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2 CHAPTER ONE

Case 1-1: Denniston Spices

Teaching Note

IMMEDIATE ISSUE

Develop an inventory build plan that balances stock-out risks with inventory holding and inventory
spoilage costs.

BASIC ISSUES

e Forecasting and planning
¢ Risk management
e Total cost of ownership analysis

e ABC analysis

SUGGESTED STUDENT ASSIGNMENT

1. As Amy Lin, what is your analysis of the situation at Denniston Spices?
2. What recommendations would you make to Kevin Sherman regarding the inventory build of
products supplied from Whittingham Foods and why?

POSSIBLE DISCUSSION QUESTIONS

How relevant is the data from 2012 and 2013? Are you prepared to use it?

How would you weight the costs of stock-outs versus inventory spoilage?

Do you think it is reasonable for Whittingham Foods to pre-ship three months of inventory?
Why should Denniston Spices accept all the risks of stock-outs and inventory spoilage?

Is there any other data that you would want before making a recommendation?

Where are you going to store the inventory, and who is going to be responsible?

S e

ANALYSIS

This is a difficult situation without any easy answers. The first place to start is with the data provided
in Exhibit 1 in the case to see if it provides any clues regarding what Amy Lin should be doing. Exhibit
TN1 shows analysis of the data in the case exhibit. The first column (Mean) provides the average
demand for the five months of data in 2012 and 2013. The second column simply uses the mean to
establish a three month estimate, and the third column (cost) shows the value of the purchases for three
months using the mean % cost/lb. The fourth column (STDEV) shows the standard deviation of
demand. This analysis shows high variance caused by the wide fluctuations in demand. The case
alludes to the fact that unusual events (merger, expansion, and a special project) distorted the data.
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PURCHASING AND SUPPLY MANAGEMENT 3

I also used the data to calculate safety stock estimates using two x the standard deviation + mean.
These data are provided in columns 5-11. Column 7 shows 3 months of safety stock inventory using
the standard deviation data and column 8 shows the difference between column 7 and column 1.
Column 11 (3 mon/M) shows the number of months of safety stock based on 2 standard deviations
divided by the mean (column 1). The ranges in column 11 are 8—12 months, all far above the shelf
lives of the products.

It would appear that historical demand provides little useful data on which to forecast demand. The
option to say “we do not know” and throw the problem back to the supplier is not reasonable. There
are plenty of examples of companies that have underestimated the supply chain problems created by
ERP system implementations (see the references provided below for Hendricks and Singhal (2003)
and Wailgum (2014)). Whittingham Foods is being proactive and coming to us early with a potential
problem, and we need to provide them with a forecast.

This is a situation where supply needs to work closely with sales to put a plan together. This is a
situation where actively involving sales to put together a forecast is essential. A good place to start
would be to do ABC analysis of Denniston’s customers. Focusing on the A customers, sales can
contact them in order to find out what they are projecting in terms of demand during the period in
question.

From Amy’s perspective, she should be focusing on the A products. For example, total purchases for
W9456 were $6,624 last year versus $1.5 million for W9451. Spending a lot of time on C items does
not make sense. In 2013, total purchases of the eight products were approximately $3.0 million, of
which two items (W9450 and W9451) represented 80 percent of the total costs—a textbook example
of the 80/20 rule. Amy can ask sales, during their conversations with customers, to collect data for the
A items. This information should help establish a range for the critical products in terms of volume
and spending. Overstocking slightly on the B and C items would not be the end of the world, both in
terms of carrying and spoilage costs.

Logistics Issues

An issue not specifically raised in the case, but should be discussed in class, is arrangements for
storage. It is reasonable to assume that Denniston Spices does not have the ability to store an additional
3 months of inventory. A further question is whether Denniston Spices should be responsible for the
inventory, or should Whittingham Foods be making these arrangements.

