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Mr. Murphy called Pat Wilson and asked about the pipe specification. Wilson told him that the
diameter of the pipe would be 24 inches with a wall thickness of 3/4 inches and that the length
would be 57 feet. In prior purchases, the wall thickness was 3/8 inches and the length was
“random double normal” (40 feet plus or minus 5. feet). When Mr. Murphy inquired about the
change in wall thickness and length, Wilson replied that the operation of the line would be
governed by less stringent specifications if the wall thickness was 3/4 inches. Wilson said using
57-foot-length pipe would reduce welding costs.

‘When asked which wrapper would be applied to the pipe, Wilson said that he had not yet gotten
to that part of the specification. In past purchases, Fauquier had used two types of wrappers —
coal tar and pry-tech. The mill supplying the pipe would apply the wrapper. The company that
applied the coal tar wrapper was located in Philadelphia and the one applying pry-tech wrapper
was in Atlanta.

Mr. Murphy was concerned about the economic consequences and the schedule impact of the
proposed changes in wall thickness and length of the pipe. At lunchtime on April 14, he had not
yet received the purchase request with the pipe specification.

STANDARD TELE-LINK CORPORATION

Returning from a supplier site visit, John Franklin, supply manager for New Jersey-based
Standard Tele-Link Corporation (STC), realized that the supplier favored by the user group
presented problems for him. He sat down to plan his price negotiation strategy, including
consideration of the lease versus buy options. He also wondered if the financial stability of this
small supplier was adequate.

General Background

STC operated a large international telecommunications network as a common carrier. It used
cutting-edge technology, and in some instances, the technological requirements of the network
exceeded available technology. A record of reliable service to the existing customer base was
both a strategic operations objective and a vital marketing tool.

The Supply Management Process

John Franklin managed the supply of hardware and software used to operate the network. He
worked with the “user group™ on the operations side and the treasury group on the financial side.
His scope of responsibility called for integrating the recommendations of both groups. When the
user group selected the supplier(s) most responsive to the technical specifications and the
treasury group made either a lease or purchase recommendation, Mr. Franklin entered into
negotiations with a supplier, or group of suppliers, to obtain the best possible contract from
STC’s viewpoint.

Supplier Preference

The purchase under consideration involved advanced equipment with a processor, channel and
line adapters, a control program, and training. The user group strongly favored Channel-Net
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Products (CNP) as the supplier, in spite of pricing levels almost three times as high as competing
suppliers. CNP’s hardware and software handled fiber, data, and satellite links where the other
suppliers’ current products only handled fiber and data links. In addition, a major electronics
supplier, Universal Semi-Conductors, was expected to announce a competing product within
four months. All parties within STC realized that the Channel-Net product survived testing, but
was yet to be proven in a live environment. Nevertheless, the user group people wanted the CNP
product and, if left on their own, would immediately purchase it and absorb its price over a 60-
month life as opposed to leasing it.
Site Visit
Mr. Franklin’s notes from his visit to Channel-Net’s plant near Boston listed these points:

= They occupy a large barren leased building using about 20% of its space.

= I see testing facilities and equipment but no fabrication capability.

= There are 17 employees in all.

= A contractor using standard parts and techniques with some custom firmware performs
hardware assembly.

= Research and design of hardware/firmware/software is complete.

® The board of directors and investors are major figures in industry.

= Venture capital of $4,000,000 was invested in 1989.

= Additional capital of $3,000,000 was invested in 2001.

= $2,400,000 cash remains at present.

= The sale to STC, if approved, would represent about four times current sales volume.

" Venture capital investments pay for research/development/operations, but no profit yet.

® I don’t know if they are here to stay. (Exhibit 1 shows data from Dun & Bradstreet
reports on CNP).

CNP’s Pricing Schedule

The pricing schedule, per unit, for the equipment under consideration is shown below. The
Duplex Links are the hardware; the Control Program is the software.
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Purchase  Monthly* Monthly

lease maint.
Duplex Links
Processor $56,000 $1,881 $308
Channel adapter $25,740 $1,030 $72
Line adapter $57.000 $2.328 $112
$138,740 $5,239 $492

*Normally a minimum of 12 months.

