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Service complaints in the form of lengthened order times (e.g., specific letterhead stationery took
three to four weeks, while other items required ten to fourteen days) were common. It also took a
long time for stores to implement the acquisition of new items. Post-Its, for example, were not
added until five months after they were on the market. Split deliveries also were common. Up
until this time it was generally believed by Steve and his boss that the economies of this system
were still better than any other alternatives, but this conclusion had never been verified.

Outside Services

The idea of investigating outside stores services arose in June when two firms approached
Steve’s shop with general proposals. These proposals coincided with a top-management mandate
in May for all departments to seek and implement reportable savings by year end. Steve heard
through outside contacts that other firms in the Boston area were reducing both expenditures and
overhead costs by these means.

By June, Steve had in hand initial proposals from Litton, Boise-Cascade, L. E. Muran, Bay State
Office, and New England Supply. The initial information provided by the suppliers included:

1 Sample catalogues
2 Price lists
3: Ranges of costs for certain delivery/volume configurations

A line item analysis by Steve’s assistant showed that about 90 percent of the 500 currently
stocked items would be available at less cost. On the average, the promised savings would be
about 6 percent. Furthermore, the suppliers’ proposed catalogues included about 600 items each.

All five firms sought three-year contracts with options for renewal. The firms would provide
their own specially printed catalogues in unique binders. Order cycle times were promised to be
no longer than ten working days, including specially printed letterheads. Deliveries would be
made directly to each secretary. The use of special preprinted order forms with the most common
items was suggested in all proposals.

Steve, his manager, and others in the review group had some concerns about the outside service
idea. These ranged from the uncertainty and risk of the idea to the reduced control over the
process. Questions arose over the profit to be made by the outside firms. Greater mass buying
power gave these firms pricing advantages. Steve did notice, however, that overhead
transparencies, an important item to Futronics, were priced in the $39-45 range in the proposed
catalogues. Futronics currently enjoyed a better price of $23 per box. All the proposed contracts
would lock in Futronics for three years. The four people in central stores either would be
redeployed to other jobs in the company or laid off. One of these four people was physically
handicapped and worked in a wheelchair.

Deadline

Steve’s job was to develop an analysis of the concept behind the initial proposals and to
recommend dropping the idea or requesting complete proposals. He felt that by this time there
might be political momentum to adopt the idea of outsourcing and elimination of Futronics’
central stores. He wanted to make sure the review group would not compare the worst features of
the current situation to the best of the proposed ones. His deadline was the next meeting of the
corporate cost reduction team, three days hence.
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LESSON 20

- SRR VESREEEENT

COURSE 605

LESSON TOPIC:

Application Lesson — Lessons 15 through 19

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 i PRerEEED.

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

Case Study #1 — Krause Corporation (25 points)

Read “Krause Corporation,” page 605-20-3 thru 605-20-4 in this Study Reference Guide.
Thoroughly answer the following question:

1. Should Steve recommend buying the pipe or making it? Why? Include in your
discussion a quantitative and qualitative analysis.
Case Study #2 — SMC Turbines (25 points)

Read “SMC Turbines,” page 605-20-4 thru 605-20-5 in this Study Reference Guide.
Thoroughly answer the following question:

1. What options are available to Greg through basic supplier management? What actions
do you recommend?

605-20-1




image2.jpeg
Case Study #3 — Crossing the Border (25 points)

Read “Crossing the Border,” page 605-20-5 thru 605-20-6 in this Study Reference Guide.
Thoroughly answer the following question:

1. Identify and discuss the key issues in the case.

Case Study #4 — Futronics, Inc. (25 points)

Read “Futronics, Inc.,” page 605-20-6 thru 605-20-7 in this Study Reference Guide.
Thoroughly answer the following question:

1. Assume you are Steve Hastell. Prepare an analysis and report on this issue for
presentation at the next program meeting.
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KRAUSE CORPORATION

Steve Rothel was supply manager for the Midwest division of the Krause Corporation. Shortly
before his company was to install an exhaust system in a new construction project, Steve was
asked to compare fabricating the pipe with buying the pipe from an outside source.

Krause Corporation

Krause Corporation, a mechanical and sheet metal contractor, was founded over 50 years ago.
Although it had a number of branches in the United States, the majority of its metal fabrication
work was performed in its Midwest facility. The company mission stressed quality
workmanship, competitive pricing, and timely performance.

A Laboratory Exhaust System

Krause recently was awarded the bid to provide the HVAC system in a corporate headquarters
building that housed a research laboratory. This was a complex project with many nonstandard
features due to the specialized use of the building.