An option would be to negotiate an arrangement with Whittingham Foods for a vendor-managed
inventory agreement, where the supplier would take responsibility for inventory storage, including
ownership. This would not preclude the need for a forecast but would take the logistical and financial
responsibility from Denniston Spices, including costs of inventory spoilage. Amy might decide to
have Denniston Spices take responsibility for the approximately 240 B and C items, leaving the
supplier with approximately 60 A items.
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Exhibit TN 1
Analysis of Monthly Demand Data
Mean (M) 3 xM Cost STDEV 2 xstdev M +2stdev 3 Months  Difference Cost $ Difference 3 mon/M
M + 2stdev 2 stdev — 2stdev—M  2stdev/M
M
103 310 $27,918 61 123 226 678 368 $61,031 $33,113 7
3,036 9,107  $819,666 2,978 5,956 8,992 26,976 17,869 $2,427,885 $1,608,219 9
3,284 9,851 $1,921,023 1,508 3,016 6,300 18,899 9,048 $3,685,396 $1,764,373 6
2,589 7,768 $1,514,799 1,024 2,047 4,637 13,910 6,141 $2,712,354 $1,197,555 5
758 2,275 $147,849 202 403 1,161 3,484 1,210  $226,486 $78,637 5
371 1,112 $72,267 104 208 579 1,737 625  $112,902 $40,635 5
301 904 $99,396 102 205 506 1,518 615  $167,030 $67,634 5
1,291 3,872 $425,898 846 1,691 2,982 8,946 5,074  $984,023 $558,125 7
51 154 $36,237 4 8 60 180 25 $42,186 $5,949 3
26 78 $18,330 29 58 84 252 174 $59,293 $40,963 10
6 17 $1,131 8 17 23 68 51 $4,422 $3,291 12
426 1,279 $83,148 174 348 774 2,323 1,044  $151,000 $67,852 5
48 144 $17,280 49 98 146 437 293 $52,409 $35,129 9
18 55 $6,624 15 30 49 147 91 $17,586 $10,962 8
74 221 $26,568 63 125 199 597 376 $71,680 $45,112 8
56 169 $20,304 56 113 169 508 339 $60,940 $40,636 9
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Case 1-2: Brennan Bank

Teaching Note

TEACHING OBJECTIVES
This short case provides an opportunity to delve into a number of different issues, including:

Purchasing for a service organization.

The price, quality, delivery, and service trade-off.
Supplier selection and splitting of business.

The purchase of services.

Treatment of unsolicited proposals from suppliers.

Al

I use this case in the first class of my purchasing course to provide an introduction to the
procurement field and the course.

SUGGESTED STUDENT ASSIGNMENT

If you were in the position of Rachel Bonnell, what action, if any, would you take regarding Jolon’s
bid?

POSSIBLE DISCUSSION QUESTIONS

1. What importance is the check printing to the bank?

2. How would you do a cost analysis on a check printing order?

3. How would you evaluate a supplier of check printing for this bank?
4. How many suppliers are desirable for check printing?

5. What alternatives are open to Rachel Bonnell here?

6. What action will you take? Why?

DISCUSSION

Rachel Bonnell’s first objective must be to assure that the flow of printed checks continues
uninterrupted and with high quality to the bank’s customers. A delay in check deliveries may create
customer dissatisfaction with the bank’s services. Quality issues, such as misspelled names and
addresses would also cause customer frustration and reflect poorly on the bank’s brand. Since each
printing order is a small custom job, special attention to detail and rapid service are of vital concern
here as compared to price. It is reasonable to assume that courier charges paid by the two current
suppliers are significant. The recent cost study also showed that prices paid to suppliers were fair and
that their cost performance was in line. Given this background, the low bid by Jolon becomes
suspect.
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PURCHASING AND SUPPLY MANAGEMENT 7

Jolon’s Bid

As long as Jolon’s bid is unsolicited and unofficial, it falls into a very special category. It seems clear
from the case that Jolon’s low price is an attempt to gain at least part of the check-writing business. It
also appears clear that Jolon’s recovery of its costs would have to come from their promotion of
“scenic checks” and other products that customers paid for themselves. What is it that Jolon proposes
to do with our customers that our current printing firms are not doing? Is there a possibility that they
may pursue our customers more aggressively? Is there any possibility that they might turn off some of
our existing customers? Is there also a possibility that they might be charging more for scenic checks
than our current suppliers to make up for the losses on the regular check business? Provided that the
answers to the above questions are not negative, there might be an advantage to our bank of having
more scenic checks sold. This would mean that we would not have to pay for the standard personalized
checks, and it might help cut down on our annual commitment of $10 million per year. If one-third of
our customers who are currently using standard personalized checks would be switched to scenic
checks, this might represent a saving of $3.3 million dollars per year. If such an opportunity
realistically exists, perhaps the bank itself should be investigating ways and means of accomplishing
this. Leaving it to a printing supplier to accomplish this task might not be in the bank’s best interest.

Purchasing personnel are always bombarded by unsolicited, unofficial quotations. How to handle these
“feelers” is part of the good buyer’s art. Unless a supplier is willing to commit on paper, the details of
an offer can only be assumed as non-existent. If Jolon represents a reasonable source, perhaps they
should be given a chance to quote on the next round. No new suppliers such as Jolon should be given
a significant amount of business until they have proven that they can handle all the intricacies. Thus,
it could be several years, at least before they could be considered a sound and proven supplier.

