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Unit- 1
Supply Chain Management
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After completion of the unit, you should be able to:


Explain the meaning of Supply Chain Management



Understand components of SCM



ME factor in management



Understand role of ‘M’s in management



Understand elements of Supply Chain Management (SCM)&



Benefits of Supply Chain Management (SCM)
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1.1

INTRODUCTION

Supply chain management is a cross-functional approach that includes:
1. Managing the movement of raw materials into an organization,
2. Certain aspects of the internal processing of materials into finished goods, and
3. Movement of finished goods out of the organization and toward the end
consumer.

As organizations strive to focus on core competencies and become more flexible, they
reduce their ownership of raw materials sources and distribution channels. These
functions are increasingly being outsourced to other firms that can perform the activities
better or more cost effectively. The effect is to increase the number of organizations
involved in satisfying customer demand, while reducing managerial control of daily
logistics operations. Less control and more supply chain partners lead to the creation of
the concept of supply chain management. The purpose of supply chain management is
to improve trust and collaboration among supply chain partners, thus improving
inventory visibility and the velocity of inventory movement.
Businesses have tried to establish advantage, and felt the pressure to keep up, in an
increasingly homogeneous and competitive global business environment.
Japanese manufacturing companies brought great emphasis to the area of Supply
Chain Management in the 1980’s and early 1990’s. Awareness of Supply Chain

Management tools such as “Just In Time” and “Kan Ban” spread rapidly and became
globally accepted best practice amongst volume manufacturing businesses. Western
businesses raced to keep pace with a rapidly changing environment, dragging their
supply bases, and sometimes employees behind them.
At the same time companies like SAP and Oracle were developing the complex IT
systems that would be essential for enabling large complex businesses to effectively
integrate and managing the sub areas that combined to make complex supply chains.
Of course the elements of Supply Chain Management have always existed in business.
What changed was the willingness of businesses to recognise the inter-relationship of
the various sub areas, and to pursue the benefits generated through coordination and
integration, both from a strategy / planning perspective and operationally.

1.2

DEFINITION

"Supply chain management (SCM) refers to the coordination of production, inventory,
location, and transportation among the participants in a supply chain to achieve the best
mix of responsiveness and efficiency for the market being served" - from Essential of
Supply Chain Management by Michael Hugos.

To dig deeper, supply chain management has 6 important components as below,

- It's a Network: Many companies have the department that controls various activities
within the supply chain. So people are led to believe that SCM is a "function" which it's
not. Supply Chain is actually a "network" consists of many players as below,

A generic supply chain structure is as simple as Supplier, Manufacturer, Wholesaler and
Retailer (it's more complex in real world but simple illustration serves the purpose).

The

word

"management"

implementing,controlling".
implementing

and

can

Supply

be

Chain
controlling

explained
Management
of

briefly
is

as

then
the

the

"planning,
planning,
networks.

- Information Must Flow: Another important attribute of supply chain management is the
flow of material, information and finance (money). Even though there are 3 types of
flow, the most important one is information flow aka information sharing. Let's see the
example of this through the simplified version of bullwhip effect as below,

When demand data is not shared, each player in the same supply chain must make
some sort of speculation. According to the above graphic, retailer has a demand of 100
units but each player tends to keep stock more and more at every step of the way. This
results in higher cost for everyone in the same supply chain.

When information is shared from retailer down to supplier, everyone doesn't have to
keep

stock

that

much.
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cost
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everyone.

- Coordination is Essential: Information sharing requires certain degree of "coordination"
(it's also referred to as collaboration or integration in scholarly articles). Do you wonder
when people started working together as a supply chain network? In 1984, companies
in the apparel business worked together to reduce overall lead-time. In 1995,
companies in automotive industry used Electronic Data Interchange to share
information.
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- Avoid Conflicting Objectives: Working as a supply chain network requires the same
objective but this is often not the case (even with someone in the same
company)."Conflicting Objectives" is the term used to describe the situation when each
function wants something that won't go well together. For example, purchasing people
always place the orders to the cheapest vendors (with a very long lead-time) but
production people needs material more quickly.
To avoid conflicting objectives, you need to decide if you want to adopt time-based
strategy, low cost strategy or differentiation strategy. A clear direction is needed so
people can make the decisions accordingly.

- Balance Cost/Service: The concept of Cost/Service Trade-off appeared as early as in
1985 but it seems that people really don't get it.

When you want to improve service, cost goes up. When you want to cut cost, service
suffers. It's like a "seesaw", the best way you can do is to try to balance both sides.

Real world example is that a "new boss" ask you to cut cost by 10%, improve service
level by 15%, double inventory turns and so on. If you really understand cost/service
trade-off concept, you will agree that you can't win them all. The most appropriate way

to handle this is to prioritize your KPIs.

- Foster Long-term Relationship: To work as the same "supply chain team", long-term
relationship is a key. Otherwise, you're just a separate company with different
strategy/agenda. So academia keeps preaching about the importance of relationship
building, but is not for everyone.

Since there are too many suppliers to deal with, portfolio matrix is often used to
prioritize the relationship building. Focus your time and energy to create long-term
relationship with suppliers of key products and items with limited source of supply
because these are people who can make or break your supply chain.

1.3 The 4 ‘M’s of management and building value of business
Depending on the kind of entrepreneur you are, ‘building value’ in a business can be
interpreted in a number of ways. For some, it’s about getting the best price for their
company when they sell it. For others, it’s a more personal ambition linked to lifestyle.
But all owner managers can create value by focusing on the ‘Four M’s: markets,
money, management and, arguably the most important, me.

The ‘Me’ theme:
It’s simply not possible to disentangle entrepreneurial businesses from their founders.
Your business looks and feels the way it does today because it’s yours and is driven by
you. So when articulating the future you want for your business, you need to think
carefully about where you hope to be several years down the line.
Lara Morgan founded Pacific Direct, which supplies bathroom products to hotels, 17
years ago. She sold it for £17m in April 2008, although she still retains a stake of just
under 20%. However, her goals were always clear and this informed both the way she
ran her business and how she exited.
“I wanted to build the company up, then sell it so I could reduce my responsibilities and
enjoy what I was doing again without drowning in all the administrative bullshit,” she
says. “I wanted a better standard of living and security for my family, and to stop
pumping all the money back into the business.”
For Martin Smith, co-founder of The Security Company, the value of the business in the
short-term is income. “I take out as much as I need to live, rather than taking a salary,”
he says. “In the long term, the company is my pension. I will either sell it, or take a back
seat and draw income from it.”
In 1998, Ali Clabburn founded the social enterprise Liftshare to encourage more people
to share their car journeys. Initially, he saw the value of his business as being about
helping people and producing environmental benefits, with little emphasis on monetary
gain. However, as time has moved on, Clabburn’s own life has changed and other
values have been added to the list. “Its value to me used to be purely about helping

people,” he says. “Now I have dependents – a family, a team and a new industry – and
value means providing for them and our clients, as well as, most importantly, for
individuals.”

Management:
Building a strong management team is a sure way of establishing value in your
company. If your aim is to sell up, then your managers are of critical interest to a
potential buyer as they need to know there are other capable people in place to run the
business when you move on. “I wouldn’t be in the privileged position I enjoy now without
my team,” says Smith. “No one will buy the business unless there is strength and depth
in the management and an excellent skills base.”
One way to gauge if your team is good enough is to evaluate if the company can work
when you and your co-founders aren’t around. Smith and his co-founder Jo Wise feel
they have achieved just that. “We’ve built a strong team of managers and staff. The
business can operate without us. We no longer run it. It would devalue the company if
this wasn’t the case,” he says.

Markets:
However you define ‘value’, your business is likely to be more valuable if it’s in a market
with growth opportunities. It’s important to have a sound understanding of your markets
and a clear idea of your position within them. “You want to be in a niche that adds value
to the business and where you have a sound reputation,” says Morgan. “Blue-chip
customers and long-term contracts add value to the business, implying longevity and
security to a potential buyer.”
Smith has developed a valuable foothold in his market, which gives it a strong
reputation. “We offer a specialized service to a large number of companies,” he
explains. “From our point of view, the more customers we have and the bigger they are,
then the more valuable we are.”
Smith sets great value on The Security Company’s product itself. “It’s a complex and
comprehensive package, and there is inherent value in what we have developed,” he

says. “Other people try to offer this service in other ways, but no one comes near what
we can offer for the modern corporate environment.”
It’s different again for Clabburn. Liftshare has great value because it’s the only
organisation doing what it does. “We’re an industry in ourselves,” he says. “No one else
runs forums to discuss car-sharing, lobbies government and promotes alternative travel
options. If we weren’t doing it, the risk is it wouldn’t happen.”

Money:
Your business is likely to be more valuable if you’ve got a sound track record of profits
and is deemed to have predictable future revenues. The best way to achieve this is to
have a clear set of targets and measures that underpin your strategy. You then need to
cascade these targets through the business, so each individual has a clear set of key
performance indicators (KPIs) and knows what they have to do in order for the company
as a whole to deliver its strategy.
If you are thinking of selling your business, Morgan has some useful tips. “Planning in
advance is critical. The company needs solid finances with cash in the bank, so ensure
you run a tight ship with a sturdy structure and strong finances,” she says. “Make sure
the team and the customers do not depend on you. And you must have a
comprehensive understanding of where you stand in the marketplace otherwise you’ll
get nailed.”

The 5 ‘M’s of Management
Manpower- Without manpower you are unable to get your work done. Untrained man
can cause damage to goods.
Method- Wrong method of doing the jobs can be expensive because you may not be
able to attain the results.
Machine- If your machine is of inferior quality, it may take a longer process to get the
work done and therefore time equals money. Breakdown of machinery is downtime and
that cause is higher. You need to pay your manpower and pay for repairs and the
material may be perishable or obsolete.

Material- Quality of material- use the material of different quantity or quality can affect
the end result causing a loss.
Money- Money management is the key drive for any business and must be managed
properly to get optimum value for money earned and money spent.

We, in Supply Chain Management consider Method, Machine and Material which drives
the process from input to output.

1.4 Supply Chain Network Design

Designing Supply Chain Network for each industry or business involves arriving at a
satisfactory design framework taking into all elements like product, market, process,
technology, costs, external environment and factors and their impact besides evaluating
alternate scenarios suiting your specific business requirements. No two supply chain
designs can be the same. The network design will vary depending upon many factors
including location and whether you are looking at national, regional or global business
models.

1. Supply Chain Network in Simple and basic Terms Involves determining
following process design:
Procurement


Where are your suppliers



How will you procure raw materials and components

Manufacturing



Where will you locate the factories for manufacturing/assembly



Manufacturing Methodology

Finished Good


Where will you hold inventories, Number of Warehouses, Location of
warehouses etc.?



How will you distribute to markets - Transportation and Distribution
logistics

All above decisions are influenced and driven by Key Driver which is the
Customer Fulfillment.
2. Designing Supply Chain Network involves determining and defining
following Elements:


Market Structure



Demand Plotting or Estimation



Market Segment



Procurement Cost



Product /Conversion Costs



Logistics Costs including Inventory holding costs



Over heads



Cost of Sales

3. Network Design aims to define:


Best fit Procurement model - Buying decision and processes- VMI, JIT,
Kanban, procurement cost models etc.



Production processes - One or more number of plants, plant capacity
design, Building to order, build to stock etc, in-house manufacturing or
outsource manufacturing and related decisions including technology for
production.



Manufacturing Facility design - Location, Number of factories, size of unit,
time frames for the plant setup project etc.



Finished Goods Supply Chain network - Number of warehouses, location
&

size

of

warehouses,

inventory

flow

and

volume

decisions,

transportation.


Sales and Marketing Decisions - Sales Channel and network strategy,
Sales pricing and promotions, order management and fulfillment process,
service delivery process definitions.

4. Network Design also examines:


Derives cost estimates for every network element



Examines ways to optimize costs and reduce costs



Extrapolates cost impact over various product lines and all possible
permutations and combinations to project profitability

5. Some of the key factors that affect the supply chain network modeling are:


Government Policies of the Country where plants are to be located.



Political climate



Local culture, availability of skilled / unskilled human resources, industrial
relations environment, infrastructural support, energy availability etc.



Taxation policies, Incentives, Subsidies etc across proposed plant location
as well as tax structures in different market locations.



Technology infrastructure status.



Foreign investment policy, Foreign Exchange and repatriation Policy and
regulations.

Supply Chain Network designs not only provide an operating framework of the entire
business to guide the managements, they also examine the structure from strategic
view point taking into account external influences, interdependencies of all processes
and critically evaluate opportunities to maximize profitability.
Supply Chain Design consultants use various design software and optimization
techniques coupled with inputs from industry consultants and experts.

1.5 Elements of Supply Chain Management

Supply chain management integrates the management of supply and demand.
According to the Council of Supply Chain Management Professionals, it encompasses
“the planning and management of all activities involved in sourcing and procurement,
conversion and logistics.” Supply chain management also covers coordination and
collaboration with channel partners, such as customers, suppliers, distributors and
service providers.
Demand Management
Demand management is an essential element in supply chain management, focusing
companies and their partners on meeting the needs of customers, rather than the
production process. The lead company in the supply chain makes partners aware of
customers’ needs, encouraging them to maximize component or supply quality and add
value to the finished product. By raising awareness of customers’ needs and increasing
collaboration, companies can improve the competitiveness of the whole supply chain
and increase business opportunities for all members.
Communication
Effective communication helps the entire supply chain improve the efficiency and
productivity of its operations by enabling all members to share the same demand and
operational information. Communication keeps all members informed of developments
that affect their contribution to the supply chain, enabling them to quickly adjust their
operations in line with changing demand conditions. Effective communication also
enables members to respond rapidly to new business opportunities, helping to get new
products to market quickly or increasing supply levels following a successful marketing
campaign.
Integration
Integrating supply chain processes helps each member reduce its inventory costs – a
key to successful chain management, according to a case study on the retailer WalMart by the University of San Francisco. Suppliers share up-to-date information on
demand to route their products to Wal-Mart’s warehouses for onward shipment to stores

with minimum time in inventory. This reduces Wal-Mart’s costs significantly, enabling
them to offer customers highly competitive pricing. To achieve this level of integration,
companies develop single information networks that enable all members to access and
share supply and demand data securely. The networks are based on open standards,
such as Internet Protocol, so all members can communicate, even if they have different
internal networks.
Collaboration
Collaboration in the supply chain strengthens relationships between members,
improving teamwork and helping all members increase their business. Lead companies
run business development and training programs to improve supply chain partners’
market and product knowledge. They also undertake joint new product development
programs with partners contributing specialist knowledge of components and materials.

