributes as are inportant in the context of purchase to




Page 26

be made. Such a rating systemcould be as in the table bel ow

Managenment capability rating system

Depl oynent of

Potenti al Supplier Managenent Organi zati on manpower Tot a
out | ook resour ces
1. _40 30 20 90
2. 35 40 20 95
3. 25 25 25 75
Not e The maxi mum for all three attributes is 100 points.

It should al so be nentioned that there can be ot her nanagenent attributes
that nmay be inportant and could be included. The three shown above are only

illustrative. For exanple, how well industrial relations are nanaged nay be
an inportant attribute. This should then be included. It should also be noted
that managenent capability is only one of the factors. A simlar rating

system can be used for conparative evaluation of overall supplier reliability
and dependability, by allocating points to quality, technical capability and
financi al standi ng besi des nanagenent capability.

5. Cedit rating

As nmentioned earlier, carrying out overseas surveys by the buyer hinself
to assess the overall reliability and dependability of new potential suppliers
can often be quite expensive in manpower and financial resources. This may
not be justified except in exceptionally high valued contracts. Fortunately,
there are several «credit rating and reporting agencies specializing in

providing such investigative services for a fee. They furnish detailed
reports on a conpany's production facilities and financial, and nanagenent
st at us. These reports generally include a wite-up on the history of the

formation and growh of the conpany and also an inpartial account of its
present range of activities and other details which can be very useful to a
buyer. A sanple of such a credit report is given on pages (30-32). These are
reproduced here by perm ssion of Dun & Bradstreet - AG Zurich, Switzerland

C. Evaluation of existing suppliers

An inporter is in a much better position to evaluate an existing
supplier, based on his past performance, than is the case with a new supplier
The techniques and nethods of this evaluation, however, wusually tend to
concentrate on perfornmance in regard to (i) quality, (ii) delivery, (iii)

service and/or price. It should be enphasized however, that it is inportant
for the buyer to evaluate existing suppliers, from time to time as to
technical, production, financial and managenent capabilities, using the

net hods nentioned earlier to assess their continued qualification as future
suppliers.

1. The criteria

The nethod nost commonly used for evaluating existing suppliers is
referred to as the rating system In its nore widely used version it is like
the grading system in student exan nations. Each supplier's perfornance is
separately evaluated in one or nore of the four attributes, nanely, quality,
delivery, service and price. The overall evaluation conprises a weighted
score of these four attributes, the weights being allocated on the inportance
which the inporting organization gives to each. The choice of criteria is
reflected by this schene of weights.
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Price nmay not be considered a relevant factor for supplier evaluation as
of fers woul d have to be evaluated before a specific contract. For this reason
supplier evaluation is at times confined to only three of these four factors,
nanely, quality, delivery and service, inplying a zero wei ght for prices.

From the point of view of objectivity, it is a good practice for the
managenment of the buying organization to decide on weighting diagram in
advance and to stick to this for at least a year, at which tinme it may be
reviewed. In deciding the relative weights, it is inportant to give serious
consideration to the relative significance of each of the four attributes. For
exanple, for certain products quality nay be of paranount inportance whereas,
for others, it may be delivery or service (particularly after sales service)
which is of inportance.

If one attribute is paranount, the weight of this one will be 100, and
those of the others, zero. This in effect neans that vendors are eval uated on
the basis of one attribute only.

The weighting diagram thus, would not normally, be the sanme for all
products which an organization nmay be inporting. However, the sanme wei ghting
di agram of a given product, should be used for all existing suppliers to
ensure that the evaluation is unbiased.

2. Evaluation techniques

Several evaluation techniques and approaches have been devel oped by
pur chasi ng nmanagenent. However, these have been developed largerly in the
context of domestic buying and nultiple sourcing of the same product. Sone of
these nmethods are conplex wi thout necessarily enhancing their objectivity and
usefulness particularly in the context of changing business environment. In
fact, the results of even sinpler nethods in evaluation havdO6ften to be used
as aids to judgenent of the buying teamin an organi zation. —

The nethod of supplier rating has been used in three different ways for
eval uati on purposes. These are:

Cat egori cal plan or nodel
The wei ghted poi nts plan, and
The cost ratio plan.

