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NOVA MANUFACTURING INCORPORATED: Case D
Local Outsourcing of Production for Perf I I

By many measures, the "Born-Again” process and the Velocity initiatives have
now been successful. With the consolidation and focusing of the factories, the
institution of TQM throughout the value chain, the pruning of the product line, and the
slashing of overhead, Nova's plants and the distribution centers are once again very
profitable. Nova's 1993 income statements in Figure 1 show that the revenue slide of
the past decade has finally been reversed. Further, as projected by the production
plans and financial proformas of Figure 2, marketing believes that sales volume will
grow by an additional 7% next year if the plants can reliably maintain a one day lead

time and if the central warehouses can provide a fill rate of 99% .

As further signs of progress, total inventories in the factories, pipelines and
distribution centers have been cut to 61 days. Inventory records are updated in real
time. Procurement decisions are made with up-to-the-moment knowledge of pending
customer orders and current inventory levels. Customers are served more reliably, in
less time and with lower cost than by any one else in the industry. Nova has, in fact,

become the best-in-class!

As the new year begins, John Fisher sees an opportunity to take some long
overdue and much deserved vacation time, and perhaps even a chance to reacquaint
himself with the game-of golf. He opens the morning mail to find the following memo
from Claudio Spiguel proposing to improve customer service in South America with no

increase in Nova's cost. The logic seems reasonable. He turns to you for advice.
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NOVA MANUFACTURING, INC.

"Your Global Assembly Supplier"

MEMORANDUM

TO: John Fisher, CEO

FROM: Claudio Spiguel, President, Nova South America
DATE: January 5, 1994

SUBJECT: Improving Customer Service and Nova Profitability

Attached is a copy of your recent memo on Stockouts and Customer Service ,as well as, a copy
of Larry Judge's memo on improving return on investment. Sometimes it takes a combination of
reminders like this to shake us loose from old habits. . . to drive home the point that we can't
make marginal changes if we seek major improvements. Let me explain. First,  am sure that
my South America operations were a significant contributor to your memo. While we have
strived in the past to maintain generous inventories of finished goods in an attempt to provide
superior service to our customers, we have found that deliveries from Cincinnati and London are
so unreliable that if ever we do stockout of a part, we may be out of stock for an extended
period. Therefore my initial reaction to your memo was to increase inventory by increasing my
cycle stocks and raising my reorder points to "safer" levels. While I knew this was expensive, it

seemed to be the right thing to do for our customers.

But then later, Larry Judge's memo on RONA arrived. It reminded me that customer service was

not the only goal for Nova managers to attend to. Making a "fair profit" for our share holders on
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the assets they had provided us with was also important. Since inventories are the greatest of the
assets under my local control and their holding costs contribute heavily to our operating expense,
inventory reduction is my key lever for RONA improvement. With the current measurement
system, I am torn between the goals of inventory reduction and customer service. When I

improve one the other gets worse.

When I shared this dilemma with a cousin who runs a manufacturing firm here in Sao Paulo, he
asked for a sample of each of the products that Nova sells in South America. After reverse
engineering our ten products, he designed a manufacturing process to build each and lined up a
set of local suppliers. He has now offered me the following contract. If I guarantee to purchase
from him all Nova products sold in South America during the next 5 years, he will make the
capital investment required to manufacture these products. He will sell the products to me at our
current Nova transfer price, quoted in dollars to eliminate Nova's exposure to Brazilian currency
fluctuation, and he will guarantee the price for the 5 years (which Cincinnati will not do for me).
Moreover, he will require no minimum order size and he will guarantee 1 day delivery of any
order quantity up to 2% of annual demand. Finally, he will pay all transportation costs and will

guarantee that product quality will meet or exceed Nova's existing standards.

This is the answer to a prayer. He will own the pipeline stock, and I will need only 2 days of
safety stock and 1/2 day of cycle stock. My fill rates will jump from 65% to 99.9% and my
transportation costs will go to $0.00. From your perspective, the risk of profit erosion from the
wild currency fluctuations that we have experienced in recent years will be eliminated. I
estimate that my RONA bonus will exceed 40%, and he feels that he will make an acceptable

profit. This is a win-win-win situation.

Do I have your approval to sign the contract and proceed with this new alliance?

Attachments: 2
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NOVA MANUFACTURING, INC.

"Your Global Assembly Supplier"

MEMORANDUM

TO: All Nova Distribution Center Managers
FROM: John Fisher, CEO

DATE: November 29, 1993

SUBJECT:  Stockouts and Customer Service

In the last two weeks I ran into a board member and then a college classmate, who each
informed me that during the past year their company had attempted to buy our products on
several occasions when we were out of stock. As a result they were forced to go to a competitor.
Without having details on products, regions and dates, they assured me that the problem was real

and getting worse. They wondered if Nova was backing out as a supplier to their industry.

Not only is this an unacceptable way to run a company which is focused on customer service, it
is personally embarrassing to me. Let me be blunt. If you can not represent Nova better in your
region by satisfying basic customer demand, I will be forced to find someone who can. Our
board meets again in nine weeks and I plan to attend a school reunion in three months. Iam sure

that I will be given an update on our current service levels. I will tell you what I find.

Attachment 1
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NOVA MANUFACTURING, INC.

"Your Global Assembly Supplier"

MEMORANDUM

TO: All Nova Distribution Center Managers
FROM: Larry Judge, CFO

DATE: December 15, 1993

SUBJECT: Lean Production

To survive in our increasingly competitive business environment, it is imperative that we all
strive continuously to improve financial performance. Return on net assets, RONA, is a
traditional and important measure of the effectiveness with which productive assets are deployed
by a company's management. I have therefore decided to establish this year's RONA numbers as
a benchmark for company performance. Hereafter, monthly RONA numbers at each location
will be used as a barometer to measure performance improvement as we move forward during

the new year.

I will calculate your 1993 RONA and will tie your compensation to your ability to improve it in
1994. The company improvement goal of 4% must be met by all locations. Managers who
exceed this goal will receive a salary bonus percentage equal to twice their percentage

improvement beyond 4%. Iknow you will each do the right thing.

Attachment 2
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