1.6 Finished Goods Supply Chain

Buying a Desktop computer for your home or a Laptop for your use is very easy. You
browse the internet to see the latest models and configurations, decide on your specific
requirement and click to place an order. At times, of course, you might go into an
electronic supermarket and check out the physical product before you buy. Immediately
on payment, you cannot wait for the delivery and expect to be serviced on priority.
Ever wondered how companies like HP, Dell, and IBM manage to place just the right
products in all point of sale not only in your city but all over your country, all over the
world where the product availability and standard processes are made available? If u
start thinking back about where the products came in from? Where were they
manufactured? Where were they stored and finally how and who brought it down to your
door step, you are in fact tracing the logistics of the supply chain.

Finished Goods supply chains are very dynamic and are the backbone of a good
sales organization. Some departments are responsible for working in coordination and
seamlessly to ensure Finished Goods reach the markets and the customers. Logistics
and supply chain departments have to work in tandem with or aim to be ahead of
Marketing and Sales and ensure that when a product is announced for sale by
marketing, the products are made available at all nook and corner of the city, state, and
country. A situation where the customer goes to a sales counter to place an order and
the product is not available cannot and should never happen as a rule.
Taking customer as the starting point, let us trace back the journey of finished
goods and the functions.
While Marketing departments work on marketing and advertising the product and are
focused on reaching out to the customer to sell a product to him, Whenever a customer
places an order, further coordination and deliveries are managed by order fulfillment
teams that are responsible for sales order processing who place orders on the
distribution centers on the backend to pull materials for forward stocking points or to
effect deliveries to the customers. Customer Fulfillment teams are the internal
customers to the FG Logistics team. Logistics team is the department that is
responsible for stocks and FG inventory held in the pipeline across multiple networks of
distribution centers and the inventory in the pipeline in various transit points. In other
words, Logistics teams own the inventory from the point they leave the plant until
delivery is effected to the customer who may be a distributor, retailer or end user as the
case may be.
Logistics teams comprise of multiple competency centers including inventory planners,
freight managers responsible for transportation leg and warehousing operations experts
who are responsible for the inventory and warehousing operations including
documentation control and statutory process compliance.
Logistics teams work in close coordination with finance teams, the procurement team,
plants, and manage operations through a chain of third party service providers who run
the operations of inventory handling and distribution.

Logistics is never an event free operation. While multi-tier third party service providers
are handling the cargo across various borders, locations each with its unique local
situations, there are very many other vagaries of nature and events that can keep
disrupting the smooth flow of supplies and the situation is every dynamic.
Managing multiple product lines, and vast distribution networks coupled with managing
third party partners calls for the Logistics Managers and Supply Chain Managers to be
always thinking on their feet and constantly innovating new processes and finding new
ways to keep operations happening smoothly.

1.7 Example of Supply Chain

Consider a customer walks into Spencer Store to purchase beauty soap. The supply
chain begins with the customer and his need for beauty soap. The next stage of this
supply chain is the Spencer retail store where the customer visits. Spencer stocks its
shelves using inventory that may have been supplied from a finished goods warehouse
managed by Wal-Mart or received from third party (vendor). The vendor in turn is
stocked by the manufacturer [say Hindustan Uni Liver (HUL)].
The HUL manufacturing plant receives raw material from a variety of suppliers who may
themselves have been supplied by lower tier suppliers. For example, packaging
material may come from Home- foil (an aluminum foil company) while Home-foil
receives raw material to manufacture the packaging material from other suppliers. This
forms a typical supply chain.

1.8 Why SCM strategy is important for an Organization
Supply Chain Strategies are the critical backbone to Business Organizations today.
Effective Market coverage, Availability of Products at locations that hold the key to
revenue recognition depends upon the effectiveness of Supply Chain Strategy rolled
out. Very simply stated, when a product is introduced in the market and advertised, the

entire market in the country and all the sales counters need to have the product where
the customer can buy and take delivery. Any glitch in the product not being available at
the right time can result in the drop in customer interest and demand which can be
disastrous. Transportation network design and management assume importance to
support sales and marketing strategy.
Inventory control and inventory visibility are two very critical elements in any operations
for these are the cost drivers and directly impact the bottom lines on the balance sheet.
Inventory means value and is an asset to the company. Every business has a standard
for inventory turnaround that is optimum for the business. Inventory turnaround refers to
the number of times the inventory is sold and replaced over a period of twelve months.
The health of the inventory turn relates to the health of business.
In a global scenario, the finished goods inventory is held at many locations and
distribution centers, managed by third parties. A lot of inventory would also be in the
pipeline in transportation, besides the inventory with distributors and retail stocking
points. Since any loss of inventory anywhere in the supply chain would result in loss of
value, effective control of inventory and visibility of inventory gains importance as a key
factor of Supply Chain Management function.

1.9 Benefits of Supply Chains
(1) It bridges the gaps between the suppliers and the customers.
(2) It helps manufacturers in reducing inventories as finished goods are stored nearer to
the customers.
(3) It allows firms to conduct operations at an appropriate time and place for the benefits
of suppliers and customers.
(4) Effective supply chains results in enhanced customer service as retailers get a
choice of goods and also carry less stock.

(5) Supply chains make movements simple, cost-effective and efficient as transport is
simpler.
(6) Expertise can be developed in a particular type of operation.
(7) It allows firms to conduct operations at an appropriate time and place for the benefits
of suppliers and customers.

1.10 Let’s sum-up
As in most businesses (particularly retail), we are not in the position of producing a
finished (or end product) this manufacturing process of the product is carried out by the
links in our supply chain. Whether it is the actual manufacturer of the whole product, or
a supplier providing part of the product to another link in the supply chain, we are totally
dependent on each part or member of that supply chain for ensuring the success of our
business. Not only the manufacturing process of the finished product, but also as
importantly we also rely on the other services provided within the links of our specific
supply chain. In this case ink products/printers/accessories to the print industry which
include manufacturers (both India and International dependent on price and
lead/delivery times for providing the best service possible to our customers), together
with the service supplied by another important link in the chain which is
distribution/delivery to our business. Same applies to other industries and services
sectors as well.

As a small business there is a need to minimize product costs in order to remain
competitive and the most reliable way to do this is by ensuring we have a system of
effective supply chain management in place in our business. This is vital to retaining our
own customers in a very competitive market place.
We are continually reviewing the price/service/quality and reliability from all of the links
in our supply chain as a problem anywhere in the chain will result in a problem to our
business. This is usually at the expense of the customer, the end user.

Our supply chain includes all the key elements required to provide us with the finished
product – complete printers/complete ink cartridges/branded packaging/cardboard
boxes/paper bags/ink (purchased indigenously simply due to price ,reliability and
distribution promise) so as you can see from the above short list (which also have their
own supply chain to consider and manage)!
Over-stocking is the area that needs to be avoided and any organisation which finds
itself in this situation will need to address the impact on its core operations immediately.
We all work in an ever changing technology based workplace and the risk of over
stocking is that components can become obsolete very quickly. This causes working
capital to be tied up and eventually, worst case scenario, being written off. If we find
yourself in this situation, an immediate review of the whole purchasing / ordering system
potentially needs addressing.

The who and why questions are for later, the first step is to create a pathway that
ensures you don’t put your business at financial risk again. Engage staff and welcome
change, get all employees pulling in one direction to create the required end goal.

1.11 Key Terms
logistics

The integration of two or more activities for the purpose of planning,

management

implementing, and controlling the efficient flow of raw materials, inprocess inventory, and finished goods from the point of origin to the
point of consumption.

supply chain

Refers to a set of approaches and techniques firms employ to

management

efficiently and effectively integrate their suppliers, manufacturers,
warehouses, stores, and transportation intermediaries into a seamless
value chain in which merchandise is produced and distributed in the
right quantities, to the right locations, and at the right time, as well as
to minimize systemwide costs while satisfying the service levels their
customers require.

vendor-managedAn approach for improving supply chain efficiency in which the
inventory

manufacturer is responsible for maintaining the retailer's inventory
levels in each of its stores.

pull supply

Strategy in which orders for merchandise are generated at the store

chain

level on the basis of demand data captured by point-of-sales terminals.

push supply

Strategy in which merchandise is allocated to stores on the basis of

chain

historical demand, the inventory position at the distribution center, and
the stores' needs.

lead time

The amount of time between the recognition that an order needs to be
placed and the arrival of the needed merchandise at the seller's store,
ready for sale.

1.12 Self-assessment Questions
Q01 Define supply chain management.
Supply chain management refers to the effort to coordinate suppliers,
manufacturers, warehouses, stores, and transportation intermediaries so that the
merchandise the customer wants is produced in the right quantities and sent to
the right locations at the time the customer wants it. Logistics concentrates on the
movement and control of the products, whereas supply chain management
includes the managerial aspects of the process as well.
Q02 Recognize the value added by the supply chain.
Without a supply chain, consumers would be forced to find raw materials,
manufacture products, and somehow get them to where they could be used, all on
their own. Each supply chain member adds value to the product by performing
one of these functions. Supply chain management also creates value for each firm
in the chain and helps bind together many company functions, including
manufacturing, inventory management, and transportation, advertising, and

marketing.
Q03 Describe the flow of merchandise and the flow of information in the supply chain.
Information flow involves Flow 1 (customer to store), Flow 2 (store to buyer), Flow
3 (buyer to manufacturer), Flow 4 (store to manufacturer), Flow 5 (store to
distribution center), and Flow 6 (manufacturer to distribution center and buyer).
Merchandise flow involves Flow 1 (manufacturer to retailer distribution centers),
Flow 2 (manufacturer directly to stores), Flow 3 (distribution centers to stores,
when shipped first to distribution centers), and Flow 4 (retailer to customer).
Q04 Describe how supply chains are managed.
The more closely aligned the supply chain members are with each other, the less
likely there will be significant conflict. An administered supply chain occurs when a
dominant and powerful supply chain member has control over the other members.
In a contractual supply chain (e.g., franchising), coordination and control are
dictated by contractual relationships between members. Corporate supply chains
can operate relatively smoothly because one firm owns the various levels of the
chains. Supply chains also can be effectively managed through strong
relationships developed with supply chain partners. To create such relationships,
the partners must trust each other, communicate openly, have compatible goals,
realize there are benefits in being interdependent, and be willing to invest in each
other's success.

Q5.

Which of the following is true for supply chain management?

a. The physical material moves in the direction of the end of chain
b. Flow of cash backwards through the chain
c. Exchange of information moves in both the direction
d. All of the above
(Ans:d)

Q6.

The purpose of supply chain management is

a. provide customer satisfaction
b. improve quality of a product
c. integrating supply and demand management
d. increase production
(Ans:c)

Q7.

Logistics is the part of a supply chain involved with the forward and reverse flow

of
a. goods
b. services
c. cash
d. all of the above
(Ans:d)

Q8.

Due to small change in customer demands, inventory oscillations become
progressively larger looking through the supply chain. This is known as

a. Bullwhip effect
b. Netchain analysis
c. Reverse logistics
d. Reverse supply chain
(Ans:a)

Q9.

VMI stands for

a. Vendor material inventory
b. Vendor managed inventory
c. Variable material inventory
d. Valuable material inventory
(Ans:b)

Q10. The major decision areas in supply chain management are

a. location, production, distribution, inventory
b. planning, production, distribution, inventory
c. location, production, scheduling, inventory
d. location, production, distribution, marketing
(Ans:a)

1.13 Further Readings
New Directions in Supply Chain Management: Technology Strategy and
Implementation, by Boone T. and Ganeshan, R
AMACOM (American Management Association), NY 2002
Managing the Supply Chain: The Definitive Guide for the Business Professional,
McGraw-Hill, 2004 by Simchi-Levi, D., Kaminsky, P. and Simchi-Levi, E
Supply Chain and Operations Management Journals: An Overview and Need for a New
Journal in Supply Chain Management by Dubey, Rameshwar. Journal of Supply Chain
Management Systems; New Delhi
Basics of Supply Chain Management by Lawrence D. Fredendall, Ed Hill
Purchasing and Supply Chain Managementby Robert M. Monczka, Robert B. Handfield,
Larry C.
Guide to Supply Chain Management by Colin Scott, Henriette Lundgren&Paul
Thompson (Author)

1.14 Model Questions
1. Write short notes on
(i)

Material Requirement planning

(ii)

Enterprise Resource planning

(iii)

Aggregate planning

2. What are the new challenges faced by supply chain managers in the changing
business landscape?
3. Write short notes on
(i)

Documentation in warehousing operations

(ii)

Different types of carriers used for transportation

Unit- 2
Procurement
Learning Objectives
After completion of the unit, you should be able to:


Understanding Procurement



Understand steps of procurement



Know Purchase documents



Understand ethical practices in Procurement



Implement modern practices&



Understand and implement best practices.
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2.1

INTRODUCTION

Today, different organizations employ various management techniques to carry out the
efficient functioning of their departments. Procurement management is one such form
of management, where goods and services are acquired from a different organization
or firm.
All organizations deal with this form of management at some point in the life of their
businesses. It is in the way the procurement is carried out and the planning of the
process that will ensure the things run smoothly.
But with many other management techniques in use, is there any special reason to use
this particular form of management to acquire goods and services? Yes, this is one of
the frequent questions asked regarding procurement management.
Procurement management is known to help an organization to save much of the
money spent when purchasing goods and services from outside. It also has several
other advantages.

