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PART B: BUSINESS PROCESSES AND INTERNAL CONTROLS 

 

B.2: Procurement Cycle Management  

  

Doing business or running an organization is a series of activities/multiple activities carried out to 

achieve business goals/objectives. Activities carried out on ‘PURCHASES or PROCUREMENT’ 

is one such prime series of activities carried out by most of the organizations as procurement is 

one of the major activity which involves purchase of raw materials, acquiring services, purchase 

of general items as well as long term assets. 

 

Notes: 
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B.2.1. The procurement process 

Activities within the procurement cycle are supplier selection, placing orders within budgetary 

control limits, receiving delivery of the goods and paying for them 

The procurement process or procurement cycle is a term for the process of purchasing goods (or 

services) from suppliers, receiving the goods and paying for them. In this chapter, we are 

concerned with goods (or services) that are purchased and used regularly by the business 

organization 

The cycle consists of:  

❑ A series of actions  

❑ A number of documents  

❑ Authorization procedures 

An overview of the cycle is shown below. The documents produced during the cycle and some 

controls that may operate are shown in the lower part of the diagram. Note that the supplier will 

produce the delivery note that accompanies the goods whereas the company ordering the goods 

will raise the Goods received note as an internal record that the goods were received 

 

 

B.2.2. Supplier selection 

There should be a supplier selection process for all major items purchased, and for new suppliers 

of these items. The selection process should include measures to check the operational reliability 

and financial stability of the supplier 

Items that the organization buys regularly and in large quantities, there should be a process of 

selecting one or more suppliers. Deciding whether to use just one supplier, or whether to have two 

or more possible suppliers, should depend on several factors: 
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Supplier selection and evaluation  

Arrangements with suppliers may be formalized in a purchase agreement. Alternatively, new 

suppliers may be added to a list of approved suppliers 

When suppliers are selected for the first time, there should be a selection process 

There are various ways of identifying possible new suppliers:  

❑ Knowledge of the industry  

❑ Recommendations from other users of the supplier  

❑ Approach by sales representatives of a supplier  

❑ Through the internet 
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Supplier evaluation process 

 

 

B.2.3. Budgetary controls in purchasing 

There should be budgetary controls over purchase quantities and prices. The budgetary control 

reporting system should ensure that significant differences between actual and budgeted purchase 

quantities or price are reported to management for investigation 

Purchasing should be made within agreed budgetary limits. An annual budget should include a 

purchases budget, which includes plans for purchase quantities of goods and expected purchase 

prices.  

If the organization has a dedicated purchasing department, the head of purchasing will be made 

responsible for the budget and trying to ensure that actual purchases are consistent with the budget 
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B.2.4. Placing orders and receiving delivery 

The purchase process should begin with an authorized purchase requisition. A purchase requisition 

note should be submitted to the purchasing department. It should contain details of the goods 

required (items and quantity). It may also include an indicative or estimated price for items that 

are not purchased regularly 

A purchase order to a supplier should be made by an authorized person. In a large organization, 

this will be a person in the buying department with authority to purchase goods up to a specified 

value limit. In a smaller organization, the authorized person may be a senior manager 

Purchase requisition 

A purchase requisition is a formal request for the purchase of a quantity of a specified item. The 

purchase requisition is sent to the purchasing department, authorizing the purchasing department 

to make the purchase. The purchase requisition must be signed (approved) by an authorized person. 

This acts as a control to prevent unwanted or unnecessary purchases 
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The duties of the preparation of the requisition, the check before authorization and the 

authorization should be segregated. It could be that the checks are completed on electronic 

documents and the relevant computer system logs the person preparing and checking the 

document. This applies to all documents shown throughout the chapter 

 

Purchase order 

The purchasing department prepares a purchase order, which is sent to the supplier. (The supplier 

may be asked to return an acknowledgement copy as confirmation of their acceptance of the order.) 

There should be several copies of the purchase order. A copy should be:  

❑ Retained in the purchasing department  

❑ Sent to the accounts department  

❑ Sent to the storekeeper or the manager who made the purchase requisition 
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Electronic data interchange (EDI)  

When an organization makes regular purchases from a supplier, purchase orders may be submitted 

electronically.  