I~

a) Categorical plan

The nethod is essentially judgenental. Each departnment in a buying
organi zati on, based on experience, forns views on the reliability and/or
dependability of a supplier. Wenever, the question of supplier evaluation
comes up, a neeting of the concerned officials of the different departnents

such as quality control, production, accounting, purchasing, etc. wll be
convened to revi ew each suppliers performance. Suppliers may then be graded as
"acceptable as first preference", "acceptable as second preference"” and "not
acceptable". Alternatively, the grading could be "good", "satisfactory" and

"not satisfactory", or any simlar gradation

The nethod is sinple. Were the nunber of suppliers is limted and the
nunmber and vol unme of transactions small, the approach may be as good as any.
Mor eover, data nai ntai nance, specifically for the purpose of evaluation, is
not required. The involvenent of the different departnments concerned ensures
that the evaluation is not biased because of any single person's prejudice.

(b) Weighted points plan

The approach is nuch in use because of the degree of objectivity it tends
to bring to the process of evaluation. Mreover, it can be used to evaluate
different suppliers for only one attribute, say quality conformance, or it can
be used to evaluate and rank different suppliers based on criteria related to
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reliability, dependability and conpetitiveness and taking into account
performance with regard to other attributes such as delivery, service and
price, in addition to quality.

The approach is particularly suited to a quick decision on sourcing for
energency and/or small value inports.

The first step which an inporting organization has to take is to decide
the factors with respect to which the supplier evaluation is to be carried
out. As was nentioned earlier, the three variables which are usually
considered are: quality, delivery and service. Price is often evaluated at the
time of awarding the contract.

10/ Robert M Mdnezka, Phillip L. Carter and John Hoagl and, Purchasing
Performance: Measurenent and Control, Mchigan State University, 1979, pp

213-214, 218-219, and 231-233. P.J.H Baily: Purchasing and Supply
Managenent, Christine Jones, Martin Gore, David Salt and Macl ol m Sauny p. 176-
177 . "Vendor Rating" in Purchasing and Supply MnagenentU, Institute of

Pur chasi ng and Supply, Novenber 1987, pp. 29-31

The second step is to assign weights to each of these factors, based on
the inporting organizations judgnent in regard to the relative inportance of
each for a given product, as follows:

Attribute Wei ght age % = For exanpl e
1. Quality = W 50 %
2. Delivery = _w 40 %
3. Service = \B 10 %
100 100

The third step is to analyze the past perfomance of all the suppliers in
regard to these attributes for the specific product for which the supplier
list is being updated. For the quality conformance evaluation, the follow ng
will illustrate the process.

(i) Quality conformance rating

Suppl i er Qy/ No Qy/No Per cent Scor e
del i vered defective defective %
AA 150 30 20 80
BB 200 50 25 75
CcC 175 25 13 87

It may be noted that quality defects nay not necessarily mean rejection
of the defectives. There are sonetines defects which may not warrant rejection
but only a penalty discount, provided that the deviations from the agreed
specifications are acceptable to the buyer and the scale of penalties is
agreed to in the contract.

The sanme is true of delivery schedules. There will be del ays which nmay be
acceptable to the buyer. However, the risk of a stockout will in general be an
i ncreasing function of the extent of delays in delivery. For this reason, the
performance evaluation of different suppliers in regard to delivery should
take into account this risk factor.
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The steps involved in evaluating delivery are illustrated bel ow.

(ii) Delivery rating

Set weightage to be given to each day of delay within a period as, for
exanpl e, :

No of days late Wei ght
(Peri ods) (applied to each day in period)

1-10
11-20
21-25

25

AWINF-

Let the nunber of orders placed with each supplier be 4.