2.2

How Does Procurement Management Works?

Following are the four main working areas of concerns when it comes to procurement
management. The following points should be considered whenever procurement
process is involved:



Not all goods and services that a business requires need to be purchased from
outside. It is for this reason that it is very essential to weigh the pros and cons of
purchasing or renting these goods and services from outside.
We need to ask ourselves whether it would in the long run be cost-effective and
whether it is absolutely necessary.



We need to have a good idea of what we exactly require and then go on to
consider various options and alternatives. Although there may be several
suppliers, who provide the same goods and services, careful research would
show us whom of these suppliers will give us the best deal for your organization.
We can definitely call for some kind of bidding for our requirement by these
vendors and use a selection criterion to select the best provider.



The next step typically would be to call for bids. During this stage, the different
suppliers will provide us with quotes.
This stage is similar to that of choosing projects, as we would need to consider
different criteria, apart from just the cost, to finally decide on which supplier we
would want to go with.



After the evaluation process, we would be able to select the best supplier. We
would then need to move on to the step of discussing what should go into the
contract. It is to be remembered to mention all financing terms how we wish to
make the payments, and so on, so as to prevent any confusion arising later on,
as this contract will be binding.
Always remember that it is of utmost importance to maintain a good relationship
with the supplier. This includes coming up with an agreement that both would
find satisfactory. This helps the sustainability of our business as well as the
supplier's business.

These four simple steps would help us acquire our goods easily and quickly without
much hassle, but always requires careful consideration at each stage.

2.3

Procurement Process

In order to understand procurement process, it is important to understand the
term Procurement Management.
Procurement is the purchase of goods and services at the best possible price to meet a
purchaser's demand in terms of quantity, quality, dimensions and site.
The procurement cycle in businesses work, which follows the below steps:



Information Gathering - A potential customer first researches suppliers, who
satisfy requirements for the product needed.



Supplier Contact - When a prospective supplier has been identified, the
customer requests for quotations, proposals, information and tender. This may
be done through advertisements or through direct contact with the supplier.



Background Review - The customer now examines references for the
goods/services

concerned

and

may

also

consider

samples

of

the

availability

and

goods/services or undertake trials.


Negotiation

- Next

the

negotiations

regarding

price,

customization options are undertaken. The contract regarding the purchase of
the goods or services is completed.


Fulfilment - Based on the contract signed, the purchased goods or services are
shipped and delivered. Payment is also completed at this stage. Additional
training or installation of the product may also be provided.



Renewal - Once the goods or services are consumed or disposed of and the
contract has expired, the product or service needs to be re-ordered. The
customer now decides whether to continue with the same supplier or look for a
new one.

Documents involved in the procurement cycle are called procurement documents.
Procurement documents are an integral part of the early stages of project initiation.
The purpose of procurement documents serves an important aspect of the
organizational element in the project process. It refers to the input and output
mechanisms and tools that are put in place during the process of bidding and
submitting project proposals and the facets of work that make up a project.
In a nutshell, procurement documents are the contractual relationship between the
customer and the supplier of goods or services.

2.4

Procurement Documents

A few types of procurement documents are:


RFP - A request for proposal is an early stage in a procurement process issuing
an invitation for suppliers, often through a bidding process, to submit a proposal
on a specific commodity or service.



PR- Purchase Requisition in which the user of the material/ services will give
their requirement with details of specification, quantity, when required, approx.
cost, reason for the requirement with due approval of the competent designated
authority.



RFI - A request for information (RFI) is a proposal requested from a potential
seller or a service provider to determine what products and services are
potentially available in the marketplace to meet a buyer's needs and to know the
capability of a seller in terms of offerings and strengths of the seller.



RFQ - A request for quotation (RFQ) is used when discussions with bidders are
not required (mainly when the specifications of a product or service are already
known) and when price is the main or only factor in selecting the successful
bidder.



Solicitations: These are invitations of bids, requests for quotations and
proposals. These may serve as a binding contract.



Offers - This type of procurement documents are bids, proposals and quotes
made by potential suppliers to prospective clients.



Contracts - Contracts refer to the final signed agreements between clients and
suppliers i.e. Purchase Order/ Service Order.



Amendments/Modifications - This refers to any changes in solicitations, offers
and contracts. Amendments/Modifications have to be in the form of a written
document.

2.5

Commonly Encountered Procurement Documents


Engineering and Construction Work
o

Minor/Low Risk Contracts: In this type of contract, services are required
by an organization for a short period and the work is usually repetitive.
Hence, this type of contract does not require high-end management
techniques.

o

Major/High Risk Contracts: Here, the type of work required is of a more
difficult nature and here the implication of sophisticated management
techniques is required.



Services
o

Professional - This requires more knowledge-based expertise and this
requires managers, who are willing to put more time and effort into
seeking research in order to satisfy the customer's criteria.

o

Facilities - More often than not, in this type of service the work outsourced
is the maintenance or operation of an existing structure or system.



Supplies
o

Local/Simple Purchases - Goods are more readily available and hence
does not require management of the buying and delivery process.

o

International/Complex Purchases: In this case, goods need to be bought
from other countries. A manager's task is more cumbersome and a
management process is required to purchase and delivery. In addition,
the manager needs to look into cross-border formalities.

2.6

The 10 Steps of the Procurement Cycle

Management in any company must understand the art of obtaining products and
services. The procurement cycle follows specific steps for identifying a requirement or
need of the company through the final step of the award of the product or contract.
Responsible management of public and corporate funds is vital when handling this
necessary process, whether in strong or weak economic markets. Following a proven
step-by-step technique will help management successfully achieve its goals.

Step 1: Need Recognition
The business must know it needs a new product, whether from internal or external
sources. The product may be one that needs to be reordered, or it may be a new item
for the company.

Step 2: Specific Need
The right product is critical for the company. Some industries have standards to help
determine specifications. Part numbers help identify these for some businesses. Other
industries have no point of reference. The company may have ordered the product in
the past. If not, then the business must specify the necessary product by using
identifiers such as color or weight.

Step 3: Source Options
The business needs to determine where to obtain the product. The company might have
an approved vendor list. If not, the business will need to search for a supplier using
purchase orders or research a variety of other sources such as magazines, the Internet
or sales representatives. The company will qualify the suppliers to determine the best
product for the business.

Step 4: Price and Terms
The business will investigate all relevant information to determine the best price and
terms for the product. This will depend on if the company needs commodities (readily
available products) or specialized materials. Usually the business will look into three
suppliers before it makes a final decision.

Step 5: Purchase Order
The purchase order is used to buy materials between a buyer and seller. It specifically
defines the price, specifications and terms and conditions of the product or service and
any additional obligations.

Step 6: Delivery
The purchase order must be delivered, usually by fax, mail, personally, email or other
electronic means. Sometimes the specific delivery method is specified in the purchasing
documents. The recipient then acknowledges receipt of the purchase order. Both
parties keep a copy on file.

Step 7: Expediting
Expedition of the purchase order addresses the timeliness of the service or materials
delivered. It becomes especially important if there are any delays. The issues most
often noted include payment dates, delivery times and work completion.

Step 8: Receipt and Inspection of Purchases
Once the sending company delivers the product, the recipient accepts or rejects the
items. Acceptance of the items obligates the company to pay for them.

Step 9: Invoice Approval and Payment
Three documents must match when an invoice requests payment - the invoice itself, the
receiving document and the original purchase order. The agreement of these
documents provides confirmation from both the receiver and supplier. Any
discrepancies must be resolved before the recipient pays the bill. Usually, payment is
made in the form of cash, check, bank transfers, credit letters or other types of
electronic transfers.

Step 10: Record Maintenance
In the case of audits, the company must maintain proper records. These include
purchase records to verify any tax information and purchase orders to confirm warranty
information. Purchase records reference future purchases as well.

2.7

Role of Procurement within an Organization

Key Procurement Objectives:
OBJECTIVE 1 – Support Operational Requirements
OBJECTIVE 2 – Manage the Procurement Process and the Supply Base Efficiently and
Effectively
OBJECTIVE 3 – Develop Strong Relationships with Other Functional Groups
OBJECTIVE 4 – Develop Integrated Purchasing Strategies That Support Organizational
Strategies, Goals and objectives

Overview
The objectives of a world-class procurement organization move far beyond the
traditional belief that procurement’s primary role is to obtain goods and services in
response to internal needs. To understand how this role is changing, we must
understand what purchasing is all about, starting with the primary objectives of a worldclass purchasing organization.

OBJECTIVE 1: Support Operational Requirements
Supporting this flow requires purchasing to:


Understand business requirements



Buy products and services



At the right price



From the right source



At the right specification that meets users’ needs



In the right quantity



For delivery at the right time



To the right internal customer

Internal customers of purchasing include:


Manufacturing



Physical distribution centers



Engineering and technical groups



Research and development



Information technology



Transportation and other services

OBJECTIVE 2: Manage the Procurement Process and the Supply Base
Efficiently and Effectively
To manage the procurement process and supply base efficiently and effectively
procurement must follow the following key steps:


Identify opportunities



Manage internal operations



Achieve objectives
Identify opportunities where the procurement team adds true value:


Evaluation and selection of suppliers



All purchases should go through the approved procurement processes



Engineering and other functional inputs are part of this process



Sales personnel should not be allowed to enter contractual agreements without
procurement’s involvement



Increasing use of sourcing teams



Review of specifications or statement of work



Review the requirements for the material or service being provided



May be able to suggest alternative standardized materials that can save the
organization money



Periodic review of requisitions can allow greater leveraging of requirements



Acting as the primary contact with supplier



Determining the method of awarding contracts



Managing the supply base



Current suppliers are competitive



Identification of new potential suppliers and develop relationships



Improvement and development of non-competitive existing suppliers

Manage its internal operations efficiently and effectively, including:


Management of procurement staff



Developing and maintenance of policies and processes



Introducing and leveraging appropriate technology and systems



Defining procurement strategy and structure



Developing plans and measures



Providing procurement leadership to the organization



Providing professional training and growth opportunities for employees

Achieve this objective through:


Leadership of procurement for the organization



Sourcing management



Ownership and accountability for sourcing processes



Communication of purpose, process and pay off



Collaboration and partnering



Teamwork

OBJECTIVE 3: Develop Strong Relationships with Other Functional Groups

OBJECTIVE 4: Develop integrated purchasing strategies that support
organizational strategies.
Support Organizational Goals and Objectives

Effective purchasing strategies involve:


Monitoring supply markets and trends (e.g., material price increases, shortages,
changes in suppliers) and interpreting the impact of these trends on company
strategies



Identifying the critical materials and services required to support company strategies in
key performance areas, particularly during new product development



Developing supply options and contingency plans that support company plans



Supporting the organization’s need for a diverse and globally competitive supply base

2.8

Ethics in Purchasing

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


Collusion among bidders to reduce competition.



Providing bidders with advance "inside" information.



Submission of false or inflated invoices for services and products that are not
delivered or work that is never done. "Shadow vendors", shell companies that are
set up and used for billing, may be used in such schemes.



Intentional substitution of substandard materials without the customer's agreement.



Use of "sole source" contracts without proper justification.



Use of prequalification standards in specifications to unnecessarily exclude
otherwise qualified contractors.



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

2.9

Modern tools of Procurement

E-procurement (electronic procurement,
exchange)

is

sometimes

also

known

as supplier

the business-to-business or business-to-consumer or business-to-

government purchase and sale of supplies, work, and services through the Internet as
well as other information and networking systems, such as electronic data
interchange and enterprise resource planning.


The e-procurement value chain consists of indent management, e-Informing, eTendering,

e-Auctioning,

vendor

management,

catalogue

management,

Purchase Order Integration, Order Status, Ship Notice, e-invoicing, e-payment,
and contract management. Indent management is the workflow involved in the
preparation of tenders. This part of the value chain is optional, with individual
procuring departments defining their indenting process. In works procurement,
administrative approval and technical sanction are obtained in electronic format.
In goods procurement, indent generation activity is done online. The end result of
the stage is taken as inputs for issuing the NIT.


Elements

of

e-procurement

proposal, request

for

include request

quotation,

RFx

(the

for

information, request

previous

three

for

together),

and eRFx (software for managing RFx projects).
A reverse auction is a type of auction in which the roles of buyer and seller are
reversed. In an ordinary auction (also known as a 'forward auction'), buyers compete to
obtain goods or services by offering increasingly higher prices. In a reverse auction, the
sellers compete to obtain business from the buyer and prices will typically decrease as
the sellers underbid each other.


A reverse auction is similar to a unique bid auction as the basic principle remains
the same; however, a unique bid auction follows the traditional auction format

more closely as each bid is kept confidential and one clear winner is defined after
the auction finishes.

Total cost of ownership (TCO) is a financial estimate intended to help buyers and
owners determine the direct and indirect costs of a product or system. It is
a management accounting concept that can be used in full cost accounting or
even ecological economics where it includes social costs.


For manufacturing, as TCO is typically compared with doing business overseas,
it goes beyond the initial manufacturing cycle time and cost to make parts. TCO
includes a variety of cost of doing business items, for example, ship and re-ship,
and opportunity costs, while it also considers incentives developed for an
alternative approach. Incentives and other variables include tax credits, common
language, and running cost over its life cycle, warranty loss, expedited delivery,
and customer-oriented supplier visits.

Enterprise resource planning (ERP) is a suite of integrated applications that a
company uses to connect its business activities across departments so that everyone is
working with the same data and processes. Companies can use it to streamline and
improve the efficiency of their operations, which saves time and money. In the course of
implementing ERP, companies can also standardize and automate many business
processes, which eliminates manual time and effort.