The one exception to the above remarks deals with the possibility that Jolon might have more advanced
equipment, or better systems, to handle this type of work. If so, the question can be raised as to why
they were not selected for this work before. Also, what was the quality of our cost analysis study if it
did not reveal this kind of information?

If buyers started giving business to every supplier who came in with a low or unofficial quote, the
world would be full of disappointed buyers. It is normally understood that a supplier, to take away
business from well-performing and established suppliers, must make it attractive enough for the buyer
to switch. The easiest way to draw a buyer’s attention is with a low price. Only when that price appears
to have a longer time horizon attached to it, and the backup of all of the appropriate services necessary
to satisfactory completion of the order, should the supplier be seriously considered.

In this case, the service aspect is at least as important as the cost of check printing. Faultless electronic
transmission of data, security, rapid response, and high-quality printing to assure proper machine
reading of checks are all part of a complex requirement in which supplier reliability and trust are
vital.
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Case 1-3: Hansen Equipment

Teaching Note

CASE SYNOPSIS

Kathy Saxton is a new buyer at Hansen equipment and has been put in charge of the wire management
program (WMP). Kathy needs to develop a plan to consolidate the company’s spend on wire and
cables with the objective of reducing costs, shrinking inventories, and improving service. Kathy will
need to sell her plan to her boss and co-workers.

This case is part of a series case, with the case Bid Assessment as the immediate follow-on in Chapter
12. The third case in the series, Hansen Equipment (C), is in the teaching note for the Bid Assessment
case and can be handed out in class during the Bid Assessment case discussion. Hansen Equipment
(C) presents a different option (an in-house supplier store) not previously considered.

TEACHING OBJECTIVES

This case provides a context that many students can relate to—a person in a new job wanting to prove
themselves. Issues addressed in this case include single sourcing, supplier selection, and inventory
control. It is a good introductory case in a supply management course or could be used on a class on
the purchasing process (Chapter 3) or supplier selection (Chapter 12).

SUGGESTED STUDENT ASSIGNMENT

If you were in the position of Kathy Saxton, what would be the best way to proceed with the wire
management program (WMP)? What recommendations would you make to Scott Carpenter and
why?

POSSIBLE DISCUSSION QUESTIONS

1. What are the most important factors to consider when deciding on a supplier?

If the company goal is to reduce costs, is the WMP an appropriate method to accomplish this
objective? Should Kathy suggest a better method for reducing purchasing costs?

Why is it important to take time when selecting a supplier?

What considerations are most important to Hansen in supplier selection?

Why have more than one supplier?

Is any additional information required for Kathy to make her selection?

How can Kathy find out more information about the suppliers in a short period of time? What
internal and external resources should she consider?

8. What do you want to do next and why?

N

NowvkEwWw
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PURCHASING AND SUPPLY MANAGEMENT 9

ANALYSIS

Kathy is new to Hansen and she wants to show she is capable of completing an important assignment.
She does not know anyone in Hansen very well and is unfamiliar with the company’s current suppliers
and their capabilities.

To reduce the supplier base, fit with Hansen’s current needs must be taken into consideration.
Although cost savings are important, reducing the time to market is also important, especially for
Hansen’s customers. Therefore, Kathy should be leaning toward whichever supplier is most
responsive to the company’s ‘rush’ requirements and can also offer competitive pricing. The supplier
must be large enough to stock almost anything required or have access to it in a short time, due to the
possibility of customers specifying non-traditional products. Ideally, the supplier should consider
Hansen’s business to be important enough to provide excellent service.

Kathy should arrange to visit each of the potential suppliers in person, especially since they are local.
A personal visit will allow her to observe the supplier’s facility, warehouse, and get an impression of
the supplier’s motivation to supply Hansen. The financial viability and future goals of the organization
should also be considered when assessing if a fit exists.

Having a single source of supply would allow Hansen to take advantage of quantity pricing, sometimes
referred to as leverage. Hansen and the chosen supplier may also be able to improve processes together,
leading to a reduction in administrative expenses. As a buyer, Kathy will be able to focus her time on
other procurement issues. However, with only one supplier, continuity of supply cannot be ensured.
Therefore, the idea of having two suppliers, or at least a backup supplier, must be considered. Two or
three suppliers are still a significant reduction in the supplier base.

Two suppliers may be used in various ways. There are numerous ways to arrange what each supplies.
They could supply specific products that best fit with their capabilities. Alternatively, one supplier
could supply regular items, and the second could supply rush/specialty products. If Kathy decides to
use two suppliers, they may also be more conscious of pricing, especially due to potential product
overlap. There is a possibility of collusion, but with commodity products, Hansen could always gauge
the market periodically. The major downside is the potential that pricing may not be as favorable if
the suppliers were single sourced.