Basic Distributed

Control license  system
program fee license fee
$2,000 $1,500
Training Type, amount, and pricing to be determined
EXHIBIT 1

Standard Tele-Link Corporation
Excerpts from Dun & Bradstreet Report—CNP

Started 1989
MFG Electronic Communications EQPT

e 100% of capital stock owned by officers and outside directors

e Senior officers active since 1989 start-up

e Sales offices operated in New York, Chicago, Dallas

e Credit history:
1. During the past two years, most payments have been prompt. Several have been overdue.
2. Outstanding short-term debt has increased moderately during the past year.
3. No past due payments during the past six months.

John Franklin’s Viewpoint

As he examined the CNP pricing data, John considered the lease versus purchase choice as a
subsidiary consideration. He focused on understanding CNP’s cost structure and STC’s operating
environment as a means of establishing a range for negotiating down the published price
schedule. If he was able to make a recommendation in favor of acquiring the CNP hardware and
software, he wanted the contract to reflect the best possible terms for STC. He knew that the
supplier’s costs were essentially sunk costs; and that, if purchased, the supplier had agreed to
extend the warranty to 12 months. Therefore, under a lease, CNP should be willing to absorb
maintenance costs. Additionally, since CNP provided documentation and support only for the
basic license, CNP may be willing to consider the distributed licenses as “fully paid up” at some
point in time. Training expense was predominately a fixed cost from the supplier’s viewpoint.
STC’s expert use of the equipment was key to an ongoing relationship with CNP and, perhaps,
“life or death” in the marketplace. The initial purchase was planned to be for six units.

His colleagues expected a recommendation within a few days.
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THE PEACH ‘COMPUTER COMPANY

Donald Bright, supply manager at the Peach Computer Company, was preparing his notes for a
meeting to be held that afternoon. The meeting concerned the construction of a new $6 million,
120,000-square-foot building to be located near Dayton, Ohio. The principle issue to be
discussed, and hopefully resolved, was what method of specification the firm should use in the
purchase of its new building.

‘When the requirement for the building first arose, the plant engineer at Peach advocated the use
of a design firm as the desired method of developing the specifications. Such firms were
employed successfully by Peach on seven previous construction projects it had completed during
the past five years. Under this approach, a design firm, traditionally referred to as an architect-
engineer or simply A-E, is retained to develop the detailed plans and specifications for the new
building. These specifications are identical in concept to the materials and method-of-
manufacture specifications used in the manufacturing industry to purchase manufactured goods.
After they are developed and approved, the construction plans and specifications in sequence
become (1) the basis for solicitation of bid prices from qualified construction firms, (2) the
cardinal part of the resulting construction contract, and (3) the standard against which inspections
are performed.

Don had conducted some preliminary discussions with members of the Dayton Institute for
Supply Management regarding the cost for A-E services. He learned that the fees for local
projects similar to his were averaging 8 percent of estimated construction cost. This percentage
was in line with Peach’s experience on its own projects.

One of the members of the Dayton chapter with whom Don talked suggested that he read an
article in an issue of the California Management Review (CMR). The article, entitled “Inflation,
Recession, and Your Building Dollar,” dealt with the purchase of building construction. Don
learned that several alternative approaches to supplying building construction were available.
One approach particularly appealed to him. It provided for the use of performance specifications.
Such specifications, instead of describing the building item by item in terms of its physical
properties, describe in words the building’s intended function, i.e., how large it must be; how
well lighted, heated, and cooled it must be; its longevity; its operating costs; and so on. After the
performance description is developed, it is used to solicit from qualified bidders a package
proposal that includes (1) a design approach, (2) a firm agreed price, and (3) a guaranteed
completion date.