ERP purchasing software streamlines the procurement process from purchaseorder issuance and vendor management to payments and reporting. ERP
purchasing software also has the ability to automatically route approvals of
purchase orders and payments to the appropriate corporate decision makers.

2.10 Future Road Map to Procurement

Many leading companies have adopted these 10 best practices. Some may be familiar
while others may be new to your company. Implement them and you will have strong
foundation for supply chain excellence.
1. Establish a governing supply chain council
2. Properly align and staff the supply chain organization
3. Make technology work for you
4. Establish alliances with key suppliers
5. Engage in collaborative strategic sourcing
6. Focus on total cost of ownership, not price
7. Put contracts under the supply chain function
8. Optimize company owned inventory
9. Establish appropriate levels of control and minimize risk
10. Take green initiatives and social responsibility seriously

2.11 Let’s sum-up
The primary objective of procurement function is to ensure supply of the required
product/services (direct/indirect) to the customers (internal/external).
Though, most of the processes and sub-processes of the procurement function
(particularly in indirect materials) are non-value-added but necessary activities
there is a scope for value addition to the organization. Let us list a few of them
below:
Financially
1. Upfront cost savings by purchasing things at the best price
2. Back end savings by enforcing warranties etc
3. Cash flow by extending payment terms (payment terms extension)

Quality and timing
1. Sourcing things in a manner that ensures that quality inputs are provided on
time

2. A robust supply chain that delivers in the face of unknown risks (natural
disaster, financial crisis etc)
3. Financial compensation for the impact of a vendor not delivering within
parameters

Innovation
1. Sourcing innovative products
2. Innovative commercial models that align suppliers and/or allow the
company to take advantage of things that wouldn’t normally be available.
3. Competitive advantage by locking up exclusivity.
4. Inventory optimization through cross-functional collaboration with
customers and suppliers
5. Strategic sourcing
6. Technology innovation

2.12 Key Terms

ACQUISITION
The act of acquiring goods and services (including construction) for the use of a
governmental activity through purchase, rent, or lease. Includes the establishment of
needs, description of requirements, selection of procurement method, selection of
sources, solicitation of procurement, solicitation for offers, award of contract, financing,
contraction administration, and related functions.
AMENDMENT/CHANGE ORDER
A written modification to a contract or purchase order or other agreements.

REQUISITION
An internal document that a functional department (stores, maintenance, production,
etc.) sends to the purchasing department containing details of materials to meet its
needs, replenish stocks or obtain materials for specific jobs or contracts.
BEST VALUE
A result intended in the acquisition of all goods and services. Price must be one of the
evaluation criteria when acquiring goods and services. Other evaluation criteria may
include, but are not limited to environmental considerations, quality, and vendor
performance.
BLANKET ORDER
A contract under which a vendor agrees to provide goods or services on a purchase-ondemand basis. The contract generally establishes prices, terms, conditions and the
period covered (no quantities are specified); shipments are to be made as required by
the purchaser.
DELIVERY
The formal handing over of property; the transfer of possession, such as by carrier to
purchaser.
PROPRIETARY
The only items that can perform a function and satisfy a need. This should not be
confused with "single source." An item can be proprietary and yet available from more
than one source. For example, if you need a camera lens for a Nikon camera, the only
lens that will fit is a Nikon lens, thus, this lens is "proprietary." However, the Nikon lens
is available from more than one source, thus, it is not single source.
PURCHASE MANUAL
A document that stipulates rules and prescribes procedures for purchasing with
suppliers and other departments.

PURCHASE ORDER
The signed written acceptance of the offer from the vendor. A purchase order serves as
the legal and binding contract between both parties.
TERMS AND CONDITIONS
A phrase generally applied to the rules under which all bids must be submitted and the
stipulations included in most purchase contracts; often published by the purchasing
authorities for the information of all potential vendors.
WARRANTY
The representation, either expressed or implied, that a certain fact regarding the subject
matter of a contract is presently true or will be true. Not to be confused with "guarantee,"
which means a contract or promise by one person to answer for the performance of
another person.

2.13 Self-assessment Questions
Q. Which of the following are inputs to the Source Selection Process?
A.
B.
C.
D.
E.

Evaluation criteria
Organizational policies
Procurement documents
a and b
all of the above

Ans: D (proposals is the other input. procurement documents are input into the
Solicitation Process)
Q. Which contract type should be used by the owner on a high risk project?
A.
B.
C.
D.
E.
Ans: C

Cost plus percentage of cost
Cost plus incentive fee
Lump sum
Fixed price plus incentive fee
C and D

Q. Cost reimbursable contracts are equivalent to:
A.
B.
C.
D.
Ans: C

Progress payment contracts
Extra work order contracts
Cost plus contracts
Fixed price contracts

Q. The bid package is developed in the:
A.
B.
C.
D.
E.

Requirements phase
Requisition cycle
Solicitation cycle
Award cycle
Award phase

Ans: B
Q. The contract is signed at the end of the:
A.
B.
C.
D.
E.

Pre-award phase
Award phase
Post-award phase
Solicitation
Award cycle

Ans: E
Q. The fixed price contract is advantageous to the buyer because it:
A.
B.
C.
D.

requires extremely well defined specifications
requires formal procedures for scope changes
seller assumes financial and technical risk
has a known cost

Answer:C
Q. The major type(s) of standard warranty used in the business environment is(are):
A. express
B. implied
C. negotiated
D. A and B

E. A, B, and C
Answer: D
Hint: Warranty types include express and implied. Negotiated is not a warranty type.
Q. Which contract type places the most risk on the seller?
A. Cost plus percentage fee
B. Cost plus incentive fee
C. Cost plus fixed fee
D. Fixed price plus incentive fee
E. Firm fixed price
Answer: E

2.14 Further Readings

1. Essentials of Supply Chain Management by Michael H. Hugos
2. Proactive Purchasing in the Supply Chain: The Key to World-Class Procurement
by David N. Burt, Richard L. Pinkerton, and Sheila Petcavage
3.The Procurement and Supply Manager's Desk Reference
by Fred Sollish and John Semanik
4.Purchasing and Supply Chain Management [Kindle Edition]
Brian Farrington (Author), Kenneth Lysons

2.15 Model Questions
1. Explain decision phases in procurement management.
2. Explain the role of sourcing in Purchase and its components in sourcing decision.
3. Discuss the future road map to procurement.

4. Discuss two modern tools that will enhance procurement performance.
5. Ethics is most important in Purchase function. Discuss with its negative implication.

Unit- 3
Imports
Learning Objectives
After completion of the unit, you should be able to:


Understanding Import Procurement



Understand system of classification of goods



Know types of Payment documents in Imports



Understand types of LC



Know the import documentation& INCOTERM



Know Project Import
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3.1

INTRODUCTION

On the eve of Independence in 1947, foreign trade of India was typical of a colonial
and agricultural economy. Trade relations were mainly confined to Britain and other
Commonwealth countries. Exports consisted chiefly of raw materials and plantation
crops while imports composed of light consumer goods and other manufactures.
Over the last 60 years, India’s foreign trade has undergone a complete change in
terms of composition and direction. The exports cover a wide range of traditional and
non-traditional items while imports consist mainly of capital goods, petroleum
products, raw materials, and chemicals to meet the ever-increasing needs of a
developing and diversifying economy.

For about 40 years (1950-90), foreign trade of India suffered from strict bureaucratic
and discretionary controls. Similarly, foreign exchange transactions were tightly
controlled by the Government and the Reserve Bank of India. From 1947 till mid1990s, India, with some exceptions, always faced deficit in its balance of payments,
i.e. imports always exceeded exports. This was characteristic of a developing
country struggling for reconstruction and modernization of its economy. Imports
galloped because of increasing requirements of capital goods, defense equipment,
petroleum products, and raw materials. Exports remained relatively sluggish owing
to lack of exportable surplus, competition in the international market, inflation at
home, and increasing protectionist policies of the developed countries.
Beginning mid-1991, the Government of India introduced a series of reforms to
liberalize and globalize the Indian economy. Reforms in the external sector of India
were intended to integrate the Indian economy with the world economy. India’s
approach to openness has been cautious, contingent on achieving certain
preconditions to ensure an orderly process of liberalization and ensuring
macroeconomic stability. This approach has been vindicated in recent years with the
growing incidence of financial crises elsewhere in the world. All the same, the policy
regime in India in regard to liberalization of the foreign sector has witnessed very
significant change.

International trades between countries and across continents have existed for
centuries including previous civilizations. Traditionally international trade consisted
of traded goods like textile, food items, spices, precious metals, precious stones,
and objects of art and various items across the borders. Everybody has heard of the
silk route as well as amber road and other famous routes that existed and the ports
and settlements that flourished due to the trade, which was carried on through land
route as well as sea routes.
We have come a long way since the earlier times and International trade today has
taken on new dimension. It was a fact earlier that impact of trade between two

countries was not limited to economics alone, but fuelled political, social ambitions
too.
Today with the advancement of technology and impact of globalization has made it
necessary for all countries to engage necessarily in international trade for their
survival.
Various factors including but not limited to industrialization, development of
transportation, globalization, technology that enables trade and communication has
contributed to change in the format of business organizations as well as trade
practices.
In present scenario, no country can afford to remain isolated from and not participate
in globalization. While countries do open their economies to global competition, they
need to tread very carefully not to upset their domestic economy and protected
industries. This balancing act is often managed through individual countries trade
and tariff policy, which forms a part of each country’s foreign trade policy that
governs its approach to international trade and commerce.
Today most of the countries are party to several bi-lateral as well as multi-lateral
tariff and trade agreements like GATT — General Agreement on Tariffs and Trade
though which they regulate imports and exports to and from specific countries.

3.2

System of classification of Goods

Customs duties are chargeable on the act of importation of Goods. On some goods,
customs duties are also charged on the act of exportation. The Goods that enter
international trade are not charged to a single rate of customs duty by the importing
/ exporting country. It is required that such goods which enter the international trade
are grouped into exclusive similar categories / class of goods [chemicals, metals,
textiles, machinery, etc.] and enumerated on the basis of well-defined criteria. The
sub division and enumeration of all goods entering International trade along with
well-defined rules of interpretation, form what is normally termed as the

nomenclature of goods, in a country. Governments utilize the nomenclature as the
basis for prescribing appropriate duty on goods imported / exported. The
nomenclature combined with the duty rates is called the Tariff. As the tariff is
normally a part of the Tariff Act in a country, it is called the ‘Tariff Schedule’.
A good nomenclature of goods should ensure;
(i) That every product manufactured or otherwise, will get covered under a
code number uniformly applied the world over.
(ii) That a set of rules is available for interpretation.
(iii) That the nomenclature is accepted internationally as a technical and legal
basis for improving trade relations amongst countries.
(iv) That a statistical base, suitable for computerization is available.
The need of the nomenclature was largely fulfilled by the Brussels Tariff
Nomenclature (BTN) evolved by the world body, Customs Cooperation Council.
However, with a view to facilitate trade flow and analysis of trade statistics in a
much more coordinated manner, the Customs Cooperation Council (since renamed
as World Customs Organisation) developed the Harmonized Commodity Description
and Coding System (HS) in 1986. India adopted this nomenclature for tariff
purposes with effect from 28.2.86. The Customs Tariff is fully aligned with the HS.
The Central Excise Tariff is fully aligned with the HS at the four digit level, and at
the six digit level, proper enumeration and subdivision of products is done keeping
in view the goods that enter the trade, our experience with the concept of
manufacture and the level of growth of the indigenous industry.
ITC-HS codes are divided into two schedules. ITC(HS) Import Schedule I describe the
rules and guidelines related to import policies whereas Schedule II describe the rules
and regulation related to export policies. Schedule I of the ITC-HS code is divided
into 21 sections and each section is further divided into chapters. The total number of

chapters in the schedule I is 98. The chapters are further divided into sub-heading
under which different HS codes are mentioned. Export Policy Schedule II of the ITCHS code contain 97 chapters giving all the details about the guidelines related to the
export policies.

3.3

Payment Mechanisms in International Trade

Setting up International Trade Mechanisms involves inter disciplinary processes
including Finance, Logistics, Taxation and Supply Chain disciplines. Every Business
Manager would need to know the nuances of the trade even though he may or may not
be involved in the micro management of the processes.
Any Import or Export entails commercial transaction and payment. When an import is
made into India, the foreign supplier would have to be paid in the currency in which he
has raised the invoice. Normally international transactions are made using USD/ Euro
as the currency.
1. Advance Payment
When a new customer approaches and places an order on the Exporter,
normally might insist on advance payment for executing the order. This method
normally continues for a few times until mutual trust is built between the two
parties and they get to know each other.
2. Letters of Credit
An Exporter if dealing with an unknown customer at the other end may not have
any prior exposure to the credit worthiness of the Customer and would normally
insist on Confirmed Letter of Credit to be opened by the Customer before
shipping the goods. In such cases the Exporter may not be extending any credit.
Also in case of high value transactions with known customers too; exporters
prefer to get paid through Letter of Credit.