Kathy is receiving some informal evaluation from various employees at Hansen, but she cannot justify
the validity of their statements. She is also unfamiliar with potential personal connections that the
employees have with the suppliers. The information from the receiving manager, Wesley Wen, who
kept records on supplier performance, could be useful for Kathy.
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ABC Analysis

Part of the class discussion can include Hansen’s supplier base and total spend. The case indicates that
the company has approximately 3,000 suppliers and a spend of $63 million. The following table uses
these data and assumes a typical ABC distribution for a potential representation of the context at
Hansen (see Chapter 8 for a description of ABC analysis):

Category % Suppliers # Suppliers % Spend $ Value $/Supplier
A 10% 300 80% $50.4 mm $168,000
B 10% 300 10% 6.3 mm $21,000
C 80% 2400 10% 6.3 mm $2,625

The implication is that most companies, such as Hansen, have many small suppliers that represent a
relatively small amount of the total spend. Consolidation of the supply base and leveraging spend
volumes can lead to lower total costs.

ALTERNATIVES
1. Gather more information / do not make selection

Kathy can spend time collecting information and visiting suppliers. She might also check supplier
references and contact comparable customers to get their opinions on supplier performance. As a new
employee, Kathy wants to prove her abilities as a good decision maker, but she needs to collect more
data before making a decision. She also wants to impress Scott Carpenter, who originated the WMP.

Gathering more information and establishing personal contact with the potential suppliers will give
Kathy the opportunity to assess which ones are best capable of fulfilling Hansen’s requirements. This
alternative may be used as a first step but will not satisfy the WMP objective.

The records kept by Wesley regarding supplier performance need to be analyzed carefully. Kathy
should sit down with Wesley, since not everything will be included in his database.

2. Choose one best candidate

With this alternative, Kathy can select the most capable supplier and negotiate a contract to supply all
Hansen’s wire and cable requirements. Kathy could use the information provided by Wesley to justify
the selection, and more time could be given to negotiating with the preferred supplier, rather than
spending time on a bidding process.

This would be a better alternative if Kathy had more experience. Kathy may not presently be the best
person to assess suppliers. Second, Wesley’s information may not be an indication of a future
performance. Lastly, since Kathy is relatively new, her negotiating skills may require honing, and she
may not fully understand all details required for effective negotiation. Consequently, this alternative
would not be the best choice in this circumstance.

3. Choose two (or three) best candidates
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This option is similar to the second alternative. By selecting two suppliers Kathy has the opportunity
to compare supplier performance. Given that on-time delivery is very important to Hansen’s
customers, it would be beneficial to have a second supplier to further guarantee availability.

There are a number of possible approaches for Kathy to use with this alternative. Kathy may select the
best candidate for wire and also the best for cable. Alternatively, she could choose the supplier who
had the best prices for both products, and also keep the second best supplier. In time, she could
negotiate with the one that excelled in performance, thereby going from six suppliers down to two (or
three). This alternative is possible only if Scott agrees to have more than one supplier.

Although it should not be difficult to choose the best two suppliers from the group, many of the reasons
for not choosing alternative #2 are also applicable here.

4. Use a bidding process

Kathy could send out request for quotations (RFQ) or request for proposals (RFP) to Hansen’s supplier
for all of its annual wire and cable requirements. A bid submission can be an excellent method for
assessing supplier pricing. However, Kathy should screen the suppliers on the bid list based on their
past performance, price competitiveness, and ability to supply all of Hansen’s requirements. This can
be achieved by initially implementing Alternative #1.

There is quite a lot of information that can be gathered about suppliers, especially if the bids request
specific information. Some of the most creative ideas can be proposed simply by asking the supplier
to explain why they would make the best fit with our organization. This will require potential suppliers
to consider expectations for service, as opposed to focusing on pricing only.

Suppliers can spend a considerable amount of time on preparing bids. It is not fair for Kathy to ask a
large number of suppliers to prepare quotes, only to select the most obvious and favored choice from
the beginning.

Hansen is a reputable company, which has a large spend on wires and cables and is growing rapidly.
Therefore, several suppliers will likely be very interested in winning and bidding and providing a
competitive proposal. This process can also be used to screen potential suppliers and followed by
negotiations to further improve the structure of the contract.

To avoid potential misunderstandings during the bidding process, some companies allow a post-bid
meeting with suppliers to discuss their proposal in detail. This meeting is sometimes beneficial in
creating improved proposals. However, these meetings slow down the supplier selection process.