The system included a need for over 6500 feet of 10-inch diameter, 16-gauge stainless steel pipe.
This piping would be used for the venting of the laboratory exhaust. When the cost estimation
department at Krause prepared the original bid, they had planned to fabricate this pipe at their
Midwest facility.

A Request For Cost Reduction

As the project got underway the vice president of sheet metal fabrication asked Steve Rothel “if
it would be possible to provide the stainless steel pipe at a lower cost than the original estimate.”
Steve knew, of course, that any reduction in cost must not come at a sacrifice of quality. Because
of toxins that would be present in the laboratory exhaust, it was critical that this system be
absolutely leak proof. Every pipe run would be individually tested to insure integrity. If leaks
were uncovered in the welds, it would require a time-consuming effort to re-weld the joints on-
site.

Steve realized that there were two approaches to providing the pipe. Krause could proceed as
planned and fabricate the pipe in-house, using the lowest-cost, acceptable quality steel available
on the market. The second possibility would be to find a supplier who could provide the pipe
already formed at a better cost.

The Purchase Option

Steve first explored the purchase option. He did a thorough search of the market, and found that
most suppliers were asking from 23 to 28 dollars per linear foot (delivered) for 10-inch-diameter,
16-gauge stainless steel pipe. He was pleasantly surprised, however, to find a supplier who
would provide the pipe for $18.10 per linear foot. This supplier provided the pipe in 20-foot
sections and guaranteed the pipe to be sound (no leaks). In addition, their pipe was “perfectly”
true (round), a trait that Krause’s current equipment could not always provide. This feature
would reduce the time needed to make connections between sections of pipe and reduce the
likelihood of a bad weld joint.
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Although this option sounded very attractive, Steve, a veteran in the supply management area
with almost 14 years of experience, knew he couldn’t rely on first impressions to make important
management decisions. He would have to subject his options to a thorough analysis to ensure a
wise decision.

The Make Option

Steve had access to the data necessary for manufacturing cost estimating. He knew that the
process of making pipe required two steps. First, a flat sheet of steel is formed into a cylinder
through the process of “rolling.” Then the seam is joined in a welding process. For a 10-inch-
diameter pipe of 16-gauge steel, it takes about six minutes per piece to roll, including loading
and unloading the part. The equipment Krause had available for this process could roll lengths up
to eight feet. The welding process was estimated to take ten minutes for an eight-foot section.
The figure the company used for cost estimating purposes for hourly labor rate was $32.60 per
hour. An overhead charge of 40 percent was added to the variable costs.

Stainless steel sheets were available in 36-inch, 48-inch, and 60-inch widths at any length up to
10 feet, with the best price being $1.80 per pound. A square foot of 16-gauge steel weighs two
and one-half pounds. The welding process required welding wire and welding gas. Welding wire
cost around $5.20 per pound and .03 pounds were needed per foot of weld. Welding gas cost
around 25 cents per eight-foot seam.

Many of the lengths of pipe needed in the project were longer than eight feet. Thus, Steve
thought it necessary to include the cost of an extra joint (which, for example, would make two
eight-foot lengths into one sixteen-foot length) in the “make in-house™ alternative. Such a joint
required welding around the diameter of the pipe, a process that, with setup, would take around
18 minutes per joint.

Steve wondered which option would be best.

SMC TURBINES

SMC is a world leader in the design and manufacturing of industrial gas turbines. SMC has been
in business for over sixty years, with a great reputation for high-quality products. Its reputation is
maintained by customer satisfaction with its timeliness, quality, and design. The main goal of
SMC’s supply management team is to maximize value at the lowest possible cost. Mutually
beneficial supplier management has kept its goals a reality. SMC monitors price, quality, service,
and annual improvements of each of its significant suppliers.

The supply management department is divided into two subdivisions: direct material and indirect
material. Greg Barnes is an associate supply manager in the direct material division. Greg was
recently contacted by his supervisor, Earl Lupton, regarding a quality problem in the
procurement of sand castings. Sand castings are a very essential part of every turbine, costing
between $6,000 and $10,000 per turbine, depending on the design. Sand castings are frequently
purchased at a relatively high price. The castings represent a significant segment of SMC’s total
purchases. Greg was assigned the task of finding the source of the quality problem and
suggesting possible solutions.
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After investigating the problem, Greg discovered that only three out of ten of the sand castings
received were acceptable for the production process. SMC currently uses seven different
suppliers of these crucial parts. Producing the sand castings is considered an age-old process;
however, it seems that the problems cannot be assigned to any one specific cause. SMC often
receives parts that are too small or too large for the particular turbine into which they are to be
built.

When SMC receives a faulty sand casting, it must be either sent back to the supplier for rework
or completely scrapped depending on the severity of the problem. The sand castings are such an
integral part of the turbine that faulty sand castings slow down or even shut down production
altogether. This can lead to late deliveries, high-dollar loss on scrapped materials, and ultimately
customer dissatisfaction.