While dealing with a customer, the Exporter can check seek a credit worthiness
rating from the customer’s bank to be able to ascertain the authenticity and
credibility of the Customer. Normally Large Multi Nationals demand such credit
worthiness reports as a part of their policy.
3. Bill of Exchange of Documentary Drafts
When there has been sufficient relation between an Exporter and the Customer
(Importer) and the customer’s credit worthiness is known through previous
records, the Exporter might decide to extend credit and accept payment on bill of
exchange basis. This system is also called as Documentary Drafts. Documentary
drafts are of two types namely Sight Drafts and Date and Time Drafts.
4. Open or Ongoing Account
When there is a huge volume of continuous business transactions between the
Exporter and Importer and exports continue to happen on ongoing basis, the
Exporter can simply export on the basis of a purchase order and expect the
Importer to pay promptly on due date. This is the usual method adopted by most
of the Multi-National Companies as well as the large organizations that have
sufficient import volumes spread across various countries and are dealing with
multiple vendors on ongoing basis. In such cases they just determine the annual
volumes to be supplied by each vendor, issue an open purchase order and keep
reviewing only the delivery schedule. They offer standard payment commitment
on a particular date to all vendors as a global policy. The payment process will be
set and determined as a part of their business agreement.
5. Other Types of Trade and Related Payment Mechanisms
Besides the above types of payment mechanisms based on normal Exports and
Imports, there are other types of business models which work on various other
modes of payment terms too.
6. Consignment Sale

An exporter might sign up a contractor with a distributor overseas to import, hold
stock and sell the goods on his behalf. In such a situation, the distributor may not
own the stocks and the ownership might continue to lie with the exporter. The
distributor would only be an intermediary to sell the stocks and repatriate the
money realized back to the exporter and get remunerated in terms of service
charges or commission. In such cases there may be a business agreement in
place but no fixed payment mechanism may be adopted.
7. Counter Trade / Counter Purchase / Barter Trade
In yet another case of business arrangement called counter trade, exports may
be linked with return purchase of some other items from the importer or from
another source in the country. The payment may also involve services other than
products. This kind of trade becomes a necessity while dealing with countries
that do not have sufficient foreign currency. There is also another system of
international barter which is not very commonly practiced in the commercial
world.

3.4

Letter of Credit - Meaning and Different Types of LC

A letter of Credit is the Buyer’s Banker’s promise to the Bank of the Seller / Exporter
that the bank will honor the Invoice presented by the Exporter on due date and make
payment, provided that the Seller/Exporter has complied with all the requirements and
conditions set by the Importer in the said letter of credit or the Buyer’s Purchase Order
and produced documentary evidence to prove compliance, along with the necessary
shipment related documentation.
Confirmed Letter of Credit
A Letter of Credit is always sent by the Buyer’s bank to the Seller’s Bank or any bank
that is becomes an advising bank. Normally the Seller’s bank becomes an advising

bank when a normal LC is received and it delivers or advises the buyer regarding the
receipt of LC with no responsibility towards it. In case of a Confirmed LC, the Seller’s
bank checks out the authentication of the LC from the Buyer’s bank and confirms to
stand responsible for negotiating, collecting payment from the Buyer’s bank and making
payment to the seller in line with the terms and conditions stipulated in the LC. By
adding confirmation to the LC, the Seller’s bank too becomes equally responsible to
make payment for the transaction under the LC.
Seller’s Bank in turn will charge and collect service charges from the Seller for the
same.
Revocable and Irrevocable Letter of Credit
Normally the Letter of Credits issued is irrevocable, which means that no single party
can unilaterally make any changes to the LC, unless it is mutually agreeable to both the
parties involved. However an LC is said to be revocable if the terms allow any one
single party to be able to make changes to the LC unilaterally.
However it is in the interest of the buyer that he should always insist on irrevocable
Letter of Credit.
Sight LC
When the LC is opened, stipulating the condition that, on presentation of the negotiable
set of shipping document by the seller as per the terms of the LC are made, the buyer’s
bank will make payment at sight meaning immediately to the seller’s bank subject to
fulfillment of terms and conditions of the LC being fulfilled, the LC is called Sight LC.
Future or Credit LC
If the payment schedule under the said LC stipulates payment at certain future dates
after presentation of negotiable set of shipping documents by the Seller and fulfilling the
LC terms and conditions, such an LC is termed Future LC or Credit LC. It is quite
normal for sellers to extend credit of 30 days to 60 days under LCs. However the
shipping documents would have to be presented to the bank immediately so that they

documents reach the buyer well ahead in time before the consignment reaches the
foreign shores and the buyer is able to clear the consignment and take delivery.

3.5

International Trade Terms - INCOTERMS

Globalization has given impetus of international trade which is increasing by the day.
International trade involves multiple agencies, transportation agents, carriers as well as
Customs and Banks etc. of the two countries involved in trade. Any Export or Import
transaction involves transportation of goods predominantly via sea or air and in some
cases over the road transportation too. Export and Import transactions are essentially
dependent upon documentation and information to flow across all related agencies
smoothly. In fact it is essential for information to flow to the agencies involved in each
sector in advance before the physical goods arrive or move. The advancement of
technology in terms of internet and EDI has helped smoothen the transactions
internationally across all countries. Similarly in the case of international terms of trade
too, things have been smoothened and standardized across all countries with the
introduction of INCOTERMS published by ICC or International Chamber of Commerce
in 1936.
INCOTERMS are the standard terms of trade that define the rights and obligations of
the parties involved in trade. It specifies the responsibility of the buyer and the seller by
defining the transaction and the cost aspects concerning the transaction and especially
related to carriage, custom duties as well as Insurance, etc. However it limits itself to the
scope of the liability of costs and definition thereof and does not deal with the ownership
or transfer of title of goods.
INCOTERMS are divided into 4 groups namely E, F, C& D.
1. GROUP – E
This group contains only one Incoterm namely EXW - Ex. Works.

This term represents minimum liability on the part of the Seller. Seller&s
responsibility ends with delivering goods at his factory doc. The rest of the risk
and expenses involved are borne by the Buyer and would have to be carried out
through his agent at Origin.
2. GROUP – F
Consists of FCA, FAS & FOB terms. Under this category the Seller pays for the
pre carriage expenses at the Origin and the main carriage as well as Destination
charges are borne by the Buyer.
FCA - Free Carrier - Seller delivers goods to the Buyers nominated vehicle and
his responsibility ceases with delivery. Unloading, transportation as well as
Insurance from this point will be borne by the Buyer.
FAS - Free Alongside Ship - Seller completes Export formalities and delivers
cargo alongside ship. From this point onwards the risk and costs including
transportation and Insurance pass on to the Buyer.
FOB - Free On Board - Seller responsible for inland transportation, Export
clearance as well as delivery cargo onboard the Ship. Once Onboard the Ship
the risk and responsibility shifts to the Buyer who pays the transportation,
Insurance and Destination Charges.
3. GROUP – C
Under this group the Seller arranges for and pays for transportation but does not
take on the risk.
CFR - Cost and Freight - Seller pays transportation cost up to Destination Port.
Insurance and Risk are with the Buyer from the time the Seller delivers cargo on
board.
CIF - Cost, Insurance & Freight - Seller pays for transportation and Insurance but
the Risk passes to the buyer as soon as the cargo is delivered on board the ship.

CPT - Seller pays transportation cost. The risk and insurance lies with the buyer
from the point of delivery of cargo to the carrier by the Seller.
CIP - Carriage & Insurance Paid to - Seller pays transportation and Insurance.
The risk passes to the buyer when Seller delivers cargo to carrier.
4. GROUP – D
Under this group the Seller assumes all or most of the risk and takes
responsibility of delivery at Destination up to the agreed point of delivery.
DAF - Delivered at Frontier - Seller responsible to deliver cargo upto the point of
entry at Destination. Risk and responsibility further passes on to the Buyer.
DES - Delivered Ex Ship - Seller assumes risk until the ship with the cargo
reaches the port of Destination. Then the risk shifts to Buyer from the point of
discharge of vessel onwards.
DEQ - Delivered Ex. Quay Duty Paid - Seller takes responsibility until the cargo
is delivered after import clearance at destination and customs duty paid and
delivered to the point on buyers dock.
DDU - Delivered Duty Unpaid - Seller takes responsibility to deliver cargo at the
destination port where the Buyer takes on the responsibility for import clearance,
Import duties and onward delivery.
DDP - Delivered Duty Paid - Seller takes responsibility until the cargo reaches
destination, clears the customs, pays the duty and delivers cargo at Buyers dock.

3.6

Types of Licenses in International Trade

International Trade has become the order of the day in the current environment of
Globalization. The nature of economies namely under developed, developing and

developed countries as well as the availability of natural resources, labor, technology
and capital required for production etc play a important role in countries economy as
well as its reliance on international trade. While countries which are rich in resources
look for exporting to other countries and earning foreign exchange, countries mostly the
developed countries rely on imports from developing countries for their use.
Countries like Europe and Us are heavily dependent upon Imports, developing countries
like China and other Asian countries tend to rely on exports to these countries.
Though the countries and WTO have been advocating free trade and several Bi Lateral
Treaties and Multi-Lateral treaties have come into being to remove trade barriers from
one Member County to another, all of the countries still find the need to practice and
have protectionist attitude towards international trade. There are political as well as
economic considerations that govern the import and export duties levied by
Governments. Primarily import and export duties aim to encourage or restrict the
consumption as well as production in the domestic economy and market.
Countries levy Import and Export Duties on specific items and also based on countries
of origin. The management of duties and tariffs is managed through Trade Laws and
Policies. Besides imposing duties, countries also restrict and manage the import and
export of items with the help of Licenses to Import and Export.
Types of Licenses
1. Open General Licensed Items
While normal items and traded goods like textiles, consumer durables,
Handicrafts, electronics items, Food articles, Drugs etc. are generally allowed to
be imported and exported by all countries freely without restrictions.
2. Imports against Specific Import Licenses
Many items like second hand capital equipment, plant and machinery, engines
etc are traded, transferred and imported normally by developing and under
developed economies.

Such second hand machinery and goods are allowed to be imported into the
receiving countries only through specific license obtained for the said purpose.
Such license would set forth conditions required to be met by the importer to
prove the residual life of the machinery etc.
Import of Fire Arms and Ammunitions are always covered under specific licenses
in most of the countries.
3. Import - Quantity Restrictions or Quota
Some countries like USA do allocate quantity restrictions for import of items like
textile on certain countries and exporters would have to adhere to the quota
norms, which are periodically reviewed and amended as required.
4. Export Licenses
While the domestic industries are engaged in export of some important natural
resources and raw materials like iron and steel, certain kinds of herbs etc,
Governments control and restrict the export through issuing Export Licenses.
5. Negative List
Most countries maintain a negative list of items which prohibit import and export
of certain items like animal hides and other wildlife, precious wild life, livestock,
narcotics and many more sensitive items.
When people import or export items into the country without applicable licenses, do not
bring in consignments avoiding customs clearance and thus avoid paying duties as well
as those items that are prohibited are brought into the country illegally, such trade is
labeled as smuggling.

3.7

Documentation in Customs Clearance

Any Importer wishing to bring in cargo into the country may do so through air, ship, and
road or multi modal transport. Every import consignment is required to be deposited by
the transportation agency or the freight forwarder into the Customs Designated Bonded
warehouse for Customs Clearance.
Customs Clearance is facilitated by Customs Clearance Agent or Broker who is
Authorized, Licensed agency or operator to file the necessary documents on behalf of
the importer and co-ordinate the clearance activity.
Customs Clearance Process entails filing of Bill of Entry in electronic form by Clearing
Agent on behalf of the Importer with Customs, along with other Commercial Documents
including Declarations from Importer, Commercial Invoice, Packing List, P. Order Copy
as well as Certificate of Origin and Licenses to Import if any.
Bill of Entry is the main key document on which the Customs approves clearance of the
cargo and the document is crucial for availing duty credits if any by the Importer post
clearance. The Bill of Entry document is also required as an important record for audit
purposes and any further inspection from any agencies. It contains the material being
imported, harmonized classification no, CIF value, duty rate and amount, Insurance
policy details, name of exporter and importer, Shipper name, Vessel name, B/L No and
date, IGM reference no, date of arrival of goods at Indian Sea/ Airport.
Types of Bill of Entry
There are generally three kinds of Bills of Entry.
(i) Home consumption Bill of entry: This has to be filed when the importer wants to clear
the goods on payment of duty and remove them to his premises immediately. (Section
46 of the Custom Act 1962).
(ii) Into bond Bill of entry: It is also known as Warehousing Bill of Entry. This has to be
filed when the importer does not want to pay duty immediately but prefers to keep the
goods in a warehouse and pay the duty subsequently and clear the goods for home
consumption. (Section 46 and 60 of Custom Act 1962).

(iii) Ex-bond Bill of entry: This has to be filed when the importer wants to clear the
warehoused goods for home consumption on payment of duty (Section 68 of Customs
Act 1962).

3.8

Project Import

Project Imports are the imports of machinery, instruments, and apparatus etc.,
required for initial sating up of a unit or for substantial expansion of an existing Unit.
Some of the advantages of importing the goods under Project Import Regulations
are that all the machinery, appliances, and instruments etc., imported are charges to
duty at a flat rate of duty under the same tariff heading.
Project Imports assessment is a scheme of assessment which is designed to help
expeditious and easy assessment of variety of industrial goods falling under different
chapters of the Customs Tariff, The importer to arrive at the cost structure etc. can
easily work out estimation of import duty payable.
Only contracts, which are registered with the Custom house of import, will be eligible
for assessment under Heading No. 98.01.

This registration must have been

obtained before an order of clearance for home consumption is passed by the
proper officer of Customs Apart from the machinery, spares up to 10 percent of the
value of machinery, are also eligible for the benefit of the Project Import Regulations,
1986
The benefit is available only to such of the goods forming apart of the plant. The
goods imported for manufacture of the finished product (end product) of the plant are
not eligible for the benefit of Project Import Regulation 1986.

3.9

Documents to be filed for imported goods for home consumption.

The main documents to be filed are the home consumption Bill of Entry in the
prescribed form after filling up various columns are as under:
1) Supplier’s invoice.
2) Import Authorization, if applicable
3) Bill of lading (original and non-negotiable).
4) Packing list (2 copies).
5) If invoice is for FOB, freight charges and insurance premium amount certificate
should be attached.
6) Catalogue/write/up/drawing for machinery items.
7) If second hand machinery is being imported then Chartered Engineers certificate is
necessary as per the Import Export Policy
8) If steel is being imported then analysis certificate from manufacturers.
9) In the case of chemicals & allied products like synthetic resin wax, literature showing
chemical composition.
Apart from the above the importers are also required to file declaration in the
prescribed form by the importers regarding correctness of the contents and the value of
the goods, the Assessing officer may call for any other documents/information if found
necessary, to determine the correct value and correct rate of duty (Section 46 and 17
of the Customs Act,. 1962).