Supplier AA Suppl i er BB Supplier CC
No. of Wei ght ed No. of Wei ght ed No. of Wei ght ed
O der days del ay days del ay days del ay
nunber del ay del ay del ay
10x1=10
1 4 4x1= 4 15 5x2=10 7 7x1= 7
2 13 10x1=10 8 8x1= 8 4 4x1= 4
3x2= 6 18 10x1=10 23 10x1=10
3 9 9x1= 9 8x2=16 10x2=20
3x3=9
10x1=10 12 10x1=10
4 16 6x2=12 10 10x1=10 2x2= 4
Total wei ghted del ay 51 64 64
Aver age per order 12. 8 16 16

If a supplier had been able to send supplies wthout delay he would get a
score of 100. In the present case the score would be as foll ows:

AA = 100 - 12.8 = 87.2 or 87
BB = 100 - 16.0 = 84.0 " 84
CC = 100 - 23.5 = " 84

(iii)Service rating

Service is a factor whose content will vary depending on the nature of
the product and the duration and obligations of the supplier as per the
contract, etc. In general, for a buyer, it reflects the speed of the

suppliers' response and cooperation extended in contract nonitoring, providing
after sales service, training of personnel, etc., during the execution of the
contract. If there are several considerations which need to be weighted in
evaluating a supplier in regard to the service factor, then a system of
wei ghting can be introduced with a grade point for each service attribute and
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for each supplier.

Suppliers' Gade 4 for different service attributes
Grade out of 10 Wei ght ed grade

Attribute Wei ght AA BB CC AA BB CcC
Cooper ati on 2 8 9 7 16 18 14
Accur acy of
docunent ati on 2 7 8 8 14 16 16
Speed of
response 2 7 8 7 14 16 14
After-sales
service 4 8 9 8 32 36 32

Tot al 10 76 86 76

(c) Conposite rating

Having evaluated and graded the suppliers on each of the relevant

attributes, these are conbined together into a conposit rating using the

wei ghts already allocated at the tinme of setting the criteria for ranking.

Wei ght Supplier AA Suppl i er BB Supplier CC
Quality 50 .50 x 80 = 40.00 .50 x 75 = 37.50 .50 x 87 = 43.50
Del i very 40 .40 x 87 = 34.90 .40 x 84 = 33.60 .40 x 84 = 33.60
Servi ce 10 .10 x 76 = 7.60 .10 x 86 = 8.60 .10 x 76 = 7.60
Tot al 82. 40 79.70 84. 70

Thus supplier CC is the best on the basis of the conposite rating.

However, if quality was of paranmpunt inportance, then the supplier CC would be

the first to qualify. Simlarly, if service was the npbst inportant attribute

for the product to be inported, then supplier BB would be the choice.

The main shortcoming of the rating system is the arbitrariness of the
wei ghts which have to be allocated to different attributes and/or to different

elenents within each attribute. For this reason, cost ratio analysis is

soneti nes commended over the rating systemfor supplier evaluation

(d) Cost ratio analysis

The central idea behind cost ratio analysis is that shortconings in

supplier conformance inpose certain costs on the inporter. Poor quality

supplies will nean rejections, replacenents, disposal, clains, etc. It could
also mean latent defects and poor product performance. Al these would
ultimately i npose costs (nmost, if not all, measurable) on the inporter

Similarly, delayed deliveries or short shipnments could nean stockouts and

production disruption. To avoid these, the inporter may have to rush for

energency supplies and incur additional costs. Even if replacenent supplies

are not actually arranged, it is possible to attach penalty points for each

day (or week) of delay on an increasing scale and attach nonetary values to

these points. This would be the cost of delays which can be used in supplier
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eval uati on.