A simple method of placing purchase orders electronically is to send an email with a purchase 

order attached.  
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Another arrangement is for a purchase order to be sent to the supplier directly from the buyer's 

computer system to the supplier's computer system, without the need for any human intervention 

in the process. This is possible when the computer systems of the buyer and supplier can 

communicate with each other by electronic data interchange or EDI 

EDI is a system for 'translating' messages between computer systems, so that each system can read 

and understand messages sent from the other system. When a purchase order is sent from a buyer 

to a supplier by EDI, the supplier's system processes the order automatically, and may send an 

automatic acknowledgement of receipt of the order 

Quotations  

❑ The purchasing department may be required to obtain a number of quotations from 

different suppliers if: A new item is required that the organization has not purchased before  

❑ The existing supplier's costs are too high and alternative suppliers are invited to quote for 

the contract  

❑ The existing supplier no longer supplies the goods, or is unable to meet the required 

delivery time needed  

❑ The value of the contract is high, and the buyer is required to obtain a good price 

Delivery note  

When the goods are delivered, the carrier provides a delivery note giving details of the items 

delivered. This is signed by the person taking delivery, who keeps one copy. The carrier retains a 

copy 

The supplier delivers the consignment of materials to the delivery address specified in the purchase 

order. The delivery is made by a carrier, which may be a person in the deliveries section of the 

supplier's organization, or an independent transport company 

Before the delivery note is signed, the storekeeper should check that the physical goods delivered 

appear to be specified correctly on the delivery note. This is to prevent the possibility that the 

carrier delivers fewer goods than stated in the delivery note, or delivers goods that are inconsistent 

with the details in the delivery note 

Goods received note  

A delivery note is used by the storekeeper to prepare a goods received note (GRN) after the 

delivered goods have been checked in detail against the purchase order. Copies of the GRN are 

sent to the purchasing department and accounts department 

If the delivery is acceptable, the storekeeper prepares a goods received note (GRN). This is a record 

showing the details of the goods received, and which also matches the goods received to the 

original purchase order 
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Copies of the GRN are sent to:  

❑ The purchasing department, as confirmation that the purchase order has been fulfilled  

❑ The accounts department, as evidence that the goods have been received: the accounts 

department should match the GRN with the purchase order 

Debit note 

Initially a debit note may be created by a buyer when returning goods received on credit. For items 

being returned, the total anticipated credit amount would be included on the debit note, along with 

details of the returned items and the reason for the return 

Credit note  

Supplier to initiate the credit note based on the debit note raised due to returning the goods  

Accounting system updates  

Purchase invoices and credit notes entered on the accounting system will normally automatically 

update the accounts payable control account and the individual supplier accounts (purchase ledger 

accounts) on the supplier master file. The control account and supplier listing will be reconciled 

regularly (often monthly) by the financial controller 
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B.2.5. Payment 

Supplier invoices that have been approved for payment should be paid on the appropriate date. 

The person making the payment should not be the person who checked the invoice details or the 

person who approved the invoice 

Invoices should be paid only when they have been formally approved by a person in authority. 

This may be the manager who submitted the purchase requisition, or the storekeeper. The detailed 

procedures for approval of invoices may differ between organizations. One method of approving 

invoices is for the authorized person to write their signature or initials on the invoice 

 

 

B.2.6. Other aspects of procurement  

Other aspects of the procurement cycle include just-in-time (JIT) purchasing arrangements, 

purchasing from a foreign supplier and purchasing services rather than goods. Buying from abroad 

can be a slow process because imported goods must be shipped to the buyer's country and cleared 

through customs control 

 

Just-in-time (JIT) purchasing  

 

One objective of a purchasing department may be to minimize the length of the supply lead time 

– the time between making a purchase order and delivering the goods. A shorter lead time means 

that the organization can hold less inventory and, by holding less inventory, it can save on 

inventory holding costs 

 



M  B  G  W i m a l a r a t h n a     P a g e  12 | 23 

 

JIT purchasing to operate effectively:  