3.10 Let’s sum-up
The balance of trade compares the value of a country's exports of goods and services
against its imports. When exports are greater than imports, that's a trade surplus. Most
nations view that as a favorable trade balance. The opposite, when the value of imports
outweighs the value of exports, is a trade deficit. Countries usually regard that as an
unfavorable trade balance.
Countries try to create trade policies that encourage a trade surplus. They consider a
surplus a favorable trade balance because it's like making a profit as a country. Nations
prefer to sell more and receive more capital for their residents. That translates into a
higher standard of living.
An advertisement appears regularly in the newspaper in our community sponsored by a
group of local businesses. It reads: "Buy locally owned. Your money stays in the
community. Think about it—everybody wins."
India faces significant challenges in the area of trade policy— the global economic
slowdown, increasing protectionism, the stalled mega-trade deals that could in time be
revived, and perhaps more important, its own domestic preoccupations. For India to
achieve its policy objectives, the government and industry, particularly the
manufacturing sector, must prepare for opportunities and greater engagement in an
evolving multilateral trade arena. India’s priorities should include taking policy measures
to conform to global standards and supporting the World Trade Organization (WTO) to
re-launch multilateral negotiations.
The Goal


India’s Foreign Trade Policy aims to (1) increase the country’s share of
global trade from the current 2.1 percent to 3.5 percent and (2) double its
exports to $900 billion by 2020.



However, India faces myriad obstacles: lack of full understanding of trade
policy and its potential benefits, a poorly developed manufacturing sector,

unsatisfactory results from regional trade agreements, and constrained
relationships, including with its main trading partners.


India’s trade policy framework must be supported by economic reforms that
result

in

an

open,

competitive,

and

technologically

innovative

Indian economy.


The share of manufacturing in the gross domestic product needs to rise
through efficient implementation of schemes such as the Make in
India initiative.

3.11 Key Terms

POINT OF ORIGIN (shipping point)
The location where a shipment is received by a transportation line from the shipper.
Bill of Lading - A contract document agreement between the shipper and the customer
that acts as a receipt for the goods delivered to the carrier for shipment; a definition or
description of the goods; and evidence of title to the relative goods.The straight bill of
lading is a contract which provides for direct shipment to a consignee. The order bill of
lading is negotiable; it enables a shipper to collect for a shipment before it reaches its
destination (this is done by sending the original bill of lading with a draft drawn on the
consignee through a bank).
CIF - Cost, insurance, freight. It is the price, which includes the cost of material together
with the transport and insurance costs.
Certificate of origin - It is a certified document presented to the customs authorities
showing the national origin of goods for import.

CFR - Cost and freight. It is a pricing term, which indicates that the cost of the goods

and freight charges are included in the quoted price. In this case the buyer arranges for
and pays insurance.

Charter Party - It is a contract between the owner of a vessel and a "charterer" who
rents use of the vessel or a part of its freight space. It usually includes the freight rates
and the ports that is involved in the transportation.
Customs duty - Duty levied on the imports of certain goods. Includes excise
equivalents. Unlike tariffs customs duties are used mainly as a means to raise revenue
for the government rather than protecting domestic producers from foreign competition.
Commercial invoice - It is a complete transaction record between the exporter and
importer with regard to the goods sold. It contains the name and address of the seller
and the buyer, date of sale, description of the goods sold, the quantity, the unit price,
the terms of sale and the total money amount due.
Country of origin - It is a term used for the country where the merchandise was grown,
mined or manufactured, in accordance with the regulations of the customs.
Air Waybill - It is the shipping document used for the transportation of airfreight that
includes conditions, limitations of liability, shipping instructions, description of
commodity, and the applicable transportation charges. It is usually similar to a nonnegotiable bill of lading and is used for similar purposes.
Draft (or bill of exchange) - It is a written order, either negotiable or non-negotiable,
which directs one party to pay a certain sum of money to the drawer or to a third person.
Exchange rate - It is the price of one currency in terms of another i.e. the number of
units of one currency can be exchanged for one unit of another currency.
FOB - It is 'Free on board' at named port of export. It is an incoterm where the risk
passes to buyer, included the transportation and insurance payment, once delivered on
board the ship by the seller. It is only used for sea or inland waterway transportation.
Ship's manifest - It is a list of the individual shipments constituting the cargo of the
ship.

Tariff - A duty (or tax) applied to goods transported from one country to another, or on
imported products.
Wharfage - It is a charge assessed by a pier or dock owner for handling the incoming or
the outgoing cargo.

3.12 Self-assessment Questions

1. The portfolio investment by foreign institutional investors is called
a. FDI
b. FII
c. Balance of payment
d. SDR
ANSWER: b. FII
2. The investment in productive assets and participation in management as stake
holders in business enterprises is
a. FDI
b. FII
c. Balance of payment
d. SDR
ANSWER: a. FDI
3. The investment in productive assets and participation in management as stake
holders in business enterprises is foreign direct investment.
Which of the following is a part of capital account?
a. Private capital
b. Banking capital
c. Official capital
d. All the above
ANSWER: d. All the above. Capital account is classified into 3 parts in Indiaprivate, banking and official capital.

4. Foreign exchange rate means the rate at which the currency of one country can
be traded for :
Answer:The currency of any other country in the foreign exchange
5. The practice of selling goods in a foreign country at a price below their domestic
selling price is called?
Answer:Dumping
6. A Trade Policy consists of :
Answer:Export-Import Policy
7. Which of the following is international trade:
A.

Trade between provinces

B.

Trade between regions

C.

Trade between countries

D.

(b) and (c) of above

Answer: Option C.

8. Which is NOT an advantage of international trade:
A.

Export of surplus production

B.

Import of defense material

C.

Dependence on foreign countries

D.

Availability of cheap raw materials

Answer: Option C
9. If Japan and Pakistan start free trade, difference in wages in two countries will:
A.

Increase

B.

Decrease

C.

No effect

D.

Double

Answer: Option B

Q. Trade between two countries can be useful if cost ratios of goods are:

A.

Equal

B.

Different

C.

Undetermined

D.

Decreasing

Answer: Option B

Q. Net exports equal:
A.

Exports x Imports

B.

Exports + Imports

C.

Exports - Imports

D.

Exports of services only

Answer: Option C
Q. A tariff:
A.

Increases the volume of trade

B.

Reduces the volume of trade

C.

Has no effect on volume of trade

D.

(a) and (c) of above

Answer: Option B
Q. What would encourage trade between two countries?
A.

Different tax system

B.

Quality control

C.

Reduced tariffs

D.

Fixing import quotax

B.

New technology comes to the
country

Answer: Option C
Q. This is an advantage of foreign trade:
A.

We can preserve our natural
resources

C.

People need not go abroad

D.

We can get foreign currencies

Answer: Option B
Q. Dumping refers to:

A.

C.

Buying goods at low prices
abroad and selling at higher
prices locally

Reducing tariffs

B.

Expensive goods selling for low
prices

D.

Sale of goods abroad at low a
price, below their cost and price
in home market

Answer: Option D
Q. The largest item in our import list is:
A.

Consumer goods

B.

Machinery

C.

Petroleum

D.

Computers

Answer: Option C

3.13 Further Readings
Questions and Answers on Finance of International Trade, Editors: Waxman, L. (Ed.)
Foreign Trade of India: Trends, Policies and Prospectsby Vibha Mathur
Indian Economy, Agenda for the 21st Century: Essays in Honour of Professor P R
Brahmananda., edited by Raj Kumar Sen, Biswajit Chatterjee

3.14 Model Questions

1. What is irrevocable letter of credit, definition and application?
Ans: We can define an irrevocable letter of credit (ILOC) as a type of documentary
credit which cannot be cancelled or amended by the issuing bank without the
agreement of the parties of the letter of credit.
2. What is clean on board?
Ans: If the word “clean” appears on a bill of lading and has been deleted, the bill of
lading will not be deemed to be claused or unclean unless it specifically bears a clause
or notation declaring that the goods or packaging are defective.
3. Discuss various types of LC and which type is preferred in imports by the
buyer?
4. Discuss step by step customs clearance for imports.
5. What is Import general Manifest (IGM)?
6. When should the Bill of Entry be filed?

Unit- 4
Logistics
Learning Objectives
After completion of the unit, you should be able to:


Understanding objectives of logistics



Understand the importance of warehousing



Know the logistics strategy and outsourcing



Understand Strategic Fit



Know the information system for Logistics function
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4.1

INTRODUCTION

Word, ’Logistics’ is derived from French word ‘loger’, which means art of war pertaining
to movement and supply of armies.
A military concept, fighting a war requires:


Setting of an objective



Meticulous planning to achieve the objective



Troops properly deployed



Supply line consisting weaponry, food, medical assistance, etc. maintained



Plan should be such that there is minimum loss to men & material
Logistics is concerned with getting products and services where they are needed
and when they are desired. In a modern society most if the customers take
excellent logistics service from company as granted and tend to notice logistics
only when there is a problem.

For Example- Non availability of goods and services which they need very badly,
when they visit retail store they expect goods to be in good condition, for exfresh fruits, meat, vegetables and the like.

It is difficult to visualize accomplishing any manufacturing and marketing actively,
efficiently and effectively without any logistical support. Logistics is a broad far
reaching function, having a great impact on the standard of living of a modern
society.
Logistics management is the part of supply chain management that plans,
implements, and controls the efficient, effective forward, and reverse flow and
storage of goods, services, and related information between the point of origin
and the point of consumption in order to meet customer's requirements.
Logistics management involves numerous elements, including:


Selecting appropriate vendors with the ability to provide transportation facilities



Choosing the most effective routes for transportation



Discovering the most competent delivery method



Using software and IT resources to proficiently handle related processes

In logistics management, unwise decisions create multiple issues. For example,
deliveries that fail or are delayed lead to buyer dissatisfaction. Damage of goods due
to careless transportation is another potential issue. Poor logistics planning gradually
increases expenses, and issues may arise from the implementation of ineffective

logistics software. Most of these problems occur due to improper decisions related to
outsourcing, such as selecting the wrong vendor or carrying out delivery tasks
without sufficient resources.

4.2

Objectives of logistics

The primary objective of logistics management is to move the inventory in a supply
chain effectively and efficiently to extend the desired level of customer service at the
least cost as done parallel with waste management. To achieve this, the following
subsets of the above broader objective need to be achieved in supply chain
management.

1. Operating Objectives
In terms of logistical system design and administration, each firm must simultaneously
achieve at least six different operational objectives. These operational objectives, which
are the primary determinants of logistical performance, include rapid response,
minimum variance, minimum inventory, movement consolidation, quality, and life-cycle
support. Each objective is briefly discussed.
2. Rapid Response
Rapid response is concerned with a firm’s ability to satisfy customer service
requirements in a timely manner. Information technology has increased the capability to
postpone logistical operations to the latest possible time and then accomplish rapid
delivery of required inventory. The result is elimination of excessive inventories
traditionally stocked in anticipation of customer requirements. Rapid response capability
shifts operational emphasis from an anticipatory posture based on forecasting and
inventory stocking to responding to customer requirements on a shipment-to-shipment
basis. Because inventory is typically not moved in a time-based system until customer
requirements are known and performance is committed, little tolerance exists for
operational deficiencies
3. Minimum Variance
Variance is any unexpected event that disrupts system performance. Variance may
result from any aspect of logistical operations. Delays in expected time of customer
order receipt, an unexpected disruption in manufacturing, goods arriving damaged at a
customer’s location, or delivery to an incorrect location-all result in a time disruption in
operations that must be resolved. Potential reduction of variance’ relates to both internal
and external operations. Operating areas of a logistical system are subject to potential
variance. The traditional solution to accommodating variance was to establish safety
stock inventory or use high-cost premium transportation. Such practices, given their
expense and associated risk, have been replaced by using information technology to
achieve positive logistics Control. To the extent that variances are minimized, logistical

productivity improves as a result of economical operations. Thus, a basic objective of
overall logistical performance is to minimize variance.
4. Minimum Inventory
The objective of minimum variance involves assess commitment and relative turn
velocity. Total commitment is the financial value of inventory deployed throughout the
logistical system. Turn velocity involves the rate of inventory usage over time. High turn
rates, coupled with inventory availability, means that assets devoted to inventory are
being effectively utilized. The objective is to reduce inventory deployment to the lowest
level consistent with customer service goals to achieve the lowest overall total logistics
cost. Concepts like zero inventories have become increasingly as managers seek to
reduce inventory deployment. The reality of re-engineering a system is that operational
defects do not become apparent until inventories are reduced to their lowest possible
level. While the goal of eliminating all inventories is attractive, it is important to
remember that inventory can and does facilitate some important benefits in a logistical
system. Inventories can provide improved return on investment when they result in
economies of scale in manufacturing or procurement. The objective is to reduce and
manage inventory to the lowest possible level while simultaneously achieving desired
operating objectives. To achieve the objective of minimum inventory, the logistical
system design must control commitment and turn velocity for the entire firm, not merely
for each business location.
5. Movement consolidation
One of the most significant logistical costs is transportation. Transportation cost is
directly related to the type of product, size of shipment, and distance. Many Logistical
systems that feature premium service depend on high-speed, small-shipment
transportation. Premium transportation is typically high-cost. To reduce transportation
cost, it is desirable to achieve movement consolidation. As a general rule, the larger the
overall shipment and the longer the distance it is transported, the lower the
transportation cost per unit. This requires innovative programs to group small shipments
for consolidated movement. Such programs must be facilitated by working
arrangements that transcend the overall supply chain.