5. Use a bidding process and then negotiate final agreement

This alternative is similar to alternative #4, but with the added ability to negotiate aspects of the
proposals. The bid analysis allows narrowing of the potential suppliers. This alternative is attractive if
there are aspects of the most attractive bid(s) that could be improved.

The bidding process is effective in choosing one best candidate, but there may be aspects of that
supplier’s proposal that can be improved. Terms, certain product prices, or delivery may not be as
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favorable as that found in other proposals, which creates the possibility of negotiation and discussion.
Similar to other alternatives, the negotiation process takes time and therefore increases costs. Yet, if
potential benefits of post-bid negotiation are possible, it may be worth the effort. This alternative is
possible, especially since Kathy will possess a greater understanding of the suppliers’ abilities after
the bids are returned and because there is no strict time pressure to make a selection. This alternative
is best suited for circumstances where significant differences exist among the bids.

NEXT STEPS

Probably the best course of action for Kathy is to start with Alternative #1, which would allow her to
gather information about the potential suppliers. It would be possible to meet and visit all suppliers in
two weeks, considering they are all local. Information gathering would allow Kathy to get to know
suppliers and enable her to assess their capabilities and interests in working with Hansen.

A logical next step would be for Kathy to implement Alternative #4 by sending out an RFQ or RFP to
the best qualified suppliers identified in the previous step. The bid request would include Hansen’s
current annual and forecasted requirements for all wire and cable. Suppliers should be encouraged to
include innovative ideas to handle Hansen’s requirements. If prices are relatively even, details
regarding how the suppliers intend to service Hansen may be a differentiator. For example, details
regarding safety stock arrangements and expediting rush orders may provide tangible benefits to
Hansen.

TEACHING STRATEGY AND KEY POINTS

Hansen Equipment can be taught as a standalone case, or it can be combined with the other two cases
in this series (Bid Assessment and Hansen Equipment (C)). If you only have one class to teach the
case, the Bid Assessment and Hansen Equipment (C) cases can be summarized on a couple of
PowerPoint slides as part of a discussion at the end of class, and the instructor can probe for student
impressions. If the case series is to be covered over two classes, then the Bid Assessment case can be
assigned at the end of the first class for the second session (e.g., do not disclose the Bid Assessment
case until discussion of the Hansen case is completed). The Hansen (C) case can be covered at the end
of the second class.

I usually spend a single class on this case. I start the Hansen case by asking for alternatives. I press the
students for variations of different alternatives until the list includes the five alternatives covered in
this teaching note. Students may also choose to raise other alternatives. I then transition to a discussion
of the WMP asking, “What does Scott expect to achieve with the wire management program™? This
discussion usually starts with a focus on cost savings, and I get the students to explain where the cost
savings would come from and how much they could expect to save. What should not get lost in this
discussion is the other benefits for supplier consolidation as described above, such as better service.
Using the ABC distribution of Hansen’s spend, as shown above, can help drive home this point.

About 40 minutes into the class I ask the students to review the Bid Assessment case. Students need
about 8—10 minutes to read the case. I ask for student impressions of the proposals from the suppliers.
As some point in the discussion I ask someone to explain why many suppliers declined to bid. Once
again, I ask the students for a list of options. In the last ten minutes of class, I use a PowerPoint slide
to summarize Hansen Equipment (C) and have a short discussion of the outcome.
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PURCHASING AND SUPPLY MANAGEMENT 13

This teaching approach requires the instructor to cover a lot of ground in one class, which means you
need to manage time properly. The case series can easily be spread over two classes if you have time,
with Hansen Equipment (A) in the first class and Bid Assessment and Hansen (C) in the second
class.

Key Points

There are several key points that the instructor can highlight at the end of class:

1.

2.

Managers can never have complete information, but in this case, Kathy should take advantage of
the time she has available to collect more information for this important decision.

Employee opinions and advice are helpful but can be biased. Focus on facts and data where
possible.

The assignment of the WMP may be a test to see how the new buyer reacts, a way to meet others
and familiarize herself with the suppliers, and/or a method of understanding important factors to
purchasing within Hansen. It is also a way to assess Kathy’s analytical and interpersonal skills.

A good method for finding out about a supplier’s performance is to contact another organization
currently using them.

Visiting a supplier will allow the buyer to assess many aspects, including size, inventory
management practices, systems and processes, management and the general culture of the
organization.

Single sourcing may lead to a closer relationship and the opportunities for cost savings. It also has
risks of dependence on a single supplier. How to ensure that you are getting the best combination
of cost, technology, and service from a single source supplier over the long term is a major
challenge for purchasers.
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