❑ The buyer must have complete trust in the supplier to meet its delivery promises  

❑ The supplier probably needs to hold an inventory of the items, for future orders, so that it 

can meet all orders from the buyer immediately 

 

Agile supply chains  

An agile supply chain is a term used to describe supply arrangements in which:  

❑ The supply lead time is very short  

❑ The suppliers are able to respond very quickly to changing purchase needs of the buying 

organization 

An agile supply chain is therefore one in which suppliers can adapt very quickly. It requires very 

close co-operation between the supplier and the buying organization 

Buying from a foreign supplier 

It may be necessary for an organization to purchase goods from a foreign supplier, so that the 

goods have to be imported into the country.  

Buying from abroad can be a slow process, because imported goods must be shipped to the buyer's 

country and then must be cleared through customs control 

Features of buying from abroad are therefore:  

❑ The possibility that the supplier may have to wait a long time for payment, until after the 

goods have been delivered to the buyer's country  

❑ Credit risk for the supplier, who may not be certain that the buyer will eventually pay, even 

though the goods have been shipped to the buyer's country  

❑ Agreeing who should be responsible for payment of shipping costs and insurance of the 

goods 

Because of these features of selling to foreign buyers and buying from foreign suppliers, some 

internationally-accepted standards and payment arrangements have been developed, known as 

Incoterms 

Incoterms  

Seller and buyer may include Incoterms in their contract, defining the risks and responsibilities 

borne by the parties in getting goods from one part of the world to another. Incoterms cover issues 

relating to carriage, insurance, risk, customs documentation and duties/taxes. The risks and 

rewards of ownership of the goods will normally pass from seller to buyer when a seller has 

fulfilled all of their contractual obligations 

The following seven terms can be applied regardless of the mode of transportation.  
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Ex works (EXW)  

The seller has minimum obligations with respect to delivery. They simply have to make the goods 

available to the buyer at their own place of business (works).  

Free carrier (FCA)  

The seller fulfils their obligations when the goods have been cleared for export and handed over 

to the carrier named by the buyer at a named point.  

Carriage paid to (CPT)  

This is where the seller pays for carriage to a named location. The risk for the goods passes from 

seller to buyer when the goods are handed over to the first carrier.  

Carriage and insurance paid to (CIP)  

This is where carriage and insurance are paid by the seller up to a named destination and thereafter, 

the buyer assumes costs, such as import duties and other taxes. The buyer bears the risk once the 

goods have been passed to the first carrier 

Delivered at terminal (DAT)  

Under this term, the seller pays for carriage costs to a named terminal at a named destination, and 

for unloading from the arriving means of transport and placing the goods at the buyer's disposal. 

A terminal can be any place, whether it is referred to as a terminal or not, for example a quay, 

warehouse, container yard, or road, rail or air cargo terminal 

Delivered at place (DAP)  

The seller discharges their responsibilities and is no longer liable for any risks only once the goods 

are ready for unloading by the buyer at the agreed destination 

Delivered duty paid (DDP)  

This is in effect the opposite to the EXW term, which represents the minimum obligation for the 

seller. DDP means that the seller bears all the risk and is obliged to deliver goods to a named place 

in the country the goods are being imported to, with all duties relating to that importation paid 

Free alongside ship (FAS)  

The seller discharges their obligations when the goods have been placed alongside the ship at a 

named port of shipment in the country of export. The buyer bears all risk from that moment 

Free on board (FOB)  

The buyer makes arrangements for shipping and the seller discharges their duty by putting the 

goods on board the ship in the country of export. The seller does not have obligations in respect of 

carriage or insurance of the goods after they have placed them on board the vessel 
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Cost and freight (CFR)  

The seller pays for all costs and freight (carriage) to take the goods to a named port of destination 

in the country of import, but once the goods are on board the vessel in the exporting country port, 

the goods become the risk of the buyer 

 

Cost, insurance and freight (CIF)  

The seller is required to bear the cost of insurance and freight (carriage) for the goods. They must 

contract for carriage on the usual terms for the goods to the named port of destination in the country 

of import by the usual route and in the way normally used for such goods 

 