6. Quality improvement
A fifth logistical objective is to seek continuous quality improvement. Total quality
management (TQM) has become a major commitment throughout all facets of industry.
Overall commitment to TQM is one of the major forces contributing to the logistical
renaissance. If a product becomes defective or if service promises are not kept, little, if
any, value is added by the logistics. Logistical costs, once expended, cannot be
reversed. In fact, when quality fails, the logistical performance typically needs to be
reversed and then repeated. Logistics itself must perform to demanding quality
standards. The management challenge of achieving zero defect logistical performance
is magnified by the fact that logistical operations typically must be performed across a
vast geographical area at all times of the day and night. The quality challenge is
magnified by the fact that most logistical work is performed out of a supervisor’s vision.
Reworking a customer’s order as a result of incorrect shipment or in-transit damage is
far more costly than performing it right the first time. Logistics is a prime part of
developing and maintaining continuous TQM improvement.
7. Life-Cycle support
The final logistical design objective is life-cycle support. Few items are sold without
some guarantee that the product will perform as advertised over a specified period. In
some situations. The normal value-added inventory flow toward customers must be
reversed. Product recall is a critical competency resulting from increasingly rigid quality
standards, product expiration dating and responsibility for hazardous consequences.
Return logistics requirements also result from the increasing number of laws prohibiting
disposal and encouraging recycling of beverage containers and packaging materials.
The most significant aspect of reverse logistical operations is the need for maximum
control when a potential health liability exists (i.e.. a contaminated product). In this
sense, a recall program is similar to a strategy of maximum customer service that must
be executed regardless of cost. Johnson & Johnson’s classical response to the Tylenol
crisis is an example of turning adversity into advantage. The operational requirements
of reverse logistics range from lowest total cost, such as returning bottles for recycling,
to maximum performance solutions for critical recalls. The important point is that sound

logistical strategy cannot be formulated without careful review of reverse logistical
requirements.

4.3

Various functions of logistics
The various functions of logistics are:

 Order Processing: Processing the orders received from the customers is an
activity, which is very important by itself and also consumes a lot of time and
paperwork. It involves steps like checking the order for any deviations in the
agreed or negotiated terms, price, payment and delivery terms, checking if the
materials is available in stock, producing and scheduling the material for
shortages, and also giving acknowledgement to the owner, by indicating any
deviations.
 Inventory Planning and management: Planning the inventory can help an
organization in maintaining an optimal level of inventory which will also help in
satisfying the customer. Activities like inventory forecasting, engineering the
order quantity, optimization the level of service, proper deployment of inventory
etc. are involved in this.
 Warehousing: This serves as the place where the finished goods are stored
before they are sold to the customers finally. This is a major cost center and
improper warehouse management will create a host of problems.
o Transportation: Helps in physical movement of the goods to the
customers place. Thisis done through various modes like rail, road, air,
sea etc.
o Packaging: A critical element in the physical distribution of the product,
which alsoinfluences the efficiency of the logistical system.

4.4

Logistics outsourcing

Logistics outsourcing involves a relationship between a company and an LSP (logistic
service provider), which, compared with basic logistics services, has more customized
offerings, encompasses a broad number of service activities, is characterized by a longterm orientation, and thus has a strategic nature.
Outsourcing does not have to be complete externalization to a LSP, but can also be
partial:


A single contract for supplying a specific service on occasion



Creation of a spin-off



Creation of a jointventure

Third-partylogistics (3PL) involves using external organizations to execute logistics
activities that have traditionally been performed within an organization itself. According
to this definition, third-party logistics includes any form of outsourcing of logistics
activities previously performed in house. For example, if a company with its own
warehousing facilities decides to employ external transportation, this would be an
example of third-party logistics. Logistics is an emerging business area in many
countries.
The concept of a fourth-party logistics (4PL) provider was first defined by Andersen
Consulting (now Accenture) as an integrator that assembles the resources, planning
capabilities, and technology of its own organization and other organizations to design,
build, and run comprehensive supply chain solutions. Whereas a third-party logistics
(3PL) service provider targets a single function, a 4PL targets management of the entire
process. Some have described a 4PL as a general contractor that manages other 3PLs,
truckers, forwarders, custom house agents, and others, essentially taking responsibility
of a complete process for the customer.

4.5

Logistics strategy

In the modern day dynamic business environment, competitive pressures and
customerdemands force a large number of firms in shifting their priorities towards
understanding thelogistics supply chain process for delivering superior value to
customer. In order to achievethis objective, the historic role of warehousing,
transportation, storage, and handling havestarted with a more comprehensive role,
which pervades the entire supply chain.
Logistics strategy facilitates gaining a competitive edge to support emerging
technologies.
As a service function logistics involves the four basic features:
Reliability: Influences the degree of trust, which a supplier can have, in a
company’scapability for honoring commitments. The supplier has to be perceived as
reliable andfor this the supplier needs to exhibit certain service characteristics. A high
degree ofreliability in terms of inventory and material delivery is expected from the
supplier end.
Thus a key objective of the logistical system needs to be reliability in meeting theneeds
of the customer, according to the resource planning.
Responsiveness: The speed with which customer demands are being responded.
Responsiveness is expected at all levels of the supply chain. Response to presalesenquiry by using latest available information and communication technologies is
animportant strategy. Supplying material as per customer needs, and frequent
deliveriesin fewer lot sizes are important. Deliveries can also be made at the various
assemblycenters, which are in proximity to the markets. A firm will gain a winning edge
incompetitive markets through a responsive strategy.
Relationship: Firms spend huge amounts in Customer Relationship Management
(CRM) related activities for development of long term relationships to retain
customers,and also reduce the element of risk in demand management. Partnering with
the rightsupplier and considering the supplier operations, as an extension of its own
operationswill enhance the efficiency and effectiveness of the supply chain.
Rationalization: This refers to reducing the supplier base and partnering with
selectsuppliers. The supplier’s facility is treated as an extension of the buyer’s facility
andthere is sharing of information, experience and resources for mutual advantage.

Requirements for an effective Logistics Strategy
Characteristics of an effective logistics strategic planning and project management are
asfollows:
Dedicated planning resources and programs: Unless proper resources are set aside
forlong term planning, it will not be carried out to the level of necessity to assess ways
ofchanging economic, technological, competitive, demographic and regulatory
environmentsaffecting long-range requirement of logistics. A dedicated logistics
planning team needs tobe organized. The logistics planning team should include
analytical and operationalbackgrounds that are required to resolve complex issues.
Formal Logistics Planning Methodology: Logistics is filled with interdependent
activities,which impact other areas of the organization. Planning activity goes through
three importantphases such as investigation, vision and implementation. In the
investigation phase, alogistics audit is conducted and the company’s current
performance and practices arecompared with world-class practices. The vision phase
involves application of world-classpractices to the current environment. In the
implementation phase, detailed project plans forcompleting the recommended initiatives
are developed and monitored.
Strategic Logistics Planning
Business firms have been forced to reengineer or redefine their business process so
thatefficiency and effectiveness can be brought into the operations. The main reason for
thishas been the increasing globalization of business activities, intense competition,
anduncertain markets. Different firms have different process of strategy formulation
andimplementation. The process of strategic logistics planning has the following steps:


Analyzing the external and internal environment, which will help to determine
theresource requirements, limitations and any other factors.



The environmental analysis identifies the company’s strengths,
weaknesses,opportunities and threats in customer service.



SWOT enables in formulating the appropriate resources and the logistics mix
orresources required for achievement of organizational goals.



A structural design is needed to implement the strategy. The primary concern
here isthe strategic planning of warehouses; transportation and information flow

in the entiresupply chain. A proper interface between channel structure of the
firm and its logisticalnetwork can be done with the help of a structural design.
The efficiency of thefunctional elements in the movement of information and
inventory across the supplychain will influence the success of the strategy
implementation.


Selection of transportation route, mode and carrier operator is a key aspect for
offeringand maintaining a reliable and consistent service level.



The role of material procurement and management also cannot be ignored.

Implementing the strategy is absolutely important and its success depends onefficiency
of the human resources, equipment and the interfaces involved. A majortask at the level
of operation are order registration, processing, picking, replenishmentand dispatching.
Thus, the process of strategic logistics planning will improve the overall responsiveness
of theOrganization.
Components of Information Decisions in Supply Chain Strategy:
 Push Versus Pull: While designing the pieces of supply chain, it is necessary
todetermine whether these are part of the push or pull phase in the supply chain.
Pushsystems require an elaborate Master Production Schedule (MPS) and
MasterRequirements Planning (MRP). The Master Production Schedule rolls the
MaterialRequirements Planning (MRP) system. In contrast, for pull systems,
information isrequired on actual demand for quick transmission throughout the
entire chain so that thereal demand is reflected.
 Competitive Strategy: This defines the customer needs to be satisfied through
itsproducts and services. A firm’s competitive strategy depends upon the
customerrequirements. It targets the customer segments with a main objective of
providingproducts and services to cater to the customer needs.
 Product Development Strategy: Mentions clearly the portfolio of new products,
whichneeds to be developed by a company giving an indication whether efforts
towards theseare done internally or externally.
 Marketing and Sales Strategy: Specifically mentions about market
segmentation anddetails relating to positioning, pricing and promotion of the
product.

 Supply Chain Strategy: A wide term, which includes supplier, operations and
logisticsstrategy. Includes decisions relating to inventory, transportation,
operating facilities andinformation flows. The strategy specifies the activities of
supply chain such asoperations, distribution and service.
 Other Strategies: A company also devises additional strategies for finance,
accountinginformation technology and human resources.
Logistics Strategies
 Formulating a logistics strategy can be viewed from the following three angles:
 Customer demands satisfied through strategy implementation
 Targeting customers
Resources required for implementing strategies
Formulating a strategy is not an isolated process. Logistics strategy needs to
havecongruence with the overall goal and strategy of the business. A synergy with the
otherdomains of the organization is necessary. An example of this can be the
Management
Information Systems of an organization encompassing all the functional areas of
business.
The MIS, being an information sharing system across the supply chain has
considerablesynergy with logistics operation.. Considering the importance of
formulating a logisticsstrategy, the following are the possible approaches:
The following competitive and generic strategies could be pursued for logistics
operations:
1. Cost Leadership: Achieving cost leadership is facilitated by logistics cost reduction
to amajor extent. This can be achieved by many ways. Examples of achieving logistics
costreduction are:
 Reducing transaction costs through IT support
 Warehouse operations based on scale economics
 JIT, cross docking and postponement, which results in reduction of inventory and
relatedcosts.
 Reduced vendor base and co-partnerships with suppliers.

2. Differentiation: This strategy focuses on offering superior service. Examples of
offeringlogistics services for differentiation:
 On time and consistent delivery
 Logistics solutions to suit individual requirements
 Tracking consignments
3. Collaboration: A strategy where the customer works in collaboration with the
suppliers.
An example here is Vendor Managed Inventory (VMI). In VMI, customer places no
ordersbut instead shares information with the vendor. This information relates to actual
usage orsales of their product, their current on hand inventory and details of additional
marketingactivity. On the basis of this information, the supplier takes responsibility for
replenishmentof the customer inventory.
4. Diversification: Firms having a lot of operations adopt this strategy. The basic
objectivehere is the lower cost and better control over operations thus providing
superior customerservice.
5. Outsourcing: Outsourcing services to logistics service providers having expertise in
thisarea in order to bring efficiency and effectiveness into the logistics operations. An
examplein outsourcing is Customs Clearance service providers. As a majority of
exporters andimporters do not have a proper expertise in this area of logistics
operations, many logisticsservice providers offer customs clearance services to their
client s. This can reduce the overalltransaction cost.

4.6

Implementation of Strategy

Implementation of the strategy is an important activity after the formulation. The firm
needsto evolve a proper framework to successfully implement its logistics strategy.
Importantaspects for implementation of strategy are:
 Financial dimensions of control such as net income return on equity, net profits
etc
 Non-financial parameters of control such as quality of service, customer
satisfaction,delivery time etc.

 The organizational culture and employee motivational programmes initiated by
thecompany facilitate behavioral controls for employees.
 The structure of the organization is of importance. Organizational structure with
awidespan of control give higher motivation to employees to perform well and
strategyimplementation can be done successfully in such organizations.
 Skills of the implementers of the strategy are also an important consideration.
 The successful implementation of logistics strategy depends to a great extent on
theinformation shared with internal and external customers and also logistics
partners.
 Transparency at both the buyer and seller’s end helps to build an element of
trust, thusadding value to the customer delivery chain, which makes the task of
implementationsimpler.
Strategic Issues that confront today’s business organization
With today’s business scenario becoming more complex these have an impact on
logistics.
The following strategic issues confront the area of logistics today:
 Expansion of customer service: Today’s customers are more demanding, not
only interms of quality but also from service point of view. There is a need for
differentiationwith more and more markets becoming ‘commodity’ markets. The
creation of differentialadvantage is through adding value, especially through
customer service. Achievingcompetitive advantage through customer service is
from a carefully planned strategy forservice, and developing appropriate delivery
systems and commitment from peoplethroughout the organization. Achieving
service excellence can be only through a closelyintegrated logistics strategy.
 Time Compression: Time is a critical issue in management. Shorter product life
cyclesenable customers to accept substitute products, which are available just in
time. In thecase of introducing new products, management implications result
from the reduction inthe time ‘windows’ for making profits. Amidst all the concern
for creating and managinginnovation, there is an issue, which is perhaps given
the necessary attention only now.