Depending on the nature of the product, poor service nmay mean |ack of
pronpt response to the buyer's queries on delivery dates, shipnent details and
simlar other matters which are required to be transmtted during the contract
period. Ilnadequate and del ayed responses nean additional conmunication costs
to the buyer - e.g., telephone calls, telexes, etc. Poor after-sales service
in case of plants and equipnment nmay nean nore frequent breakdowns and
producti on stoppages, or alternative arrangenents involving higher costs. A
such costs are neasurable. In its essence, the cost ratio nmethod seeks to
aggregate all such costs for each supplier for a given contract. The ratio of
these costs to the value of the contract is then used as an index for supplier
eval uati on.

To be able to apply the cost ratio nethod to conpare supplier
perfornmance, a buyer wll have to keep a systematic record of all these
additional costs for each supplier on a contract to contract basis. He wll
only then be in a position to work out the per unit cost of supplies nade,
that is, the total of such extra costs divided by the total contract value
over a given period. A conparison of these per unit costs for each supplier
will give a neasure of the relative efficiency (or inefficiency) of the
suppliers.

Alternatively, the price quoted, and which fornms the basis of the
contract, mmy be adjusted for the additional costs. The adjusted price wll
then provide a neasure of the effective price or cost of supply of a given
product by different suppliers. This itself will help evaluate the relative
performance of different suppliers.

It should be noted that such a straight conpari son may not be possible or
even relevant. The snmall volune of inports of sone inporting organizations in
devel opi ng countries nmay nmean that only one supply contract is concluded with
only one supplier in a given procurenent cycle. Therefore, a conparison of
suppliers for such costs or using adjusted prices is not possible. However, if
the buyer does naintain a systematic record of such costs over two or three
years, a procurenent officer will be in a position to present his assessnent,
to a purchase comittee (or an offer evaluation commttee) his assessnent
nore convincingly by indicating the magnitute of extra costs which nmay have to
be associated with a particular supplier. Even if the price offer of the
suppliers is not adjusted for such costs, the commttee nenbers will have a
nmuch better basis for offer evaluation and supplier selection than wthout
such information.

D. Project inports and supplier eval uation

The nethods outlined above are nmeant to be used for standard products

purchased, if not repetitively, at least fairly frequently. These would
i ncl ude consunmer goods, (non-durables or durables), agricultural and
i ndustrial inputs, office equipnment, general purpose nachinery, transport

equi pmrent etc. There are classes of inporrts which are qualitatively
different, nanmely project inports, the volune and variety of which are on the
increase in developing countries. Supply contracts in these cases often
i nvolve the inport of goods (e.g., plant and equi pnent), technology (process
know how, engineering designs and drawi ngs) and services (engineering and
ot her necessary skills).

Because of the conplexities involved in (i) proper selection of designs,
(ii) selecting and organi zing suppliers of different products and/or services,
and (iii) scheduling, coordinating and supervising fabrication, shipnment and
installation of plant and machinery, the inporter generally selects a prine
contractor to carry out these tasks. There are nmany varieties of contracting
arrangenents applicable to such a situation, the basic difference being in the
extent of the relative roles and responsibilities of the buyer and the prine




Page 32

contractor as to the above functions as well as in regard to the sel ection of,
and working relationship with, project sub-contractors.

There are also other factors which contribute to the diversified nature
of contracts on turnkey projects. The contract price is one such factor, and a
nmajor one. The price my be a lunp sum anmount including supplies
installation, conm ssioning of the plant, etc. It may cover the actual cost of
supplies plus a fixed fee for the contractor. Another variant may have the fee
as a percentage of the cost of supplies and other costs. The contract nay
either be a fixed price contract or it nay have a provision for cost
escal ation of supplies and/or wages. The escalation may be directly linked to
sone agreed indexes of material prices and/or wages or may be so linked only
as a proportion of the variations. In short, the variation in a particular
contract's terms and conditions can be quite substantial

This makes it difficult to suggest a format for post-contract- evaluation
in such cases. However, a nodel format is given on page 39 for illustrative
purposes. This will need to be nodified to suit the specific nature of a
particul ar supply contract.

Suppl i er Evaluation Format: Project |Inports

CONTRACTOR S Nane:
Addr ess: Contract Ref. No.

