Chapter 15 – Purchasing Capital Equipment
Capital Equipment (def): Assets that are held for longer than a year acquired for long-term requirements and used in the production of goods and services. 

· Buying capital equipment is thus an investment decision and the following considerations must be taken into account:

(1) product support

(2) availability of spares

(3) after-sales service

(4) financial viability of supplier

Take total cost of ownership of buying capital goods into account and not just the purchase price. 

Classification of Capital Goods:

· multipurpose equipment: have a variety of uses in various industries, have a relatively longer life and have considerable salvage value e.g. forklifts, furniture
· single purpose equipment: only does one or several similar operations but quality of work is better e.g. specialised production machinery and specialised machinery tools
Characteristics of Purchasing Capital Equipment:
(1) Large Expenditure

· relatively large capital outlay regarded as an investment and financed from long-term capital

· could be necessary to use special financing like bond issues/ leasing/ paying in instalments

· look at total cost of ownership and include all relevant costs along with purchasing price e.g. purchasing admin, follow up, transportation, insurance, depreciation etc
(2) Non-Recurring Expenditure

· capital equipment purchased at irregular intervals and used up gradually in production process
· to keep capital expenditures uniform yty and keep maintenance costs to a minimum, replace equipment regularly rather than all at once

(3) Specialised & technical nature of capital equipment

· due to specialised nature of capital equipment various other functions can get involved in purchasing process
· lead time can be longer and major installations could also require a significant period of start-up

· capital equipment procurement can be strategic so supplier selection is very important

Size and Scope of Capital Equipment Team:

· several tasks need to be performed to meet key objectives:

(1) determine specifications

(2) select adequate supplier

(3) conduct negotiations

(4) install and maintain equipment

· important to select the correct equipment sourcing team, often across functions, to decide on acquiring capital equipment

· the number of people involved depends on the following:

(1) extent of possible adverse consequences (greater the risk, more people involved)

(2) purchasing situation; purchasing can handle a straight re-buy but in a new task or modified re-buy more functions can be involved

(3) size of the organisation

(4) business orientation of the organisation

The role of purchasing and supply management in the procurement of capital equipment:
· purchasing and supply function does not necessarily play a dominant role in the purchasing of capital equipment – mainly provide support – give advice and promote supplier relations
· can provide input in the following areas:

(1) provision of information; provide info on availability of suppliers, new equipment, price of capital equipment etc

(2) evaluation and selection of suppliers; contribute by investigating potential suppliers including financial position, management abilities, technical abilities, reputation, after-sales services etc AND make recommendations on local, national, international suppliers/ reciprocity AND help compile supplier assessment

(3) negotiations with suppliers and contractual conditions: help prepare negotiating strategy and define the contractual conditions of the purchase
(4) coordination and administration of the purchase: act as central point where specific purchases are analysed and considered, assume admin of the purchase and execute the purchasing transaction

(5) specific purchases: purchasing can assume control of standard equipment with relatively low unit value
Factors to be considered in purchasing capital equipment:

Why does an organisation procure capital equipment? 

· increase capacity

· achieve economy in operation and maintenance

· increase productivity

· improve quality

· ensure availability as orgs are dependent on its use

· save time and/ or labour costs

· for more durability

· for safety, pollution and emergency protection

Qualitative considerations: - not easily transformed into monetary terms

(1) reliability of equipment; relates to risk of interruption in production (breakdown = higher costs), maintenance & adjustment times, expertise of maintenance staff

(2) flexibility of equipment; versatility of equipment for use other than that for which it was primarily bought as higher flexibility = less risk of obsolescence 

(3) space requirements: capital is needed to provide space taken up by equipment
(4) safety of the equipment; to ensure staff are willing and able to operate equipment

(5) effect on quality of end product; if equipment can consistently provide required quality = fewer rejects and defective products to eliminate production losses

(6) durability of the equipment; technical and economic life expectance of equipment indicates whether its sufficiently robust for its intended use
(7) preferences of different departments; also take the preferences of other functions into account in the procurement process
Qualitative assessment of capital equipment – predicting in numerical terms the financial performance of the equipment being considered

· review the relative profitability of the equipment/ return of capital invested in it
· choice of specific equipment should be based on the final total integral costs/ bottom line