Payment methods  

International sales of goods are usually paid for using: international bank transfers, international 

bills of exchange, or letters of credit 

International bank transfers  

The UN Model Law on International Credit Transfers sets out the terms on which funds are 

transferred from a buyer to a seller via the international banking system 

Telegraphic transfers  

A telegraphic transfer (TT) is an electronic method of transferring funds. It is primarily used for 

overseas wire transactions 

International bills of exchange (or 'Draft') 

International bill of exchange is a written instrument which:  

❑ Contains an unconditional order whereby the drawer directs the drawee to pay a definite 

sum of money to the payee or to his order  

❑ Is payable on demand or at a definite time  

❑ Is dated  

❑ Is signed by the drawer 

Letters of credit  

Letters of credit (or documentary credits) provide a method of payment in international trade which 

gives the seller a risk-free method of obtaining payment, and which ensures for the buyer that the 

seller complies to the letter with the terms of the underlying sales contract 
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Related documentation – Bills of lading  

A bill of lading is a document which is issued by a carrier to the shipper acknowledging that the 

carrier has received the shipment of goods and that they have been placed on board a particular 

vessel, bound for a particular destination 

Related documentation – Shipping guarantee  

A shipping guarantee enables the buyer to take possession of shipped goods without the shipping 

company receiving the bill of lading. The guarantee protects or indemnifies the shipping company 

from any loss, if the customer fails to pay. Shipping guarantees are usually arranged by banks in 

return for a margin or another form of payment 

Related documentation – Customs declaration  

A customs declaration is a statement detailing goods being imported. The declaration is often used 

to establish import duties payable. The recipient of the goods is responsible for the payment of 

duties and taxes, unless the invoice specifies that a third party should be billed 
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Authorizing payments  

Authorization of payments for purchased goods involves checking the purchase order, goods 

received note and purchase invoice. If the details on these three documents agree with each other, 

payment can be authorized.  

With services that have been provided, there is no goods received note. There should be a purchase 

order (request for services) and an invoice from the supplier. It may also be necessary to check 

that the service has actually been provided before payment is authorized 

 

B.2.7. Examples of purchasing processes  

❑ Order processing: initiating and placing the order  

 

The process is represented in the following diagram 
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❑ Order processing: Imports 

The process is represented in the following diagram 
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❑ Post-shipment procedure 

The process is represented in the following diagram 
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❑ Inventory receiving: Imports 

 

The process is represented in the following diagram 
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B.2.8. Business risks in procurement processes  

Organizations should be aware of the business risks in the procurement cycle and should have 

measures in place to manage these risks. Many of the risks are operational risks, which should be 

reduced to an acceptable level by means of appropriate internal controls 

 

There are risks in the procurement process that an organization should try to manage. Most of the 

risks are operational risks, but there may be strategic (external) risks too 
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Supplier statement reconciliation  

Suppliers may send customers a monthly statement which provides details of:  

❑ The amount owed to the supplier by the customer at the beginning of the month  

❑ Goods supplied and invoiced during the month  

❑ Goods returned to the supplier during the month  

❑ Payments to the supplier during the month  

❑ The amount owed to the supplier by the customer at the end of the month 

There should be a reconciliation of suppliers' statements with the buyer's own records to check that 

there is no discrepancy. If there are any differences, these should be investigated and the reason or 

reasons identified 
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Chapter review questions  

1. In which order are the following documents produced and used?  
Delivery note; GRN; purchase order; invoice; purchase requisition 

 

2. A purchase order is prepared by a person in the ____________ department and copies are 

sent to the supplier, the _________________ department and the 

_____________________ department 

 

3. What internal control should reduce the risk of placing a purchase order with a non-existent 

supplier? 

 

4. What type of management control may be applied to the cost of procurement of materials? 

 

5. Is the following statement true or false?  
“A delivery note must not be signed by a person in the stores department until the delivered 

goods have been checked against the details of the purchase order” 

 

6. Before a supplier's invoice is authorized for payment, which three documents should be 

checked to make sure that their details match? _________________ , 

___________________________ and _____________________ 

 