Project identification

Nat ure and type of contract: Lunp sum Cost +fi xed fee Cost +% f ee
with price escalation without price escalation any other (specify)
Agreed contract Act ual total Reason for paynents in excess of agreed
anount paynent contract armount*
Justified Not justified

Contractual starting Actual starting Cont r act ual Act ua
date dat e conpl eti on conpl eti on
dat e date (a)

(a) Cause of delays (if any)

Del ay due to buyer YES NO
Del ay due to contractor YES NO
PERFORMANCE RATI NG very good satisfactory wunsatisfactory

Cooperation with buyer

Rel ations with other contractors
(if any)

Quality of subcontractors sel ected

Schedul i ng and coordinati on of
activities

Quality of supervision

Labor managenent and rel aitons

Mat eri al s procurenent
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a:. quality (a) (a) (a)
b: delivery (b) (b) (b)

Trial run results

Any ot her (specify)

If no, reason:

Nane and Signature of the Title
reporti ng nanager
Dat e:

V. SOME | SSUES | N SUPPLI ER SELECTI ON
1.  Evaluation and supplier selection

Suppl i er evaluation through capability surveys at the pre-contract stage
or performance rating at the post-contract stage is an aid, and an inportant
one at that, in supplier listing and selection. Thus, different nethods of
evaluation help the buyer, initially, to decide on preparing a list of
reliable and dependable potential suppliers and, later, to evaluate their
of fers, through, for exanple, cost ratio analysis. However, there at tines
consi derations which may cause the buyer to deviate from strictly follow ng
the rating or ranking system

2. Oher considerations

Sone of these other considerations may be:

- CGover nment directives;

- Countertrade possibilities;

- Long-termrel ati onshi p;

- Mul ti pl e sourci ng.

(a) Governnent directives

Sonetimes, governnent policy nmay seek either to encourage trade |inks
with one country or enterprise and discourage it wth another. Many
devel oping countries have special bilateral trade and paynent arrangenents
with other countries. Through the instrunent of foreign exchange all ocations,
governnents nay encourage inports of specified products to be made from
suppliers in those countri es.

Thus, governnent intervention of one sort or the other can, conceivably,
alter the decision of the buyer taken on the basis of standard supplier
eval uati on methods and techni ques.

(b) Countertrade

In the event of bal ance of paynments difficulties in devel oping countries,
i nporters have had to devise ways and nethods of neeting sone of their inport
requi rements wthout recourse to the foreign exchange resources of the
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country. Countertrade, in its various forns, is one such nechani sm which has
been used to inport goods agai nst exports of goods and/or services directly by
the inporter hinself or indirectly through triangular arrangenents. However,
this means that supplier selection is influenced, anpbng other things, by the
wi I lingness of the party to enter into such an arrangenment with the inporter.

(c) Long-termrelationship

In international commerce, it is not uncomon for an inporter (as well as
an exporter) to look for and seek to cultivate long-termtrading rel ationships
for the advantages which such relationships offer. A long-term trading
relationship is a sort of insurance for the inporter that, in the event of
gl obal shortage for exanple, the supplier will give sone preference in neeting
the requirenents of his trading partner. Thus, even if such a supplier's
delivery rating is not outstanding, but is within an acceptable range, the
importer is likely to continue buying from himif a relationship has been
establi shed which has stood the test of tine.

(d) Miltiple sourcing

This consideration stens fromthe old adage "do not put all your eggs in

the same basket”". Normally, the inmporter would not want to split his
requirements and spread these if he is satisfied with the performance of an
existing supplier. However, if the order quantity is large there is sone

advantage to be derived by avoiding dependence on one source and sel ecting
nore than one supplier. Again, this approach offers an insurance against

delivery problens which may arise due to unforeseen difficulties of the

supplier, e.g., a strike by plant workers, plant breakdown, port workers'

strike or congestion at the exit port, etc.

The point to note is that there are, at tines, other considerations,

seem ngly extraneous, which a supplier may need to take into account in

supplier selection.
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