The CMR article documented that when properly used, performance specifications for buildings
can result in a significant savings in both dollars and time. Additionally, the article data revealed
that when this method is correctly used, a considerable savings in both the cost and the time
required to complete the project is a reasonable expectation. Furthermore, the article indicated
that the buyers of buildings purchased under this method have experienced approximately equal
satisfaction with their buildings as those who used A-E’s.

In preparation for the afternoon meeting, Don decided to develop lists of advantages and
disadvantages for each of the two approaches he was considering. After an evaluation of both
lists, Don expected to be able to make a formal recommendation as to which method he thought
Peach should employ.
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LESSON 14

-=SEPRINMANAGEMEN 1~
COURSE 605

LESSON TOPIC:

Application Lesson — Lessons 10 through 13

LESSON OBJECTIVE:
The following assignment is intended to allow you to apply the concepts and principles
you have learned in the previous lessons.

LESSON ASSIGNMENT: (100 points total)
The assigned questions should be answered thoroughly in your own words in essay
format and be computer generated. The level of writing should reflect the graduate level

and the content should reflect a solid understanding of the subject matter. Submit your
answer file using the online testing system at SR

NOTE: This lesson is weighted as 5% of the total course grade.

Case Study #1 — Mazda Electronics (25 points)

Read “Mazda Electronics,” page 605-14-3 and 605-14-4 in this Study Reference Guide.
Thoroughly answer the following questions:

1. Should Mazda Electronics proceed with the low-cost ME2001, incorporating the new
frame developed by Burton Plastics, Inc.? Explain, including a quantitative analysis.

2. Who should be involved in the decision-making process? Who is ultimately
responsible for the decision?

3. What additional information would you require if you were in Dennis Kwok’s place?

4. What other issues related to this problem are of concern to supply management?
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Case Study #2 — Fauquier Gas Company (25 points)

Read “Fauquier Gas Company,” page 605-14-4 and 605-14-5 in this Study Reference
Guide. Thoroughly answer the following questionstiitsr.

1:

2.

3

4.

What are the key facts?
What is the problem?
List and discuss three alternative solutions.

What is your recommended solution?

Case Study #3 — Standard Tele-Link Corporation (25 points)

Read “Standard Tele-Link Corporation,” page 605-14-5 thru 605-14-7 in this Study
Reference Guide. Thoroughly answer the following questions:

i

23

Should the equipment be acquired now? If so, from which supplier?

Should the equipment be leased or purchased?

Case Study #4 — The Peacli:Computer Company (25 points)

Read “The Peach Computer Company,” page 605-14-8 in this Study Reference Guide.
Thoroughly answer the following questions:

1k

2k

Should Don get any additional information? Explain.

Discuss the inherent advantages and disadvantages of using performance
specifications.

Discuss the inherent advantages and disadvantages of the plans and specifications
method of describing quality.

Assuming that Don’s investigation and analysis indicates that both methods are
practical for use by Peach; discuss which approach Don should recommend.

Explain why one method will require more active involvement on Don’s part than the
other approach.
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MAZDA ELECTRONICS

Dennis Kwok had been with Mazda Electronics for twelve years, rising from a junior quality
control technician to vice president, operations. He had seen the company grow as a
manufacturer of monitor screens used in electrocardiometers. In 2001, Mazda produced and sold
about 200,000 units of its current model, the ME1001, at an average price of $150 per unit. The
firm operates on a net margin of 5 percent and is in a marginal tax bracket of 50 percent.

A few months ago, Dennis met with Jackie Brown (V.P., marketing) and her marketing research
group. Jackie indicated that a recently incorporated medical group was interested in installing 1
million electrocardiogram monitors over the next five years if the screens and frames could be
supplied at an all-in-cost of $100 per unit.

Dennis shared this news with Larry McDonald in the engineering R&D department. Larry called
back with some exciting news. Engineering was confident that a new model under development,
the ME2001, would meet the buying firm’s specifications and could be manufactured at a
variable production cost of $65 per unit provided it could use a special plastic frame designed by
Burton Plastics, Inc.