Greg considered the option of buying a higher grade of materials to replace the trouble-plagued
sand castings. Unfortunately, prices on the better grades of material were over twice the price of
the castings. SMC cannot realistically produce the sand casting itself due to extremely high
tooling costs.

Greg has a meeting with Earl Lupton in one week and must have a viable proposal to alleviate
the problem.

CROSSING THE BORDER

The North American Free Trade Agreement (NAFTA) had just passed. For Katie Dunhill it was
good news because, she hoped, the paperwork would be reduced. Katie was the import/export
coordinator for Tokisan America Inc. (TAI). She managed the process of obtaining and sending
raw materials and finished goods to and from the Mexican maquiladora. The maquiladora was a
Mexican company that processed and assembled labor-intensive parts. Companies from all over
the world, including TAI, arranged for maquiladoras to do assembly work because of the low-
cost labor.

Tokisan was a Japanese company with headquarters in Tokyo and subsidiary production
facilities in the United States and Mexico. The U.S. subsidiary, TAI, was essentially
autonomous, while the Mexican maquiladora was not. The maquiladora was managed entirely by
TAL For the last week there had been ominous rumors of a future trucking strike in Mexico. Any
trucking strike would slow or stop cross-border traffic since the truckers would most likely block
major roads.

Katie knew the import/export process well. She was aware that the export paperwork at TAI took
at least eight hours to process (Katie was sure it could be done faster). It took at least four hours
for the trucks to be loaded and four hours for the trucks to reach the border. At the border, the
trucks could clear in a minimum of five minutes, but sometimes the Mexican Customs officials
would review the shipping documents with agonizing slowness. Sometimes the tactic was used
to extract minor bribes, which TAI refused to pay, preferring up to one day of delay. Customs
officials were slowly learning that TAI did not pay, and were resorting to tougher tactics such as
questioning the shipping documents and refusing entry of material. Once across the border, it
would take an additional six hours for the truck to reach the plant and get unloaded. Only then
was the raw material available for the assembly work.
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Recently the headquarters office in Japan had made the request to begin converting all
manufacturing to a just-in-time basis. Katie knew this would be problematic, especially with the
Mexican maquiladora as part of the manufacturing process. With all this in mind, she knew she
had to make some quick decisions. Allowing production to stop was viewed poorly by
management. Today was Wednesday, 7 a.m., and the trucker strike would probably start next
Monday — and was expected to last a minimum of two days. She would attend the daily
production meeting in fifteen minutes. She sat down, looked out the window, then looked down
at her calendar, and decided what to do.

FUTRONICS, INC.

Steve Hastell, supply management manager of Futronics, Inc., was studying the replacement of
the company’s central office stores by an outside service. Futronics, located in Lexington,
Massachusetts, was in the midst of a corporate overhead reduction program. As part of this
program, Steve had been assigned the task of investigating opportunities for outsourcing selected
in-house services. He was expected to report on the central stores issue at the next program
meeting in three days.

Futronics’ Cost Reduction Program

Futronics was a $2 billion firm with sales in consumer products and government systems and
services. It enjoyed high overall growth until fierce competition flattened sales and decreased
profits sharply two years ago. Since then, corporate cost and overhead reduction efforts had
become widespread. The supply management department sought savings by increasing emphasis
in existing areas as well as by participating in corporatewide cost reduction team programs. The
central stores operation came under review when two outside firms approached Steve’s
department with initial proposals to replace Futronics’ stores operation with their own inventory
and delivery service.

Central Stores

Central stores at Futronics was created in the middle 1950s when a corporatewide study revealed
that large savings would result from bulk buying and distribution of stationery and all other
supplies. A central group was formed to serve Futronics’ twenty-one area sites. While it
represented an increase in manpower, facility, and delivery expenses, large savings resulted
through reduction in individual office inventories, mass buying, and decreased purchase order
expenses.

At the present time, central stores served forty-two area sites from a warehouse in Lexington.
Annual throughput was about $900,000 and the average inventory was valued at $140,000. Over
500 items were stocked. A catalogue of items was updated and distributed every six months.
Four people worked in the operation: two as pickers, one order entry clerk, and one to wrap,
label, and load trucks. Activity was slightly seasonal, with peaks occurring in December when
the demand for calendars was high, and at the end of quarter budget periods for other items. The
cost of the personnel and space was about $200,000 per year. Deliveries were made on a daily
basis with a corporate truck that handled corporate mail and other interplant movements. These
deliveries were made to the building docks or reception areas. Central stores were part of
Corporate Administrative Services, which also included food service contracting, security
services, and personnel.
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