This issue is the problem of extended logistics lead times. Lead-time is the time
taken toconvert order into cash. An important function of logistics is the provision
of availability.
The integration of marketing and manufacturing planning is necessary to achieve
theavailability requirement. More problems are created by limited co-ordination of
supplydecisions with the dynamic requirements of the market and the limited
visibility inpurchasing and manufacturing related to final demand. A radically
different approach tomanage lead-time is required to overcome these problems
and establish long-termcompetitive advantage by ensuring timely response to
changing demand.
 Globalization of the industry: The increasing trend towards globalization is
proving achallenge for logistics management. Global companies seek to achieve
competitiveadvantage by identifying world markets for its products and then
developingmanufacturing and logistics strategy to support its marketing strategy.
 Organizational integration: The classical business organization is based upon
strictfunctional divisions and hierarchies. Achieving a closely integrated,
customer-focusedmaterials flow while encroached management with its priorities
guards traditionalterritorial boundaries. Today’s organizations follow a systems
approach where functionsare components of the system, which requires an
overall guidance to fit together.

4.7

Strategic Fit

This means that there is a common goal between the competitive as well as supply
chainstrategies. Aims at achieving a consistency between the customer priorities
satisfied by thecompetitive strategy and the supply chain capabilities satisfied by the
supply chain strategy.
Three basic steps in achieving the strategic fit:
1. Identifying the uncertainties of the customer and supply chain: To have
anunderstanding about the customer, the company must first understand the needs of

thecustomer segment. For example a customer who visits a store nearby may be doing
sofor convenience and not for the low cost. Similarly, a customer may visit another
storeirrespective of its location for its low cost.
Various attributes on the basis of which customer demand varies across
segmentsare as follows:
 Product quantity required in each lot
 Tolerable limit of response time
 Price of the product
 Required service level
 Desired level of innovation
Demand and Implied Uncertainty: Demand uncertainty reflects the uncertain
customerdemand for a product Implied demand uncertainty is related to the portion of
demand,which the supply chain is required to handle. This is in contrast to the demand
uncertainty,which reflects uncertain demand for a product.
2. Understanding the Supply Chain: After understanding the company uncertainty,
thefirm needs to meet the demand in the uncertain environment in the best possible
way.
A tradeoff between responsiveness and efficiency is of significance here. Aresponsive
supply chain has an ability to provide the following such as responding to avoluminous
demand; meeting high service levels, handling variety and innovativeproducts. But
responsiveness can be achieved only with a cost. An efficient supplychain operates by
making and delivering a product to the customer at a lower cost.
3. Achieving Strategic Fit: The performance of the supply chain needs to be
consistentwith the targeted needs of the customer and uncertainty in the supply chain. A
firm needsto consider all the functional strategies within the supply chain to achieve a
completestrategic fit. A supply chain, which is highly responsive, needs to devote all its
functionalstrategies towards service levels while an efficient supply chain needs to focus
itsfunctional strategies towards cost.
Other Issues Affecting Strategic Fit:

Multiple products and customer segments: A majority of the companies
manufactureand sell multiple products to multiple customer segments, each one of

these with differentcharacteristics. Each of these products and segments has an implied
demand uncertaintyof their own. While creating a supply chain strategy for each of
these, the company needsto balance efficiency and responsiveness provided the
portfolio of products, customersegments and sources of supply are known.
Product Life Cycle: When products pass through the product life cycle, there is a
changein the characteristics of demand and the needs of the customer segments being
cateredto. Towards the beginning of the cycle, demand of the product is absolutely
uncertain andthere is unpredictable supply. Availability of product is a crucial factor in
capturing themarket, cost being a secondary factor. High implied uncertainty makes
responsiveness akey feature of the supply chain.
At the later stage of the life cycle, demand becomes more certain and supply is
predictableto a certain extent. Increase in competition lowers the margin. The supply
chain becomesefficient from responsiveness. Thus the supply chain strategy must keep
changing overthe product life cycle as demand and supply characteristics change.

Competitive Changes over Time

Finally, changes in competitor behavior are a point of consideration. Competitors
caninfluence the competitive strategy. With more product variety, supply chain have
beenforced to develop an ability to supply high variety. With a change in the
competitivelandscape, firms are forced to alter the competitive strategy. A strategic fit
needs to bemaintained with a change in the supply chain strategy.
Conclusion

Organizations formulate strategies responding to environmental pressure. Logistics is
animportant element in these strategies. The apparent trends today are from a
logisticsstrategy approach to a strategic logistics approach. Logistics is being used as a
tool to againsustainable strategic advantage more than a tool for developing
competitiveness. Thesuccess of the strategy depends to a great extent on the

framework, where key variablesare control tools like organizational culture and
structure, and human skills involved in theprocess.
Today, managers are encouraged to look beyond the traditional view and seek out
todevelop logistics strategies for exploiting a lot of potential to improve productivity
andefficiency to deliver advances in customer service. A large amount of capacity
utilization,reduction of inventory and improvements of service through tighter cooperation withsuppliers is required.

4.8Logistics Information System

Logistics information systems are the means of capturing, analyzing, and
communicatinginformation related to logistics and supply chain management.
Information was largelypaper-based during the past and thus resulted in slow,
unreliable, error-prone transfer ofinformation. Now, with technology becoming user
friendly and also less expensive,logistics managers can effectively and efficiently
manage information electronically.
Earlier, logistics focused on efficient flow of goods through the distribution channel.
Information flow was not given that much of importance. Now, timely and
accurateinformation is critical owing to the following reasons:
 Total customer service includes information related to order status, product
availability, delivery etc.
 To reduce supply chain inventory, information is very essential as this can
minimize demand uncertainty
 There is more flexibility with information as there is clarity as to how, when and
where resources may be utilized to gain strategic advantage
This has triggered the need for an effective Logistics Information System.
Functions of a Logistics Information System are as follows:

 Planning
 Co-ordination
 Customer service and communication

 Control
Logistics information systems are the threads, which link the various logistics
activities into an integrated process. The system builds on four levels of
functionality:
Building Blocks of LIS are as follows

a)Transaction System - Initiates and records individual logistics activities.
Activities include order entry, selection, inventory assignment, shipping, pricing,
and invoicing and customer enquiry. In this system, the customer order
performance cycle is completed though a series of information system
transactions.
b) Management Control Systems - Focus is on performance measurement and
reporting. Performance measurement provides management feedback regarding
the service level and resource utilization. Customer service, productivity, financial
and quality indicators are the commonly used performance measures. While, the
Logistics Information System (LIS) reports past performance, it is also essential
that exceptions are identified as and when they are processed.
c) Decision analysis – Focuses on decision applications to assist managers to
identify, evaluate and compare logistics strategic and tactical alternatives, vehicle
routing and scheduling, facility location cost – benefit analysis etc. Evaluates
future tactical alternatives and thus need to be unstructured and flexible to
consider a wide range ofoptions. To benefit from its capability, user requires a lot
of expertise and training.
d)Strategic Planning - Focus is on information support to develop and refine the
logisticsstrategy. Decisions are typically more abstract in nature, are lesser
structured and have along-term focus. This level requires incorporating lowerlevel data collection into a range ofbusiness planning as well as decision-making
models, which help in evaluating theprobabilities and payoffs of strategies.
Principles of Logistics Information
Six principles to be incorporated to ensure that management information needs
areadequately met:

 Accuracy - The degree to which the Logistics Information System reports should
matchwith the actual physical counts. The logistics information must accurately
reflect both thecurrent status as well as the periodic activity for measures such as
customer orders aswell as levels of inventory.
 Availability - Logistics information must be readily available when required.
Enterprisesusually have substantial data relating to logistics activities, but these
are often paperbasedorvery difficult for retrieval from computer systems. It is
necessary that these areavailable speedily to improve customer response and
decision - making. Thedecentralization of logistics operations makes in
necessary to access information fromanywhere and update them, which the
information system must enable to do.
 Timeliness – Refers to the time lapse between when an activity occurs and
when theactivity becomes visible in the information system. It is essential that
timely informationbe provided for quicker management feedback. Corrective
action can be taken and losscan be minimized with timely management controls.
Thus, timely information reducesuncertainty and identifies problems, reduces
inventory requirements and increasesdecision accuracy.
 Exception-based Logistics Information System – LIS needs to be exceptionbased inorder to highlight problems and opportunities. The information system
must identifyexception situations, which require attention of management and
decision-making.
 Managers can then focus on situations, which require maximum attention and
offer opportunity to improve service or reduce cost. LIS need to be state of the
art, highlyexception-oriented and must utilize the system for identifying decisions
requiringmanagement attention.
 Appropriate Format – Logistics reports and screens need to contain the
rightinformation in the proper structure and must follow a logical sequence.
 Flexibility – LIS must be flexible to meet the requirements of both system users
andcustomers. Tailored data to meet specific customer requirements must be
madeavailable by information systems. Within the organization, information

systems must becapable of upgrading to meet future requirements of the
enterprise without incurringhuge costs or time.

4.9

Let’s sum-up
Nowadays corporations look only for sustainable competitive advantage, not only
forgrowth, but also to survive. There is so much killing competition that
corporations arecompelled to review their business process while they deliver the
products and services to customers, who are looking for more and more value for
the money that they are spending. The focus of competition has shifted from the
product to the supply chain.
Today, logistics management is based on the system concept and cost
approach.
Transportation, warehousing, handling of material, inventory management and
orderprocessing are the major logistics activities, which impact the customer cost
and operation. Integrated logistics helps in taking the cost out of the supply chain
and also enhance the customer service level.
When looking at the macro level, a growth of a country’s economy depends on
theavailability of excellent logistics infrastructure. The speed of the movement of
goodsdepends to a great extent on the various modes of transportation like rail,
road, air, and sea.
Logistics has a bright future, especially in India, but certain pressing issues like
abolition of octroi levy, rationalization of customs formalities, improvement in road
and railinfrastructure, creation of modern warehouse facilities etc., have to be
taken care of. Thegeographical position of India also is well positioned to emerge
as an excellent hub for avariety of products.

4.10 Key Terms
Bonded warehouse - Customs authorities’ authorized warehouse used
forstorage of goods on which payment of duties is deferred until it is removed.

Consignment - A term for the shipment of goods from an exporter (consignor) to
an agent (consignee) under an agreement that the consignee undertakes to sell
them for a commission. The consignor retains the title to the goods until they are
sold.
Outsource- To utilize a third-party provider to provide services previously
performed in-house.
The sub-contracting to external companies of tasks considered to be outside an
organisation's core competence. Logistics outsourcing is one of the most popular
forms.
Tare Weight-In railcar or container shipments, the weight of the empty railcar or
empty container.
Place of Delivery- Place where cargo leaves the care and custody of carrier.
Place of Receipt- Location where cargo enters the care and custody of carrier.
Terminal- An assigned area in which containers are prepared for loading into a
vessel, train, truck, or airplane or are stacked immediately after discharge from
the vessel, train, truck, or airplane.
A location or facility for the handling and/or temporary storage of cargo as it is
loaded/unloaded or transferred between enterprises.
Prepaid- A freight term which indicates that charges are to be paid by the
shipper.
Freight charges paid by the consignor (shipper) prior to the release of the bills of
lading by the carrier.

Abatement- A discount allowed for damage or overcharge in the payment of a
bill.
ACT OF GOD- An act beyond human control, such as lightning, flood or
earthquake.
Bar Coding- A method of encoding data for fast and accurate readability.
Bar codes are a series of alternating bars and spaces printed or stamped on
products, labels, or other media, representing encoded information which can be
read by electronic readers called bar.
COD- Abbreviation for: Collect (cash) on Delivery. Carried on Docket (pricing).

COFC- Abbreviation for the Railway Service "Container On Flat Car."
Consignment- One or more items that a carrier has accepted for shipment at a
given time.
A stock of merchandise advanced to a dealer and located at his place of
business, but with title remaining in the source of supply. 2. A shipment of goods
to a consignee.
Inbound logistics- The movement of raw materials and components from
suppliers/vendors to production processes and storage facilities. International
inbound logistics is the management of the international inbound supply chain,
often on behalf of retailers.
The movement of materials from suppliers and vendors into production
processes or storage facilities.
Outbound Logistics- The process related to the movement and storage of
products from the end of the production line to the end user.

Third-party logistics- (abbreviated 3PL) describes businesses that provide one
or many of a variety of logistics-related services. Types of services would include
public warehousing, contract warehousing, transportation management,
distribution management, freight consolidation. A 3PL provider may take over all
receiving, storage, value added, shipping, and transportation responsibilities for a
client and conduct them in the 3PL's warehouse using the 3PL's equipment and
employees, or may manage one or all of these functions in the client's facility
using the client's equipment, or any combination of the above. Another term, 4PL
is sometimes used to describe businesses that manage a variety of logistics
related services for clients by using 3PLs. Also see Public Warehouse and
Contract Warehouse or visit International Warehouse Logistics Association
(IWLA) site.
Transportation, warehousing and other logistics related services provided by
companies employed to assume tasks that were previously performed in-house
by the client.

4.11 Self-assessment Questions
Q. Logistics systems are made up of three main activities:

a. Order processing
b. Inventory management
c. Both (a) and (b)
d. None of these
Ans: C
Q.

What are Elements of Logistics System?
a. Transportation
b. Warehousing
c. Inventory Management
d. All of these

And: D
Q.

Freight transportation often accounts for even two-thirds of the total
logistics cost andhas a major impact on the level of customer
service.
(a) True
(b) False

Ans: (a)
Q.
Buying according to the requirements is called …………
a. Seasonal Buying
b. Hand to mouth buying
c. Scheduled Buying
d. Tender Buying
Ans: b

4.12 Further Readings
1.

Marketing Logistics- a supply-chain approach by Satish Kapoor
&PurvaKansal

2.

Supply Chain Management, Theory & Practice by Mohanty&Deshmukh

3.

Logistical Management, the Integrated Supply Chain Process by
Bowersox&Closs

4.13 Model Questions
1.

What are the major logistics functions?

2.

Briefly define integrated logistics.

3.

Elaborate the functions of warehousing, its benefit and type.

4.

Explain the three phases of customer service with a suitable illustration.