Burton had approached Mazda’s engineers with a prototype of a 9-inch supertough frame coated
with a special chemical that made the frame more elegant and economical. Burton could
manufacture 20,000 such frames per month, starting within three months, and offered a price of
$30 per unit F.O.B. Mazda’s plant, provided Mazda agreed to use the new frames exclusively for
the next five years. This price of $30 per unit was incorporated in the $65 per unit variable cost
estimate by engineering for the ME2001. The firm’s cost accountant, Dirk Hageman, estimated
that if 200,000 units of the ME2001 were sold, the allocation for fixed general, administrative,
and marketing expenses of $4 million per annum would add approximately $20 to the cost per
unit. This was based on the assumption that the ME1001 would be discontinued, which would
have to be the case, since Mazda did not have the plant capacity to produce both the ME1001
and ME2001 simultaneously.

Dennis decided to call a meeting before a final decision was made on whether to replace the
ME1001 with the new low-cost ME2001 model. He invited Jackie Brown, Larry McDonald,
Patrice Regnier from manufacturing, and Jeff Meltzer of supply management. Everyone seemed
enthusiastic about the new low-priced model, which would also be the first of its kind in the
market. Jeff, however, was not too happy that Burton would be the sole source of supply for the
supertough 9-inch frame. As a former QC technician, Dennis expressed his concern about the
quality of the new frame. On previous occasions, he had experienced many unpleasant situations
with exciting low-cost developments that had failed to meet quality standards over long periods
of use. Components that appeared to function well initially would then, for no apparent reason,
develop defects that sent the whole process out of control. In his opinion it would take at least a
year to effectively test the new component and stabilize the process. Jackie wasn’t sure Mazda
could wait that long. If it did not sign the five-year contract with the medical group within six
months, chances were that someone else would develop a monitor screen and frame for less than
$100 per unit.
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Patrice agreed with Dennis and indicated that there was a 10 percent probability that the
production department might require considerable testing and rework if Mazda’s quality
standards were to be maintained. In the event the low-cost frame turned out to be defective, the
cost of rework would turn the estimated profit contribution into a loss. More disastrous was the
possibility that promised delivery dates might not be met. As a result, current sales, customer
goodwill, and future business could suffer.

At the end of the meeting, Dennis was in a predicament. There were so many unanswered
questions. And a decision on whether or not to proceed with the ME2001 had to be made.

FAUQUIER GAS COMPANY

On April 14, Mr. Bill Murphy, manager of supply management for the Fauquier Gas Company in
the Carolinas, was concerned about being able to find a supplier who could deliver 3 1/2 miles of
large-diameter pipe for a new residential and commercial development.

Company Background

Fauquier Gas Company, as one of the nation’s 440 gas companies, served an area where land use
was changing from agricultural to residential and commercial. To meet the increased demand for
gas resulting from this conversion, 3 1/2 miles of new gas lines had to be ready for customer
hookup by September. An additional 10 miles of new gas lines were planned for the next year.

The Supply Management Area

Mr. Murphy, as the manager of supply management, was responsible for the purchases of
materials used in gas distribution such as pipe, meters, fittings, etc. Other major areas included
the procurement of furniture, systems and forms, stores management, and materials forecasting
and control. The supply organization was under the management control of the vice-president for
operations.

The Specification Decision

In January, Mr. Murphy was having lunch in the company cafeteria when he heard Mr. Clive
Byers, the construction project manager, talking about a new project. Fauquier Gas Company
was going to add 3 1/2 miles of new gas lines and would start construction in June in order to
“gas the line” that September. Murphy asked Byers for the purchase request so he could
immediately contact suppliers (mills) and get quotations on prices and deliveries. Murphy knew
from experience that the mills’ schedules for pipe production required a substantial lead time. He
was concerned that the mills would not be able to accommodate Fauquier’s schedule. Byers told
him that the purchase request would be sent over as soon as Pat Wilson, the design engineer,
completed the pipe specification and Sam Law, the construction project engineer, approved it.

Mr. Charlie Buck, the design superintendent, headed the design organization. Both the design

and construction organizations were under the management control of the vice president of
operations.
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