· examples of costs to be considered:

(1) cost of operation – e.g. fuel, power, maintenance

(2) cost of installation – e.g installation, commissioning, training of operators

(3) cost of maintenance – e.g. can org do its own maintenance/ supplier/ different 3rd party

Main methods for evaluating a capital investment are:
(1) Net Present Value Method:

· future cash flow is discounted to its present value at the weighted average cost of capital and the total is compared with the original investment 

· if present value of the future net cash flow is greater than the initial investment, such a project is acceptable in principle

· the minimum required return on capital investment is necessary

See example on page 261 & 262, 263
(2) Payback period method: (most popular method)
· the period (in yrs) that it will take to recover the initial capital outlay out of the net cash flow after tax
· shortest payback period is the most beneficial one

See example on page 260

(3) Internal Rate of Return Method:

· calculated ito the rate of return that equates the future cash flow with the initial capital outlay
· the option that gives the highest irr is the obvious choice

See example on page 261

Purchasing Used Capital Equipment
Why:

· cost of new equipment substantially higher

· may be more readily available

· may be adequate for an organisation’s needs

· used equipment could have been rebuilt and so have a long life cycle

· may be compatible with other machines used in the org

· can be inspected and evaluated while in operation at another org

Precautions:

· consider history and age of equipment

· how well has equipment been maintained

· are spares easily obtainable if needed

· compare prices of new v old equipment

· are there available and reliable suppliers for used equipment who are willing to cooperate with the decision to buy it

· any special terms & conditions 

· what are the costs to relocate the equipment

Capital Equipment and Leasing:

Leasing (def): use of a specific fixed asset without obtaining ownership of it. It remains the property of lessor but lessee pay a fixed, regular lease instalment on it for a fixed term. 

Types of leases:

(1) Financial leases:

- 
used to obtain financial leverage and related longer-term financial benefits

· long term and covers a time period slightly shorter than te approximate life of the equipment leased. 

· Lessor pays for the asset and owns it
· Lessee pays rental that covers the capital cost of the asset with a service charge

· Lessee is responsible for insurance, servicing and maintenance

(2) Operating leases:

· used to facilitate business operations

· the asset is not wholly amortised during the obligatory period of the lease

· lessor is responsible for servicing, maintenance and updating equipment

· short term and used when org has a temporary need for equipment but not interested in owning it

Deciding between leasing and purchasing:
· comparative analysis of the costs involved to lease and the cost to own is needed

· a discounted cash flow analysis of the two alternatives over the lifetime of the lease is the most accurate/ straightforward approach

· all cost and savings factors for lease and buy alternatives are identified and quantified

· these numbers then projected to future dates when they will be incurred

· all future costs then discounted to their present value and the sum of these costs represents the total cost in present value terms

· two figures (lease v buy) then compared directly to determine the additional trust cost/ saving with the leasing alternative

· also merits of the equipment has to be weighed

· then a decision made on the relative cost/ benefit assessments

In summary the 3 steps to choose between leasing and buying are:

(1) Calculate npv cash outflow in the case of buying and leasing – determine the operating advantages and disadvantages of leasing and of owning the equipments – consider inputs from operations, finance and supply management
(2) Select alternative with the lowest cash outflow

(3) Decide whether the operating benefits of leasings are worth the additional cost

See page 265 for practical example

Relative merits of leasing: 
Advantages:

· provides certainty

· convenient from operating and managerial point of view

· flexible (org not locked into long-term commitments due to capital investments)

· provides org with financial leverage and may increase liquidity

· investment responsibility lies with lessor

· small initial capital outlay required

· expert service, advice, maintenance available

· risk of obsolescence is reduced

· lessor may carry out prior testing before agreement

· lease payments are tax deductible

· allow org to assess equipment over predetermined amount of time

· can serve as buffer against price increases

· can enhance financial position of the org because it doesn’t appear as debt on balance sheet

Disadvantages:

· may be more expensive than other purchasing methods
· lessor may sometimes insist on supervising

· less freedom of use and action

· no residual value for lessee

· sometimes relatively more difficult to make changes/ improvements to the equipment under the contract

· equipment may rapidly become obsolete and then lessee is bound for the period of the contract

Leasing should be assessed in light of environmental factors before the final choice is made
